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I estimate the impact of fiscal policy changes over economic activity. The first re-

search question I address pertains to the impact of deficit consolidations for a panel

of 17 economies. I find that tax increases have a significant negative impact over eco-

nomic activity with a multiplier of up to -3, whereas spending cuts have a small and

insignificant effect. This result is robust across different specifications, including one

that allows for noncontemporaneous interactions between countries. Once these in-

teractions are allowed into the model, I find additionally that tax-driven austerities

have a stronger impact over output in the Periphery of Europe (Portugal, Spain, Ire-

land and Italy). A second question pertains to the impact of tax shocks over economic

activity in Canada. I build a dataset of tax changes for Canada, distinguishing be-

tween exogenous and endogenous tax measures. I then take the exogenous changes

and find that the tax multiplier is high at peak (up to -2), which is associated with a

large income elasticity of tax revenues. I also find a negative response of provincial

Canadian revenues to federal tax hikes. Taken as a whole, the evidence contained in

this dissertation shows that there is a large negative impact of tax increases over out-

put and other economic aggregates, whereas spending cuts do not have such a strong

impact.
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Chapter 1

Introduction

What is the impact of tax and spending shocks? The concise response, provided

in this dissertation, is that tax hikes are very contractionary whereas spending cuts

are less so. This answer is provided within an annual panel of countries for which I

analyzed fiscal shocks that have deficit consolidation as a motivation. Furthermore, I

created and analyzed a new quarterly dataset of tax changes for Canada, for which tax

shocks are found to have a significant impact over output. These stark findings stand

at the frontier of research on the causes and propagation mechanisms of policy shocks.

These efforts have been particularly active in the past fifteen years, but indeed, this

research question is so fundamental that it aroused the interest of researchers much

earlier than that.

Economists have been interested in analyzing the sources of economic fluctuations

for quite some time. Up until 1980, macroeconomics relied on large-scale modeling

that specified a priori constraints, as in Klein (1969) and Fromm and Klein (1973).

Large models with many equations were built and estimated and the impact of policy

changes were computed from these models. Fromm and Klein (1973) compare several

such models and in general find large multipliers for both tax revenues and govern-

ment spending. The analysis of policy shocks has benefited greatly from Sims (1980),
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who addressed the Lucas critique and himself criticized the "incredible restrictions"

that large econometric models had used up until then; Sims (1980) presented a better

modeling alternative in the form of VAR (Vector Auto-Regressions) models.

These models have been widely used to analyze several policy shocks with differ-

ent identification techniques. Monetary policy shocks have been studied in depth,

for example by Bernanke and Blinder (1992) who argued that the interest rate is the

main policy variable and computed balance sheet recomposition effects of a monetary

tightening, Bernanke and Mihov (1998) who concluded that different policy variables

were being used in different time periods, with monetary tightening having a negative

effect over output. The identification used in these early studies generally hinged on

restrictions on the impact matrix motivated by some macroeconomic theoretical con-

siderations. Later Uhlig (2005) used a sign restrictions identification to conclude that

a monetary tightening is not contractionary.

Researchers took more time to develop the literature on fiscal policy. The core ref-

erence can be considered to be Blanchard and Perotti (2002), who used an elasticity

of tax revenues with respect to income estimated outside of the system as well as in-

stitutional assumptions regarding the notion that spending should not react to other

variables within the quarter; they concluded that tax multipliers tend to be small and

spending multipliers, though small, are larger than tax multipliers. The assumption

regarding the position of spending within the policy variables has been repeated else-

where in the literature, as in Ilzetski et al. (2013) or Ravn et al. (2012). Beetsma and

Giulodori (2011), in a study for the impact of expenditure shocks in the EMU, use a

similar Cholesky style identification, but with annual data and inserting cyclically ad-

justed tax revenues in the system. Other identification approaches have been used in

the literature; for example, Mountford and Uhlig(2009) used sign restrictions to iden-

tify fiscal shocks and detect a very high multiplier (-5) for deficit-financed tax hikes.

More recently, many authors have started to use narrative methods to estimate the
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impact of both monetary and fiscal shocks. Monetary narrative methods have been

used by Romer and Romer (2004), who compute the impact of a monetary shock in the

US using records for the Federal Reserve, and by Gertler and Karadi (2015), who com-

pute the narrative as the part of the change in the interest rate unrelated to the change

in the price of future contracts. Fiscal policy soon followed, as Romer and Romer

(2010a) applied similar methods to compute the impact of tax shocks in the US, with

Cloyne (2013a), Hayo and Uhl (2013) soon following the lead, with studies on the im-

pact of tax shocks. Mertens and Ravn (2013, 2014) introduced the Proxy SVAR, which

takes the narrative variable as an instrument of the fiscal policy shock, i.e it does not

have to perfectly correlated with the policy shock. The narrative literature on spend-

ing shocks has mostly centered on the impact of large military purchases, as in Ramey

(2011) and Owyang et al. (2013), who computed asymmetric responses for Canada

and the US depending on the phase of the cycle. Barro and Redlick (2011) used these

data and additionally built an average marginal tax rate annual database, and, relying

on a single-equation framework, concluded that both impact tax and spending multi-

pliers were small, around 1.

This dissertation finds its place in this very recent strand of the literature on fiscal

policy, that applies the narrative approach. The identification I use in these different

settings is the Proxy SVAR of Mertens and Ravn (2013, 2014). The overall conclusion

is that deficit consolidations undertaken by increasing taxes have a very detrimental

effect over output, whereas if they are undertaken by reducing expenditure, they do

not. Furthermore, in the specific case of Canada, where I applied the narrative ap-

proach to study tax shocks, tax hikes have a significant negative effect over output,

even on impact, which contrasts with traditional identification approaches.

This text is organized as follows. Chapter 2 assesses the impact of tax increases

and spending decreases over economic activity when those fiscal shocks are moti-

vated by the desire to reduce the deficit; to achieve these estimates, I used an annual
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dataset of deficit consolidations. I start by adopting a model where the dynamics is

the same across different countries and there are no interdependencies, and I gener-

alize it to one where there are noncontemporaneous interdependencies between dif-

ferent economies. Chapter 3 presents in detail the construction of a quarterly narra-

tive database for federal tax changes in Canada for the years between 1981 and 2009.

Chapter 4 analyzes this dataset and uses it in order to assess how strongly output and

other aggregates react to federal tax hikes in Canada. Chapter 5 concludes. The Ap-

pendix complements the text with additional information: Appendix A complements

Chapter 2 with additional results and details regarding the algebra behind the estima-

tion of the models, and Appendix B complements Chapter 4 by presenting additional

impulse responses.
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Chapter 2

The impact of tax and spending

consolidations - a Panel VAR narrative

approach

Abstract

This chapter estimates the impact of austerity policies, i.e. tax hikes and spend-

ing cuts, for a panel of countries while applying the narrative approach but with

identification assumptions which are weaker than in previous studies. Specifi-

cally, it is not assumed that a narrative series for a certain kind of austerity fis-

cal shock has to be solely and perfectly correlated with the corresponding fiscal

shock. I confirm that tax increases are very contractionary, indeed more than pre-

vious narrative identification approaches would suggest; and I find that spending

austerities are less contractionary than suggested when imposing stronger identi-

fication assumptions. Allowing for dynamic interdependencies between countries

does not change this finding. Indeed, when allowing for dynamic interdependen-

cies, I find spending austerities to be slightly expansionary for some countries,

such as the US. Moreover, tax austerities are found to have perverse effects over

the budget balance for the Periphery of Europe. JEL Codes: C32, E32, E62, H20,

H50.
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2.1 Introduction

In this chapter I apply a novel narrative identification approach in a Panel VAR

making use of narrative revenue and spending series to conclude that tax austerities

are very contractionary and spending austerities are either virtually neutral in terms of

impact on GDP or they are slightly expansionary. The key identification assumptions

are: i) that the two narrative series are allowed to be imperfectly correlated with the

respective structural shocks (i.e., I allow for measurement error), ii) that the policy

shocks are allowed to be correlated with each other.

In the literature on the computation of fiscal multipliers, we can find a number of

authors who have argued that fiscal contractions can be expansionary. Giavazzi and

Pagano (1990) argue that that was the case for Denmark and Ireland in the eighties,

whereas Alesina and Perotti (1997) also working with case studies find that successful

fiscal adjustments tend to be the ones relying primarily on spending cuts on transfers

and the government wage bill. Broadbent and Daly (2010) update and confirm this

result, finding that for major fiscal corrections in the OECD since 1975, spending cuts

have been more successful at boosting growth and correcting the fiscal imbalance,

whereas tax cuts have generally been damaging to growth and did not correct fiscal

imbalances. Alesina and Ardagna (2010) conclude that spending cuts are less likely

to create recessions, where austerity episodes are identified by large changes in the

cyclically adjusted primary balance. The exogeneity of such a measure can, however,

be disputed, as explained in Guajardo et al. (2011). This is the main motivation for

the use of narrative data in the identification of the fiscal shocks.

The narrative data I use in this chapter denote desired changes in revenue or ex-

penditure by the government with the purpose of reducing the budget deficit and

is due to Devries et al. (2011). This database has been used in a related paper by

Guajardo et al. (2011), who run a Panel VAR without dynamic inderdependencies

between countries with the policy narratives assumed to be perfectly correlated with

the shocks and placed directly in the VAR, while adopting a Cholesky identification.
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They conclude that tax austerities are very contractionary and spending austerities

are also contractionary, albeit much less. Alesina et al. (2012) use the same narrative

data, making a distinction between anticipated and unanticipated changes in the pol-

icy variables and estimate the impact of multi-year fiscal adjustment austerity plans to

conclude that spending based adjustments are much less recessionary than tax based

adjustments, although both are found to be recessionary. Alesina et al. (2012) also

include the narrative variables in a regression with the impacted variable of interest

on the left-hand side.

In contrast, the identification I adopt here, which draws on Stock and Watson

(2008) and Mertens and Ravn (2013, 2014), does not include the narrative variables in

the VAR directly and instead makes use of them outside of the specification as instru-

ments of the true shocks. The necessary assumptions are the same as the assumptions

about the quality of instruments in an IV regression. This method is known as the

Proxy VAR narrative approach and this is how I refer to it. I generalize the Proxy VAR

identification to a Panel setting, first in a model without dynamic interdependencies

between countries, and then in a model where there are dynamic interactions between

countries.

In a model without dynamic interdependencies between countries, where all coun-

tries are pooled together in the sense that the same model is estimated for all, a tax

hike of 1% of GDP has a strong significant negative effect over GDP, 0.82% on impact

and a negative cumulative effect of 1.8% after 4 years. A spending cut of 1% of GDP

induces a contraction of GDP of a mere 0.07% on impact and a cumulative effect that

peaks at slightly less than 0.1% after 3 years; this impact is nonsignificant at the 90%

level.

Furthermore, within the framework of this model, asymmetric responses are com-

puted, contingent on the exchange rate regime, the expansion / recession regime at

the moment of the shock, and the level of the debt ratio.

Under a fixed exchange regime, a tax hike of 1% of GDP has a slightly stronger
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effect over GDP than under a floating exchange regime, since the cumulative effect

after 4 years reaches -2%, whereas with a floating exchange it reaches -1.5%. Under

both regimes, the effect is significant. However, a similarly scaled spending cut has

no significant effect over GDP under a floating exchange regime, but it has a small

and short-lived significant effect over GDP (-0.3% on impact) under a fixed exchange

regime.

If the economy starts in a recession state, the tax hike has a stronger effect over

GDP (-1% on impact, peaking at about -1.7% after three years) than in the case when

the economy starts in an expansion state (-0.6% on impact, peaking at about -1.2%

after two years). Spending cuts on the other hand are found to have no significant

effect over GDP.

Furthermore, spending cuts are found to have no significant effect over GDP re-

gardless of whether a country is living with a debt ratio above 70% or below 70%,

whereas tax hikes are found to be more contractionary if the debt ratio is below that

threshold (cumulative impact after four years of 0.8% given a tax hike of 1% of GDP)

than if it is above. These responses were computed under the assumption that the

debt ratio would not cross the threshold in the four years after the shock.

In a model where countries are allowed to have noncontemporaneous interdepen-

dencies and are furthermore grouped into three clusters (European Periphery, Euro-

pean Center and Rest of the World) so that the impact of a shock in a country is as-

sumed to be the same irrespective of the country within that group, again the effects

of a tax hike of 1% of GDP are much stronger than the effects of a spending cut of

1% of GDP. In particular, there is a strong impact of tax austerities in the periphery of

Europe and in general spending austerities are contractionary but much less; however,

in countries outside of Europe there is a small positive impact of spending austerities.

Interestingly, tax hikes in the countries of the periphery are found to have a nega-

tive effect over the budget balance. This confirms and improves upon the results in

Broadbent and Daly (2010) regarding how ineffective tax-driven consolidations might

be.
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The results for both models concur with Guajardo et al. (2011) and Alesina et al.

(2012) but in many ways present starker conclusions for the multipliers. Tax multi-

pliers are generally estimated to be higher than before and significant and spending

multipliers are estimated to be smaller and / or nonsignificant.

The chapter is organized as follows. Section 2.2 discusses the data sources, in par-

ticular the narrative data by Devries et al. (2011). Section 2.3 summarizes the Proxy

identification approach that Mertens and Ravn apply to a single country. Section 2.4

presents the Panel reduced form model, with and without dynamic interdependencies,

and explains how the Proxy identification is generalized to a Panel setting, contrast-

ing it with the traditional narrative approach. Sections 2.5 and 2.6 present the results;

section 2.5 discusses the model without country interdependencies and section 2.6

discusses the model with country interdependencies. Section 2.7 concludes.
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2.2 Data sources

2.2.1 The narrative data by Devries et al. (2011)

Devries et al. (2011) collected the narrative data that I use in this chapter. Their

goal was to overcome identifications based on the size of the change of the cyclically

adjusted public balance. The narrative method is motivated by the fact that cyclical

adjustment methods do not fully separate the effect of economic activity over the bud-

get balance from the effect of discretionary fiscal policy changes. Also, discretionary

changes in fiscal policy might indeed be adopted as a response to cyclical fluctuations.

Analyzing documents such as Budget Reports, IMF reports and OECD Economic

Surveys, Devries et al. (2011) aim at finding fiscal policy changes motivated primarily

by the desire of deficit reduction (and not by the desire to respond to economic activ-

ity). Notice that other exogenous reasons to pursue exogenous fiscal shocks were left

out, some examples of which are ideological reasons or long-run structural consider-

ations.1 They find 173 fiscal policy adjustments between 1978 and 2009 in 17 OECD

economies. Their data is reproduced in the Appendix to this chapter, in Tables 2.1 to

2.3. In these tables, positive numbers denote increases and negative numbers denote

decreases, so that a negative entry for spending means a decrease in spending. The

numbers denote changes in percentage of GDP in revenue and in spending.2 As an

illustration, take Belgium (1997): the OECD Economic Surveys for Belgium state in

pages 44 and 45 that "primary expenditure of the federal authorities is to be cut by BF

17 billion", which is about 0.21 percent of GDP; it also states that there will be "cuts

in social security expenditures (BF 23 billion)" or about 0.29 percent of GDP. If we

add these two numbers, we will get the 0.50 percent contraction in expenditure in the

data series, which is the number we can find in Table 2.1 for the spending narrative

for Belgium in 1997. As for revenue, the same report states (p. 45) that out of the BF

1For specifics on the reasons to change taxes in particular, see Romer and Romer (2010) and Cloyne

(2013).
2For other uses of the narrative approach, see Romer and Romer (2010) and Ramey (2011).
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40 billion of increased revenue, BF 7 billion were expected to come from asset sales,

leaving BF 33 billion coming from taxes, or 0.41 percent of GDP, as can be seen again

in Table 2.1.

There are some negative numbers for taxation and positive for spending. For ex-

ample, France in 1992, for spending, as we can see in Table 2.2. That number denotes

the expiration of previous spending cuts, introduced in 1991, the source being the

IMF Recent Economic Developments report.3

Some important points should be noted about the data. Table 2.4 reports the cor-

relations between the narrative series; it is clear that, irrespective of how strictly we

define the sample in regards to the treatment of zeros, unsurprisingly there is a nega-

tive correlation between the revenue and spending narratives, which indicates that to

some extent revenue increases go hand in hand with spending decreases. The correla-

tions range from -0.09 to -0.35. Table 2.5 reports the mean value for both narratives. If

I include the zero observations, I get a mean of 0.12% of GDP for the revenue historical

series and 0.20% of GDP for the spending historical series. Dropping the zero obser-

vations, I obtain a mean of 0.43% for tax changes and a mean of -0.73% for spending

changes (these overall means are unweighted). To give a few examples, the individual

country numbers for taxation get as high as 0.28% (1.29% excluding zeros) for Ire-

land, and the numbers for spending get as high as -0.38% (-2.01% excluding zeros)

for Finland.

2.2.2 Remaining data sources

The sample period is 1978-2009, and it spans 17 countries: Australia, Austria, Bel-

gium, Canada, Germany, Denmark, Spain, Finland, France, UK, Ireland, Italy, Japan,

Netherlands, Portugal, Sweden and USA. Data for macroeconomic variables was taken

from OECD Economic Outlook no 88; in particular private consumption in volume

3Devries et al. (2011) actually report both austerity shocks as being positive and reversals of both

shocks as being negative, but this is just a matter of convention.

Chapter 2 11



Essays on Fiscal Policy and the Narrative Approach

(cpv series), government spending as a percentage of GDP (ypgtq series), gross do-

mestic product in volume (gdpv series), and government tax receipts in percentage of

GDP (yrgtq). In those specifications where the OECD series for the cyclically adjusted

balance is incorporated in the VAR, the series used is cyclically adjusted government

net lending as a percentage of potential GDP (nlgqa). When incorporated into the

VAR, expenditures and the budget balance are corrected so that they do not consider

net interest payments by the government (gnintq); in general, this actually makes lit-

tle difference in terms of the results. Generally, percentage changes are computed

when the variables are put in the VAR (GDP and Private Consumption are inserted as

100 times logchange). Naturally, the narrative shocks are not differenced. When for

robustness purposes I use the cyclical adjustment technique described in Alesina and

Ardagna (2010), I use the unemployment rate series from OECD Economic Outlook

as well (series unr). Details on these series are provided in the Appendix, Table 2.6.

2.3 A summary of the Proxy Identification for one coun-

try

This section discusses the Mertens and Ravn (2013, 2014) identification for a single

country. Mertens and Ravn (2013, 2014) introduce an identification scheme that uses

the fact that narrative variables are correlated with the structural shocks, but this cor-

relation is allowed to be imperfect. Working on one country only (the US), using G = 3

variables (government spending, tax revenues and GDP), Mertens and Ravn (2014)

worked on identifying tax shocks, whereas Mertens and Ravn (2013) generalized the

procedure to more than one narrative variable. In their case, the goal is to analyze

the impacts of corporate versus personal income tax. Since our goal is the identi-

fication of spending and revenue shocks, consider the task of identifying two fiscal

shocks (spending and revenue shocks) in a one-country VAR with G = 4 variables (tax

revenues, government spending, private consumption and GDP). The system can be
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written as follows:

yt = C0 +C1yt−1 + ...+Cpyt−p +ut (2.1)

where yt is aG×1 vector of endogenous variables, Cj is aG×Gmatrix of coefficients as-

sociated with yt−j and ut is the vector of reduced form residuals. The relation between

the reduced form residuals and the structural shocks is as follows:

ut = B0εt (2.2)

where ut is the G×1 vector of reduced form residuals and B0 denotes the G×G matrix

that relates the reduced form shocks (call them ut) to the structural shocks εt. Partition

the structural shock vector εt as εt =
[
ε
′
1t,ε

′
2t

]
, where ε1t contains the shocks of interest

(namely, the fiscal shocks, so that, in our case ε1t is a 2× 1 vector) and ε2t contains all

other shocks. The narrative variable is denoted by mt and has the same dimension as

ε1t. 4 The conditions that have to be satisfied by mt are the following:

E [mtε1t
′] = Φ (2.3)

E [mtε2t
′] = 0 (2.4)

where Φ is an unobserved invertible matrix with dimensions 2 × 2 and 0 in the sec-

ond equation is a 2 × 1 vector. As discussed in Mertens and Ravn (2013), identifying

B0 (which has G2 elements) requires a certain number of restrictions. The ones that

come naturally from the variance covariance matrix are G× (G+ 1)/2. Add three more

restrictions. This is where the proxy variables mt come into play. 5 Partition B0 as

B0 =

B11 B12

B21 B22

 (2.5)

4For more on the interpretation of this method as an instrumental variable approach, see Stock and

Watson (2008).
5It turns out that if, as in Mertens and Ravn (2013), we have three variables in the system, then we

can identify the whole B0 matrix. If we have more than three, we can only identify the part of the impact

matrix that pertains to the impact of the policy shocks; but those are exactly what we are looking for, so

having a system with more than 3 variables is perfectly compatible with the Mertens and Ravn (2013)

identification scheme.
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such that u1

u2

 =

B11 B12

B21 B22


ε1

ε2

 (2.6)

where B11 is a 2×2 matrix, B12 is a 2×1 vector, B21 is a 1×2 vector and B22 is a scalar.

The two conditions above imply

B21 =
(
Σ−1
mu
′
1
Σmu

′
2

)′
B11 (2.7)

where Σmu
′
1

= E [mtε1t
′] and Σmu

′
2

= E [mtε2t
′]. Notice that, once the reduced form

residuals ut are estimated, we obtain a number of restrictions equal to the column

dimension of B21, i.e., 2. This means that we are still one restriction short of just iden-

tification. The restriction Mertens and Ravn suggest is a Cholesky-style assumption

but only among the policy variables, so that we could, for example, place taxes before

spending.6

2.4 The Model and Identification

I estimate a Panel VAR in two versions.7 First, I estimate a model without dy-

namic interdependencies, which I call Model 1. Secondly, I estimate a model with

dynamic interdependencies, which I call Model 2. Panel VARs have been estimated

previously, by Ilzetski and Vegh (2013), who estimate small scale VARs across clusters

of countries distinguished by some fundamental characteristics; Beetsma and Giuli-

adori (2011) take a sample of 14 countries in the EU to conclude, using annual data,

that an increase in government purchases increases output, consumption and invest-

ment and decreases the trade balance. Guajardo et al. (2011) estimate a Panel VAR

for 17 countries to assess the size of fiscal multipliers. In general, Panel VARs found

in the fiscal multiplier literature do not allow for dynamic interactions between differ-

ent variables in different countries and constrain all parameters to be the same across

6For details on the algebra, see Mertens and Ravn (2013).
7For general details on the estimation of the VAR model originated by Sims (1980), see Hamilton

(1994). Regarding Panel VARs specifically, see Canova and Cicarelli (2013); furthermore, Appendix A

presents all details on the Panel VARs estimated in this chapter.
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countries. If anything, they allow for country dummies while leaving the dynamic

slopes equal across countries (e.g. Beetsma and Giulodori (2011) and Guajardo et al.

(2011)). This is what I call Model 1. When moving to Model 2, which allows for

dynamic interactions, the curse of dimensionality becomes a significant challenge.

Regarding identification, multiple schemes have been used in the past in the iden-

tification of fiscal shocks, often in parallel to the literature on the identification of

monetary shocks. Blanchard and Perotti (2002) find the impact matrix by using the

institutional fact that with quarterly data spending shocks can be thought of as com-

ing first in the VAR as well as estimating the elasticities of spending and taxes to GDP

using outside data; other authors have used quarterly data and identified fiscal shocks

by simply placing fiscal shocks first and using a Cholesky identification.8 Yet other

authors use sign restrictions on the impulse responses to identify fiscal shocks.9 A

completely different strand of the literature follows a historical or narrative approach,

through which the researcher documents a narrative variable that is perceived as ad-

equately describing an exogenous shock. Romer and Romer (2010) build a variable

that corresponds to exogenous tax changes; once one has this variable, one can di-

rectly compute the IRF by a regression of output over the shocks. Cloyne (2013) and

Hayo and Uhl (2013) repeated this exercise for the United Kingdom and Germany

respectively. Mertens and Ravn (2014), working with US data, significantly improve

upon this by allowing for the narrative variable to act as an instrument of the true

shock, in the sense that it must be correlated with the fiscal shock but not necessarily

perfectly. Mertens and Ravn (2013) extend the procedure to the identification of two

policy shocks in one country. This is the procedure I adopt.

2.4.1 Setup of the Model

Define N as the number of countries in the panel, G as the number of endogenous

variables, p the number of lags, and q the number of deterministic variables. The

8See Ravn et al. (2012) and Ilzetski et al. (2013).
9 See Canova and Pappa (2007) and Mountford and Uhlig (2009).
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general model is specified as follows.

Yt = Wtγ + Xtδ+Ut (2.8)

where Yt is theNG×1 vector given by Yt =
(
y
′
1t, ..., y

′
Nt

)
with yit denoting the ith country

G × 1 vector of endogenous variables. Xt is the NG ×NGk (with k =NGp) given by

Xt =



X
′
t

X
′
t

. . .

X
′
t


(2.9)

where Xt =
(
Y
′
t−1, ...,Y

′
t−p

)
has dimension NGp × 1. The NG ×NGk matrix Wt includes

a constant, country dummies and time dummies as the deterministic variables matrix

with the deterministic variables and it is given by 10, 11

Wt =


(1,d1, · · · ,dN ,d1, · · · ,dT )

· · ·

(1,d1, · · · ,dN ,d1, · · · ,dT )

 (2.10)

There are GN equations, but (GN )× (GNk) parameters if nothing is done to shrink

the parameter space. Thus, a problem of curse of dimensionality arises.

2.4.2 The Model and Identification - Model 1

One solution out of the curse of dimensionality is to assume away all dynamic in-

terdependencies and constrain all slopes to be the same across countries. This is a

pervasive modeling strategy in the literature (and also in Guajardo et al. (2011)). To

10Estimating δ and γ simultaneously is equivalent to regressing all the endogenous variables of the

VAR on the deterministic variables prior to estimating δ.
11Notice that when estimating a VAR where the narrative series enter directly into the system, as

Guajardo et al. (2011) do, then by including deterministic terms in the equations for the narrative

variables their distribution is made less asymmetric in the process. To keep consistency with Guajardo

et al. (2011), when I introduce the Proxy identification, the same treatment is given to the narratives,

even though in that case they do not show up in the vector of endogenous variables.
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state this formally, it is necessary to impose the following assumptions:

Assumption 1 : δGNk×1 = AGNk×G2δG2p×1

Assumption 2:

Ω ≡ E
[
UtU

′
t

]
=


ω1
G×G 0

· · ·

0 ωN
G×G



Assumption 3: ωj =ωi =ω,∀i , j

where, in Assumption 1, A is a selection matrix (explicitly written down in Appendix

A) that matches the coefficients of the large vector δ to the ones in the smaller vec-

tor δ. The coefficients in δ correspond to the G equations (assumed now to share

the same coefficients for each and every country), with p lags for G variables in each.

Thus, the total number of coefficients goes down to G2p which, with 4 variables and 2

lags, translates into 32 parameters. Assumption 2 implies that there is no covariance

between the residuals of the countries. Finally, Assumption 3 takes each country’s

variance-covariance matrix to be identical.

Taken together, Assumptions 1-3 simplify the specification substantially. We are

now assuming that there is a single VAR model that applies to all the units (coun-

tries) in the sample. Details on the estimation and the identification are provided in

Appendix A, but the main idea can be summarized as follows.

First, I estimate the model given by

Yt =Wtγ +XtAδ+Ut (2.11)

where each country j has a vector of endogenous variables yjt given by

[∆(T axes/GDP ),∆(Spend/GDP ),∆lnC,∆lnGDP ]
′

(2.12)
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where T axes/GDP denotes Total Revenue in percentage of GDP; Spend/GDP denotes

Total Spending in percentage of GDP (net of interest payments), lnC denotes the log

of private consumption and lnGDP denotes the log of GDP. ∆ above denotes first

differences.

Secondly, after obtaining an estimate for δ, I compute the estimated residuals

Ût, from which an estimate of the (common) variance-covariance matrix ω is com-

puted, the same for all countries i = 1, ...,N . This variance-covariance matrix is then

used to in the Mertens and Ravn (2013) identification; importantly, in order to obtain

Φβ
′
1 = Σmu′ , I now pool the observations across time and countries for the narrative

variables and the estimated residuals Ut. Thus, matrix Σmu′ is obtained in a very simi-

lar way, except that nowm is reinterpreted as the 2×(NT ) matrix of narratives and the

residuals are likewise reinterpreted as a G× (NT ) matrix of the residuals vector across

all countries put together. A Cholesky ordering within the vector of policy variables

is necessary to conclude the identification.

The Proxy identification just described is then contrasted with the Cholesky identi-

fication used in Guajardo et al. (2011). In their paper, they compute the responses to a

tax increase and to a spending decrease using a traditional narrative approach, with a

Cholesky decomposition in a VAR with the narrative variables themselves placed first

in the VAR. To be more precise, whenever the spending narrative variable is placed

first, the vector of variables in the VAR is given by

[NarrSpend,NarrT axes,∆CABBal,∆lnC,∆lnY ]
′

(2.13)

whereNarrSpend denotes the narrative variable for spending, NarrT axes denotes the

narrative variable for taxes, CABBal denotes the cyclically adjusted primary budget

balance in percentage of GDP, and the remaining variables are defined as before. If

the taxes narrative is placed first, the vector of variables in the VAR is given by

[NarrT axes,NarrSpend,∆CABBal,∆lnC,∆lnY ]
′

(2.14)

Guajardo et al. (2011) scale the shocks by making their impact on the budget bal-

ance to be 1% of GDP. The scaling I adopt under the proxy identification throughout
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this chapter is such that the shock over Revenues or Spending is of a magnitude of 1%

of GDP. However, when I directly compare the results under the Proxy identification

pursued here with the results under the identification done by Guajardo et al. (2011),

I present impulse responses with a scaling similar to theirs; specifically, where both

identifications are compared, scaling is done so that the impact on the budget bal-

ance is 1%; i.e., I multiply the Impulse Response Functions by a scaling factor given

by 1/
(
ImpT axes − ImpSpend

)
where ImpT axes denotes the impact of the shock over taxes

and ImpSpend denotes the impact of the shock over government spending with a scal-

ing where the shock is 1% of GDP.12

2.4.3 The Model and Identification - Model 2

Assumptions 1 to 3 might seem too restrictive. In particular, Assumption 1 not

only assumes away dynamic interdependencies but also constraints all the countries

to have the same slopes. By dropping Assumption 1, we are implicitly saying that all

variables in all countries are allowed to affect all variables in all countries. There is a

problem of dimensionality which can be addressed by a factorization due to Canova

and Cicarelli (2009,2013), described below in Assumption 4.

Assumption 4: The parameter vector δ is factorized into a smaller set of parame-

ters given by:

δ
GNk×1

= Ξ1
(GNk)×(GN )

θ1
(GN )×1

+ Ξ2
(GNk)×(N−1)

θ2
(N−1)×1

+ Ξ3
(GNk)×(G−1)

θ3
G−1×1

+ Ξ4
(GNk)×(p−1)

θ4
(p−1)×1

+ et
GNk×1

where θ1 =
(
θ1

1 , ...,θ
1
GN

)′
, θ2 =

(
θ2

1 , ...,θ
2
N−1

)′
, θ3 =

(
θ1

1 , ...,θ
3
G−1

)′
and θ4 =

(
θ4

1 , ...,θ
1
p−1

)′
where

p =max [p1,p2], with p1 denoting the number of lags in the endogenous variables and p2 denot-

ing the number of lags in the deterministic variables (which I will take to be zero). Ξj for j =

12Regarding the scaling of the Impulse Response Functions, one problem pertains to the fact that the

scaling as done in Guajardo et al. (2011) requires that the budget balance improves after an austerity

shock. For the benchmark analyzed in Model 1, this raises no major problems. However, in other cases,

such as for tax hikes in some countries in Model 2, there is a perverse effect of the austerity shock that

actually ends up worsening the budget balance.
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1,2,3,4 are matrices of zeros and ones that pick from the shrunk parameter space comprised

by θj for j = 1,2,3,4 in a way that is made clearer in the Appendix. This factorization, assumed

to be exact by setting et = 0, reduces the number of parameters toGN+(N−1)+(G−1)+(p−1).13

As for the Assumptions regarding the variance covariance matrix, the fact that

there are only 32 years in the sample stops us from freeing the variance covariance

matrix of the whole system Ω completely. Thus, Assumption 2 is still kept but As-

sumption 3 can be weakened, so that a block diagonal structure for the variance co-

variance matrix is still assumed but 3 clusters of countries are formed. European

economies currently in distress, the rest of European countries, and finally the rest

of the world. Thus, Spain, Ireland, Italy and Portugal share variance covariance ma-

trix ω1; Austria, Belgium, Germany, Finland, France, Netherlands, UK, Denmark and

Sweden share variance covariance matrix ω2; and the countries outside Europe are

assumed to share variance covariance matrix ω3. Define n1, n2 and n3 as the number

of countries in each of these clusters, on that order. In this way, the overall variance

covariance matrix can be written as in Assumption 5.

Assumption 5:

E
[
UtU

′
t

]
=


In1 ⊗ω1

In2 ⊗ω2

In3 ⊗ω3


GN×GN

(2.15)

13As written in Canova and Cicarelli(2009, 2013), the factorization is given by

δ
GNk×1

= Ξ1
(GNk)×(GN )

θ1
(GN )×1

+ Ξ2
(GNk)×(N )

θ2
N×1

+ Ξ3
(GNk)×(G)

θ3
G×1

+ Ξ4
(GNk)×(p)

θ4
p×1

+ et
GNk×1

where θ1 =
(
θ1

1 , ...,θ
1
GN

)
, θ2 =

(
θ2

1 , ...,θ
2
N

)
, θ3 =

(
θ1

1 , ...,θ
3
G

)
and θ4 =

(
θ4

1 , ...,θ
1
p

)
. However if we set et and

follow the factorization as written like this, we run into identification problems (a simple example of

this multicollinearity is shown in the Appendix to make this point).
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Put together, Assumptions 4 and 5 allow us to estimate the most general model

presented in this chapter, where dynamic interdependencies are present and, even

though no country can affect another one contemporaneously, spillovers are allowed

after the year the shock takes place. Furthermore, by allowing the variance-covariance

matrix to differ between clusters, country impacts are allowed to vary across clusters.

The estimation can proceed by MLE applied to

Yt =Wtγ +Z1tθ1 +Z2tθ2 +Z3tθ3 +Z4tθ4 +Ut = Πtθ +Ut (2.16)

where θ =
(
θ
′
1,θ

′
2,θ

′
3,θ

′
4

)′
The full variance-covariance matrix can thus be easily ob-

tained from the estimated reduced form residualUt. Once that is done, the implemen-

tation of Mertens and Ravn (2013, 2014) identification follows naturally for each of

the three clusters of countries. The details of the estimation are presented in Appendix

A.

The next two sections present the results for both Model 1 (no dynamic interde-

pendencies) and Model 2 (dynamic interdependencies).

2.5 Results for the Model without dynamic interdepen-

dencies

This section presents the Impulse Response Functions with a Proxy identification

for Model 1. Then, I compare the impulse responses for the benchmark case using the

Proxy identification with the results obtained using the Guajardo et al. (2011) identi-

fication. Notice that Guajardo et al. (2011) do not have dynamic interdependencies.

Thus, their results can most directly be compared to Model 1 since from their model

to my Model 1 only the identification differs. I also present a subsection with results

for an asymmetric model that allows for different impacts and dynamics depending

on the exchange rate regime (fixed or float), whether the economy was undergoing an

expansion or a recession at the time of the shock, or whether the debt level was high or
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low. Furthermore, I display in the Appendix to this chapter, Impulse Response Func-

tions for a variation of the benchmark model where there are different assumptions

regarding the deterministic terms.

2.5.1 The Model without dynamic interdependencies - benchmark

results

When analyzing the effects of a Tax austerity, Taxes are placed in second in the

Cholesky identification and the ordering of policy shocks in the Proxy identification

is such that Taxes come in second. The reason for doing this is that in order to analyze

Tax shocks it is best if Spending is kept unresponsive to Taxes (either strictly speaking

as in the Guajardo et al. (2011) Cholesky identification, or in the Cholesky ordering

used among the policy variables in the Proxy identification). Analogously for Spend-

ing austerity shocks. It turns out, however, that results do not crucially hinge on these

assumptions.14

The responses to tax hikes and spending cuts of 1% of GDP are displayed in Figures

2.1 and 2.2.
14In what follows, all the bands in the Impulse Response Functions are centered 5% and 95% quan-

tiles computed using wild bootstrap, performed as follows: first, a random series of equally likely 1 and

-1 is generated and this vector is multiplied by the residuals (and by the narratives in the case of the

Proxy identification). Then, I estimate a new impact matrix and plot the corresponding new responses

to the austerity shocks.
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Figure 2.1: Response to Tax shocks using Proxy identification (Spending FIRST) - centered

confidence bands computed using 95% and 5% quantiles from 10000 bootstrap samples

Figure 2.2: Response to Spending shocks using Proxy identification (Taxes FIRST) - centered

confidence bands computed using 95% and 5% quantiles from 10000 bootstrap samples

Tax hikes are clearly more contractionary than Spending cuts. A tax hike of 1%

of GDP has a strong significant negative effect over GDP, -0.82% on impact and a

cumulative effect of -1.8% after 4 years. A spending cut of 1% of GDP induces a

contraction of GDP of a mere -0.07% on impact and a cumulative effect that peaks at

approximately -0.1% after 3 years; this impact is nonsignificant at the 90% level.
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For robustness purposes I compute the responses for the case where different deter-

ministic terms are introduced into the VAR. A set of responses is obtained for the case

where time dummies are replaced by a single linear trend term and another set of re-

sponses is obtained for the case where no time deterministic terms are included in the

VAR. These responses are presented in the Appendix to this chapter, in Figures 2.16

to 2.19 for the Proxy identification. The main finding remains: Tax austerities are still

found to be very contractionary. In Figure 2.17 the negative effect over GDP peaks at

7% three years after a 1% increase in taxes, whereas in Figure 2.19 the negative effect

peaks at slightly less than 4%. In any case, the result is very robust to the introduction

of different deterministic terms. As for spending austerities, they are found to have a

small expansionary effect over GDP. Both Figures 2.16 and 2.18 show that a decrease

in spending has a cumulative impact of over 0.4% 4 years after the shock. 15

Furthermore, in Figures 2.24 and 2.25, I also show these same impulse responses

when the change in the long run interest rate is included in the VAR as a non-policy

variable. The results do not change. Furthermore, it is now possible to see that after

the tax hike, the interest rate goes up 0.37% on impact, whereas after the spending cut,

the interest rate goes down by 0.27% and in a persistent way. This is one reason that

might help explain why the spending cut is less contractionary than the tax hike.16

2.5.2 The Model without dynamic interdependencies - Proxy vs. Cholesky

identification

Guajardo et al. (2011) analyze the responses to austerity shocks scaled such that

they allow for a 1% increase in the cyclically adjusted primary budget balance using a

Cholesky identification. This section presents the analogous responses using a Proxy

15Indeed, even a Cholesky identification would deliver such a result. The results for a Cholesky

identification applied to a system with these same choices for the deterministic terms are displayed in

Figures 2.20 to 2.23.
16Using a real interest rate instead, computed as the nominal interest rate minus the inflation rate

(growth rate of the GDP deflator) does not substantially change these results either.
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identification and constrasts both. In other words, for the purposes of this section, the

fiscal austerity shocks are now scaled such that the primary budget balance increases

by 1% at the moment of the shock. A comparison of the response of GDP to austerity

shocks under both identification schemes is shown below, in Figure 2.3.

Figure 2.3: Response of GDP to Tax Hikes and Spending Cuts assuming no dynamic

interdependencies (scaled to induce a 1% increase in the budget balance; centered

confidence bands computed using 95% and 5% quantiles from 10000 bootstrap sam-

ples)

Thus, the new identification implies that tax austerities have a very contractionary

effect over Gross Domestic Product (a cumulative effect of approximately -3.7% after 4

years), indeed greater than with a Cholesky identification. On the other hand, spend-

ing austerities have virtually no effect over economic activity, since the initial impact

is small (-0.07%), peaks at -0.11% after two years and is non-significant. Figure 2.4

presents the same comparison as that presented in Figure 2.3, but where the recur-

sive narrative identification VAR is a six variable VAR with the vector of endogenous

variables given by

[NarrT axes,NarrSpend,∆(T axes/GDP ),∆(Spending/GDP ),∆lnC,∆lnY ]
′
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This is a more general formulation than the one used for the Cholesky identifi-

cation in Figure 2.3. The scaling of the shock was done in a way consistent with an

increase in the budget balance of 1%. This exercise is a sharper way to compare the

two identifications, since in this case revenues and expenditures are not constrained

to enter the VAR with the same coefficient.

Figure 2.4: Response of GDP to Tax Hikes and Spending Cuts assuming no dynamic

interdependencies (scaled to induce a 1% increase in the budget balance; centered

confidence bands computed using 95% and 5% quantiles from 10000 bootstrap sam-

ples)

It is clear, again, that revenue-based consolidations remain very contractionary and

spending-based consolidations turn out not to be very contractionary under the new

identification.

Detailed IRF contrasting the Proxy and Cholesky identifications, that underlie Fig-

ures 2.3 and 2.4 are presented next. Figure 2.5 displays the effects of a Tax increase

that leads to a 1% increase in the budget balance, for a Cholesky identification.
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Figure 2.5: Response to Tax shocks using Cholesky identification (Spending FIRST) - centered

confidence bands computed using 95% and 5% quantiles from 10000 bootstrap samples

The impact of an increase in Taxes over GDP reaches almost 2% on impact and the

cumulative impact is more than 4% after 5 years. I present the analogous Proxy iden-

tification impulse responses below. Figure 2.6 shows that the negative impact over

GDP is slightly higher than 2% and cumulatively reaches 5% after 5 years. The main

conclusion is thus that the impact of Tax austerity shocks is not very sensitive to the

specific type of narrative identification adopted and in fact it is slightly more contrac-

tionary under the Proxy identification than the one computed under a Cholesky-style

narrative identification.
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Figure 2.6: Response to Tax shocks using Proxy identification (Spending FIRST) - centered

confidence bands computed using 95% and 5% quantiles from 10000 bootstrap samples

Next, I turn to Spending austerity shocks. Figure 2.7 presents the responses un-

der a Cholesky identification for a Spending decrease. There is a significant though

short-lived impact on GDP that peaks at 1% after 2 years. The impact is substantially

smaller than the one caused by a similarly scaled Tax shock.

Figure 2.7: Response to Spending shocks using Cholesky identification (Taxes FIRST) - cen-

tered confidence bands computed using 95% and 5% quantiles from 10000 bootstrap samples
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Figure 2.8 below presents the analogous results for a Proxy identification. The

main feature of these responses is that the impact on GDP is very small (0.2%) and

virtually insignificant, even on impact.

Figure 2.8: Response to Spending shocks using Proxy identification (Taxes FIRST) - centered

confidence bands computed using 95% and 5% quantiles from 10000 bootstrap samples

We can thus conclude that the adoption of the Proxy identification delivers larger

contractionary effects of Revenue-based austerities while delivering smaller and non-

significant impacts of Spending-based austerities. 17

17As mentioned at the end of the previous section, replacing the time dummies with a single common

trend term or removing the trend altogether does not change the fact that Revenue-based austerities

are very contractionary; however, Spending-based austerities are found to be slightly expansionary with

those specifications.
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2.5.3 The Model without dynamic interdependencies - asymmetric

multipliers

The issue of asymmetric multipliers has been tackled in the empirical macro liter-

ature by several authors. Ilzetski et al. (2013) for example distinguish in a small scale

VAR between countries with high debt and low debt and between fixed exchange and

floating exchange regimes, but they do not use the narrative identification approach.

On the other hand, using regime switching models and a Blanchard and Perotti (2002)

type of identification, Auerbach and Gorodnichenko (2012a, 2012b) estimate the mul-

tiplier of government expenditures in recession and expansion to conclude that spend-

ing multipliers in a recession are larger. On the other hand, using quarterly data for

the US and Canada, Owyang et al. (2013) in a single equation narrative approach (as

in Jordà (2005)) and military spending narrative data, conclude that for the US gov-

ernment spending multipliers are not significantly different across different states,

defined by the unemployment level; in contrast, for Canada, they find stronger mul-

tipliers in high unemployment states than in low unemployment states. Baum et al.

(2012) estimate a Threshold VAR and apply a Blanchard and Perotti (2002) identifica-

tion on quarterly data to conclude that in several countries multipliers are higher in a

recession than in an expansion.

In the same spirit, here I present simple extensions to the above model with the

purpose of finding responses that depend on the state where the economy starts.

Namely, I compare Fix vs. Float, Expansion vs. Recession, as well as High debt vs.

Low debt. The model now becomes

Yt = Xtδ+Ut (2.17)

with δ given by
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δ = Atδ =


1s1,t=1IGp ⊗Φ

′
1 1s1,t=2IGp ⊗Φ

′
1

· · · · · ·

1sN,t=1IGp ⊗Φ
′
N 1sN,t=2IGp ⊗Φ

′
N

δ (2.18)

where sj,t denotes the state variable at time t for country j and 1sj,t is an indicator

function that is equal to 1 if country j at time t is in state 1 and it is zero otherwise.

Furthermore, the variance covariance matrix of Ut is equal to

Ωt =


ω1,t

· · ·

ωN,t

 (2.19)

where ωj,t = 1sj,t=1ω1 + 1sj,t=2ω2. Thus, the estimation of the slope parameters is very

similar to what was shown above, but now Ωt is not constant.

Asymmetric multipliers - Fix vs Float

For the purpose of distinguishing between fixed and floating exchange regimes,

I use the coarse classification of Ilzetski et al. (2010), where there are 4 broad cate-

gories, going from 1 to 4 as we move from a more fixed to a more flexible exchange

rate regime. As in Ilzetski et al. (2013), for the purposes of the estimation in this sec-

tion, category 1 is labeled as fixed exchange regime and the remaining categories as a

floating exchange regime. 18

18To be specific, there are six categories: category 1 (no separate legal tender, pre announced peg or

currency board arrangement, preannounced horizontal band that is narrower than or equal to +/-2 %,

de facto peg); category 2 (preannounced crawling peg, preannounced crawling band that is narrower

than or equal to +/-2 %, de facto crawling peg, de facto crawling band that is narrower than or equal

to +/-2 %); category 3 (preannounced crawling band that is wider than or equal to +/-2 %, de facto

crawling band that is narrower than or equal to +/-5 %, moving band that is narrower than or equal to

+/-2 %, managed floating); category 4 (freely floating); category 5 (freely falling) and category 6 (dual

market in which parallel market data is missing). For the purposes of my sample, only categories 1 to

4 are relevant.

Chapter 2 31



Essays on Fiscal Policy and the Narrative Approach

The responses of GDP to a tax hike or spending cut are shown below. For the

impulse responses that follow, it is assumed that a country is either in a fixed exchange

regime or in a floating exchange regime after the shock and the regime does not change

due to the austerity shock.

From Figure 2.9 we can see that under a floating currency, a 1% of GDP decrease in

Spending has no impact in Gross Domestic Product (nor over Private Consumption, as

can be seen in Appendix A). Under a fixed exchange regime, there is a negative impact

on Gross Domestic Product of 0.3%, but the effect over GDP becomes nonsignificant

after two years (the effect over consumption is larger and more significant, peaking at

approximately -1.4% after one year). We thus conclude that under a fixed exchange

regime, the spending multiplier is higher than under a floating exchange regime, in

accordance with economic theory. This contrasts with Ilzetski et al. (2011), who used a

small-scale VAR and a Blanchard and Perotti (2002) identification applied to quarterly

data, to conclude that under a flexible exchange there was a short-lived impact on GDP

but under a fixed exchange there was a very strong impact on GDP (growing to 1.5%

cumulatively after 3 years). Thus, just as in the linear one-state model, GDP responses

to spending shocks are substantially smaller under the Proxy identification compared

to a Blanchard and Perotti (2002) identification.

Also, it is clear that tax hikes have a large effect over Gross Domestic Product (and

over Private Consumption as can be seen in Appendix A). The impact over GDP under

a fixed exchange regime is actually slightly larger, with a negative impact of 1% that

reaches 2.5% in cumulative terms after 4 years, whereas under floating exchange the

negative impact is 0.75% and reaches 1.7% after 4 years. Once more, the fiscal shock

has a slightly stronger effect over Gross Domestic Product under a floating exchange

regime.
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Figure 2.9: Comparison of the response of GDP to a Tax hike or Spending cut of 1%

of GDP under a Fixed or Floating Exchange Regime, using Proxy identification - cen-

tered confidence bands computed using 95% and 5% quantiles from 10000 bootstrap

samples

These IRFs are presented more thoroughly in Appendix A, Figures A.11 to A.14.

Asymmetric multipliers - Expansion vs Recession

Next, we turn to the impact of austerity shocks contingent on whether the initial

state is an expansion or recession. In this case, contrary to the previous case (fixed

exchange regime vs. floating exchange regime), it does not make sense to compute

responses under the assumption that the economy rests for long in the same state

without shifting to the other state, after the shock takes place. Thus, the responses

shown in this section are state-dependent and are computed as follows.

First, the initial state determines the impact matrix: the identification is done sep-

arately for each state, so there are two of those.19 Secondly, once the impact over GDP

on impact is determined, this will tell whether the dynamics of next period are given

by the Expansion set of parameters δ1 or the Recession set of parameters δ2. Knowing

the dynamics in this second period, it is possible to find the effect over GDP on that

19The state is determined by the previous year’s growth rate of GDP. If it was positive, the economy is

deemed to be in an expansion state; if it was negative, the economy is in a recession state. Even though

it is possible to use each year’s growth rate to determine the state of the economy in that same period,

this circularity would make it impossible to obtain state-dependent responses at different horizons.

Chapter 2 33



Essays on Fiscal Policy and the Narrative Approach

period, and the procedure is repeated for as long as the horizon of the impulse re-

sponses. As Figure 2.10 shows, spending does not affect GDP, regardless of the initial

state. This confirms for the panel of countries as a whole what Owyang et al. (2013)

found for the US. The impact over Private Consumption is stronger under a recession,

though, with a negative cumulative effect above 1% when the economy starts in a re-

cession, compared to an also negative, but smaller and nonsignificant, effect of less

than 0.5% when the economy starts in an expansion state. Tax austerity shocks, on the

other hand, as shown in Figure 2.10, have strong contractionary effects, but that effect

is stronger when the economy starts in a recession state. The peak is after four years,

at 1.8%, compared to a peak of 1.3% after three years when the economy starts in an

expansion state. The full IRFs are presented in Appendix A, Figures A.15 to A.18.

Figure 2.10: Comparison of the response of GDP to a Tax hike or Spending cut of 1%

of GDP when the initial state is an Expansion or Recession state, using Proxy iden-

tification - centered confidence bands computed using 95% and 5% quantiles from

10000 bootstrap samples

Comparing these results to the literature where there is a narrative (not Proxy)

identification, in particular to Owyang et al. (2013) and Auerbach and Gorodnichenko

(2012a, 2012b), the result on spending multipliers tilts more toward the result for the

US in Owyang et al. (2013) in that there is no difference between the states: the ef-

fects of spending cuts are small and nonsignificant. Baum et al. (2012) have used

a Blanchard-Perotti (2002) type of identification on quarterly data to conclude that

multipliers for spending cuts and tax hikes are higher in a recession. The Proxy iden-

tification applied here to annual data confirms the latter but not the former.
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Asymmetric multipliers - High Debt vs Low Debt

One interesting exercise conducted by Ilzetski et al. (2011) is the comparison of

spending multipliers under high debt and low debt. They set the threshold at 60%. I

pursue the same exercise, but I set the threshold at 70%, approximately the average

debt ratio in the sample.20 Unlike the previous case, where the state variable was

GDP growth, which shows up in the VAR, in this case the state variable does not show

up in the system, and is further assumed not to change dramatically during the time

horizon analyzed after the shock, i.e, the graph below displays responses of GDP to

a tax hike and to a spending cut under the assumption that the state variable (debt

ratio) is initially deep into the range of each state, so that the state does not switch

over the four years after the shock. The specification of the VAR with four variables is

maintained.

Figure 2.11: Response to a Spending Cut of 1% of GDP and Tax Hike of 1% of GDP

when Debt Ratio is above-mean using Proxy identification - centered confidence bands

computed using 95% and 5% quantiles from 10000 bootstrap samples

Figure 2.11 shows that the impact of a spending cut is found to be not significantly

20The data for the debt ratio again came from OECD Economic Outlook 88, code ggflq. Australia,

Ireland and Portugal had insufficient time length, so they were dropped. Spain had a few missing

observations in the beginning of the sample period, so these were assumed to be equal to the first

available number; since at that point Spain’s debt ratio was very much below the threshold, it is safe to

assume it was also thus in those initial few years.
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different from zero. However, the impact of a tax hike is found to be negative and

significant, and it is higher when the debt ratio is low. I do not find in this case the

effect Ilzetski and Vegh (2011) find in their Figure 11 where the multiplier of spending

is positive on impact and turns negative if the debt ratio is high. But I do find that

the impact of a tax hike is stronger under low debt than under high debt.21 These

responses are presented in greater detail in Appendix A, Figures A.19 to A.22.

2.6 Results for the Model with dynamic interdependen-

cies

This section presents, for the model where dynamic interdependencies are allowed,

Model 2, the responses to an increase in Taxes of 1% of Gross Domestic Product and

the responses to a decrease in Spending of 1% of Gross Domestic Product using the

Mertens and Ravn (2013, 2014) Proxy identification. The scaling adopted by Guajardo

et al. (2011) cannot be applied because it turns out that a perverse effect of austerity

policies over the budget balance is found in certain circumstances for tax-driven aus-

terities.

This model is different from the previous one in two ways; first, it introduces the

possibility of spillovers (which technically requires the Canova and Cicarelli (2009,

2013) factorization), and secondly it allows for different impacts across different groups

of countries, with the countries having been separated into three groups: the countries

in the European Periphery, the remaining European countries, and countries outside

Europe. Admittedly, the grouping could have been done differently; nevertheless, this

grouping allows for checking whether austerity impacts GDP differently across dif-

21This argument should be qualified by the possibility that the economy might go into and out of each

state. To address this problem, a formulation that combines a VAR with the theoretical law of motion

for the debt of ratio, might be useful. This was done by Eyraud and Weber (2013) using a Blanchard

and Perotti (2002) identification approach.
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ferent countries.22 This specification, however, still constraints shocks in one country

not to spillover contemporaneously to other countries.

The responses of GDP to fiscal shocks are displayed below in Figures 2.12 to 2.15.

Figure 2.12 below shows that for the Periphery countries, if Taxes increase by 1%

of GDP, there is a large impact in the Gross Domestic Product, particularly for Spain

(cumulative effect of -2% for Spain after 5 years). The effect of Spending is much

smaller, and nonsignificant.

Figure 2.12: European Periphery response of each country’s Gross Domestic Product

to a decrease in own Spending of 1% of GDP (red line with marker) and increase in

own Taxes (blue unmarked solid line) of 1% of GDP using Proxy identification - cen-

tered confidence bands computed using 95% and 5% quantiles from 10000 bootstrap

samples

Figures 2.13 and 2.14 below shows the response of GDP to austerity shocks else-

where in Europe. There is a negative impact of Tax hikes (almost -0.5% on impact) but,

22 This feature could actually have been introduced also in Model 1; however, that model constrains

the dynamics after the shock to be the same everywhere, which greatly reduces the interest of such an

exercise.
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again, Spending cuts generally have a much smaller effect over GDP (approximately

-0.1% on impact), and as will be seen later, not significantly different from zero.

Figure 2.13: Other European countries response of each country’s Gross Domestic

Product to a decrease in own Spending of 1% of GDP (red line with marker) and

increase in own Taxes of 1% (blue unmarked solid line) of GDP using Proxy identifi-

cation - centered confidence bands computed using 95% and 5% quantiles from 10000

bootstrap samples
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Figure 2.14: Other European countries response of each country’s Gross Domestic

Product to a decrease in own Spending of 1% of GDP (red line with marker) and

increase in own Taxes of 1% of GDP (blue unmarked solid line) using Proxy identifi-

cation - centered confidence bands computed using 95% and 5% quantiles from 10000

bootstrap samples

Finally, as displayed in Figure 2.15, the countries outside of Europe (Australia,

Japan, Canada, USA) in the sample show a small negative effect of Tax Hikes (approx-

imately -0.65% on impact) and a small positive effect of Spending Cuts (0.24% on

impact, peaking at 0.32% three years later for Australia).

Chapter 2 39



Essays on Fiscal Policy and the Narrative Approach

Figure 2.15: Response of each country’s Gross Domestic Product to a decrease in own

Spending of 1% of GDP (red line with marker) and increase in own Taxes of 1%

of GDP (blue unmarked solid line) using Proxy identification - centered confidence

bands computed using 95% and 5% quantiles from 10000 bootstrap samples

The full results for this section are displayed in Figures 2.26 to 2.33, from which

the responses of GDP were isolated and displayed above.

Figures 2.26 to 2.29 present the responses to a Tax austerity originating in each

country of the sample. An increase in Taxes of 1% of GDP produces a sharp decrease

in GDP in Spain, Ireland, Italy and Portugal as well as a worsening of the budget

balance. Figure 2.26 shows that GDP and consumption fall substantially. GDP falls

on impact by about 1.5%, and actually the negative cumulative effect for Spain peaks

at 2% after 4 years; private consumption falls by 1.7% on impact (and the negative

cumulative effect peaks at about 2.5% after 4 years for Spain, the country among these

four for which the cumulative effect is highest). However, the budget balance worsens

since spending responds by more than 1%.

For the remaining two groups of countries in the sample, even though there is a
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contraction in GDP and consumption, the budget balance improves after the shock.

Figures 2.27 to 2.29 show that for all these other countries, the contraction of GDP is

not as sharp as it was in the group of countries in distress. The impact is little more

than -0.4% in the second group of countries and slightly less than -1% in the third

group with little change in the accumulated effect over the years after the shock.

Figures 2.30 to 2.33 display the effects of Spending austerities. As seen in Fig-

ure 2.30, there is a small and borderline significant contractionary effect over GDP

among the first group of countries (noticeably significant for Spain and Italy); this ef-

fect moreover is definitely smaller than the effect of tax austerities (-0.44% on impact).

Interestingly, the effect over Private Consumption is higher than the effect over GDP

(-0.61% on impact, worsening in cumulative terms to a number as high as -2.16% for

Spain after 2 years). For the remaining European countries (Figures 2.31 and 2.32),

the effect of spending austerities over GDP is even smaller (-0.06% on impact) and

it is also not significant at the 90% level at any horizon. Finally, Figure 2.33 shows

that there is a significant positive, though very low, impact of spending decreases on

GDP in the countries outside Europe (slightly less than 0.3% on impact, peaking at

0.32% after two years for Australia and Japan, at 0.31% after 4 years for the US, and

remaining fairly flat at 0.28% for Canada).

One important final remark should be made concerning Figures 2.26 to 2.33 and

that is that in general private consumption is impacted more than GDP by an austerity

shock.

In conclusion, allowing for interactions does not change the basic result that Tax

austerities are more contractionary than Spending austerities, but for the group of

countries constituted by Spain, Ireland, Italy and Portugal, there is a larger contrac-

tionary impact than for other countries, to the point that Tax austerities actually hurt

the budget balance. For the remaining countries, I do not detect this perverse impact

over the budget balance. As for Spending austerities, only for the countries outside of

Europe is there a small positive effect on GDP.23

23 Regarding the spillovers of fiscal shocks in one country to other countries (not shown), they are
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2.7 Conclusion

This chapter introduced weaker identification assumptions into a Panel VAR to

assess the impact of fiscal policy shocks. This identification, due to Mertens and

Ravn (2013, 2014), treats narrative series as instruments of the underlying structural

shocks, rather than as the shocks themselves. It also allows for the policy shocks to be

correlated.

There is ample evidence that tax austerities are very contractionary and spending

austerities are not, and might in fact be mildly expansionary. In a standard model

constraining countries not to depend on each other over time, a tax hike that raises

the primary budget balance by 1% reaches a cumulative negative impact on GDP of

more than 3.7% after 4 years, whereas a similarly scaled spending cut has a maximum

cumulative negative effect on GDP of little more than 0.1%, and furthermore is not

significant. This is a smaller figure than previously found by other authors who used

stronger identification assumptions.

The model was then substantially improved by introducing a more general frame-

work with dynamic interdependencies, which required the use of a factorization due

to Canova and Cicarelli (2009, 2013). In addition, countries were divided into three

groups (European countries currently in distress, remaining European countries, and

usually found to be small and nonsignificant. However, some significant spillovers are found. Tax hikes

in Spain, for example, are found to be of some importance, having a cumulative negative effect of 1.14%

over Portugal’s GDP after 5 years and 0.9% over Germany’s. Tax hikes in Sweden are also found to have

significant negative spillovers, though much smaller, having an effect below 0.5% over other countries’

GDP after 5 years. No expansionary spillovers of tax hikes are detected.

As for spending cuts, only for Spain, Belgium and Denmark are economically significant spillovers

found; to give some concrete examples, cumulative negative effects of a 1% of GDP spending cut in

Belgium over both Spain and Portugal after 5 years reaches 1.3%, though it is borderline nonsignificant

at the 90% confidence level. Interestingly (and in contrast with tax hikes), in the case of spending cuts

some statistically and economically expansionary spillovers are detected, particularly from Sweden

where spending cuts have expansionary impacts over the other countries in the sample after 5 years

that reach 1.4% for Spain and Portugal and 1.1% for Ireland.
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the Rest of the World) and contemporaneous impacts of shocks over the country where

that shock originated were allowed to differ from group to group. The shocks analyzed

under this model were a tax hike of 1% of GDP and a spending cut of 1% of GDP. Re-

sults support the notion that tax austerities are contractionary, but much more for the

group of economies in the European Periphery. In fact, for these economies there is

a perverse unwanted effect of a tax hike over the budget balance. As for spending

cuts, they are effective in reducing the budget deficit and have a smaller negative ef-

fect over GDP. For the countries in the sample which are outside of Europe, there is

even a significant expansionary, although small, effect over GDP.

There is still one important limitation of the framework adopted here. The gen-

eral model with country interdependencies is still restrictive in one important way: it

shuts down contemporaneous linkages between countries. For annual data, this can

be seen as a fairly strong assumption. As long as a narrative database in a quarterly

frequency is available, the assumption of no contemporaneous spillovers can be seen

as less stringent. The challenge resides not only in the fact that many of the documents

used by Devries et al. (2011) have an annual basis and are often based in reports that

do not have reference to quarters, but also in the fact that for many of the countries in

the sample quarterly data on macroeconomic aggregates are available only from the

nineties onward. Nevertheless, a future application of the methods in this chapter to

the available quarterly data would be of value in order to verify if the main results still

go through.
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2.9 Appendix to Chapter 2

2.9.1 Narrative data from Devries et al. (2011)

Country Year Revenue Spending Country Year Revenue Spending

AUS 1985 0.00 -0.45 CAN 1988 0.33 0.03

AUS 1986 0.17 -0.85 CAN 1989 0.24 -0.08

AUS 1987 0.19 -0.71 CAN 1990 0.57 -0.29

AUS 1988 -0.27 -0.37 CAN 1991 0.13 -0.27

AUS 1994 0.25 0.00 CAN 1992 -0.01 -0.22

AUS 1995 0.50 0.00 CAN 1993 -0.01 -0.36

AUS 1996 0.34 -0.28 CAN 1994 0.04 -0.45

AUS 1997 0.18 -0.53 CAN 1995 0.18 -0.81

AUS 1998 0.05 -0.32 CAN 1996 0.09 -0.88

AUS 1999 -0.04 -0.07 CAN 1997 0.01 -0.47

AUT 1980 0.11 -0.69 DEU 1982 0.56 -0.62

AUT 1981 0.50 -1.06 DEU 1983 0.30 -0.57

AUT 1984 1.30 -0.74 DEU 1984 -0.41 -0.59

AUT 1996 0.88 -1.53 DEU 1991 1.08 -0.03

AUT 1997 0.44 -1.12 DEU 1992 0.27 -0.19

AUT 2001 0.90 -0.12 DEU 1993 -0.07 -0.18

AUT 2002 0.00 -0.55 DEU 1994 0.08 -0.83

BEL 1982 0.00 -1.66 DEU 1995 0.84 -0.24

BEL 1983 0.69 -1.10 DEU 1997 0.50 -1.10

BEL 1984 0.28 -0.41 DEU 1998 0.00 -0.10

BEL 1985 0.73 -0.88 DEU 1999 0.30 0.00

BEL 1987 0.00 -2.80 DEU 2000 -0.05 -0.75

BEL 1990 0.40 -0.20 DEU 2003 0.74 0.00

BEL 1992 0.99 -0.80 DEU 2004 -0.70 -1.10

BEL 1993 0.43 -0.49 DEU 2006 0.00 -0.50

BEL 1994 0.55 -0.60 DEU 2007 0.50 -0.40

BEL 1996 0.50 -0.50 DNK 1983 0.92 -1.85

BEL 1997 0.41 -0.50 DNK 1984 0.67 -1.71

CAN 1984 0.27 0.00 DNK 1985 0.77 -0.77

CAN 1985 0.53 -0.50 DNK 1986 -0.72 0.00

CAN 1986 0.84 -0.15 DNK 1995 0.30 0.00

CAN 1987 0.14 -0.14 ESP 1983 1.90 0.00

Table 2.1: Narratives from Devries et al. (2011); available at

www.imf.org/external/pubs/cat/longres.aspx?sk=24892.0
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Country Year Tax Spending Country Year Tax Spending

ESP 1984 0.37 -0.75 GBR 1997 0.53 -0.16

ESP 1989 0.98 -0.24 GBR 1998 0.30 -0.01

ESP 1990 -0.25 0.15 GBR 1999 0.21 -0.01

ESP 1992 0.30 -0.40 IRL 1982 2.54 -0.26

ESP 1993 0.80 -0.30 IRL 1983 2.44 -0.06

ESP 1994 0.00 -1.60 IRL 1984 0.29 0.00

ESP 1995 0.00 -0.74 IRL 1985 0.12 0.00

ESP 1996 0.20 -1.10 IRL 1986 0.74 0.00

ESP 1997 0.10 -1.10 IRL 1987 0.53 -1.12

FIN 1992 0.00 -0.91 IRL 1988 0.00 -1.95

FIN 1993 0.00 -3.71 IRL 2009 2.35 -2.39

FIN 1994 0.69 -2.77 ITA 1991 1.69 -1.08

FIN 1995 -0.63 -2.28 ITA 1992 1.60 -1.90

FIN 1996 0.00 -1.47 ITA 1993 2.00 -2.49

FIN 1997 -0.70 -0.93 ITA 1994 -0.27 -1.70

FRA 1979 0.85 0.00 ITA 1995 2.41 -1.79

FRA 1987 -0.50 -0.76 ITA 1996 -0.74 -1.08

FRA 1989 -0.20 0.00 ITA 1997 0.89 -0.93

FRA 1991 0.00 -0.25 ITA 1998 0.01 -0.67

FRA 1992 0.00 0.10 ITA 2004 0.67 -0.63

FRA 1995 0.43 0.15 ITA 2005 0.40 -0.60

FRA 1996 0.86 -0.47 ITA 2006 0.50 -0.89

FRA 1997 0.41 -0.09 ITA 2007 1.32 0.29

FRA 1999 -0.10 0.00 JPN 1979 0.12 0.00

FRA 2000 -0.20 0.00 JPN 1980 0.21 0.00

GBR 1979 -0.45 -0.72 JPN 1981 0.43 0.00

GBR 1980 -0.13 -0.21 JPN 1982 0.31 -0.40

GBR 1981 1.43 -0.16 JPN 1983 0.06 -0.37

GBR 1982 0.48 -0.05 JPN 1997 0.98 -0.45

GBR 1994 0.68 -0.15 JPN 1998 0.33 -0.15

GBR 1995 0.23 -0.05 JPN 2003 0.00 -0.48

GBR 1996 0.00 -0.30 JPN 2004 0.19 -0.45

Table 2.2: Narratives from Devries et al. (2011); available at

www.imf.org/external/pubs/cat/longres.aspx?sk=24892.0
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Country Year Tax Spending Country Year Tax Spending

JPN 2005 0.06 -0.22 SWE 1984 0.21 -0.69

JPN 2006 0.45 -0.27 SWE 1993 0.42 -1.39

JPN 2007 0.15 0.00 SWE 1994 0.19 -0.59

NLD 1981 0.53 -1.22 SWE 1995 1.40 -2.10

NLD 1982 0.00 -1.71 SWE 1996 0.80 -1.20

NLD 1983 0.49 -2.75 SWE 1997 0.60 -0.90

NLD 1984 0.00 -1.76 SWE 1998 0.40 -0.60

NLD 1985 0.00 -1.24 USA 1978 0.14 0.00

NLD 1986 0.00 -1.74 USA 1980 0.06 0.00

NLD 1987 1.48 0.00 USA 1981 0.23 0.00

NLD 1988 -0.69 -0.75 USA 1985 0.21 0.00

NLD 1991 0.87 0.00 USA 1986 0.10 0.00

NLD 1992 -0.58 -1.32 USA 1988 0.39 -0.46

NLD 1993 -0.16 -0.28 USA 1990 0.26 -0.07

NLD 2004 0.40 -1.30 USA 1991 0.29 -0.29

NLD 2005 0.20 -0.30 USA 1992 0.24 -0.28

PRT 1983 1.35 -0.95 USA 1993 0.08 -0.23

PRT 2000 0.00 -0.50 USA 1994 0.40 -0.50

PRT 2002 1.20 -0.40 USA 1995 0.20 -0.33

PRT 2003 -0.75 0.00 USA 1996 0.08 -0.22

PRT 2005 0.52 -0.08 USA 1997 0.06 -0.24

PRT 2006 1.10 -0.55 USA 1998 0.00 -0.15

PRT 2007 0.50 -0.90

Table 2.3: Narratives from Devries et al. (2011); available at

www.imf.org/external/pubs/cat/longres.aspx?sk=24892.0
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1 2 3

AUS -0.24 0.20 -0.32

AUT -0.69 -0.07 0.10

BEL -0.35 0.51 -0.74

CAN -0.25 0.26 0.26

DEU 0.08 0.44 0.57

DNK -0.82 -0.75 -0.23

ESP -0.08 0.46 0.08

FIN -0.01 -0.39 -0.74

FRA 0.05 0.18 0.51

UKD 0.06 0.51 0.49

IRL -0.43 -0.07 0.17

ITA -0.64 -0.34 -0.34

JPN -0.54 -0.16 -0.33

NLD -0.01 0.28 -0.40

PRT -0.75 -0.59 -0.29

SWE -0.95 -0.89 -0.89

USA -0.76 -0.55 -0.62

Overall -0.35 -0.09 -0.19

Table 2.4: Correlations between narrative variables from Devries et al. (2011); Col-

umn 1 takes all data; Column 2 drops the years when both narratives take value zero;

Colum 3 drops the years when at least one of the narratives takes value zero
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Means 1 2

Tax Spending Tax Spending

AUS 0.04 -0.11 0.15 -0.45

AUT 0.13 -0.18 0.69 -0.83

BEL 0.16 -0.31 0.55 -0.90

CAN 0.10 -0.14 0.24 -0.35

DEU 0.12 -0.22 0.28 -0.50

DNK 0.06 -0.14 0.39 -1.44

ESP 0.14 -0.19 0.55 -0.68

FIN -0.02 -0.38 -0.21 -2.01

FRA 0.05 -0.04 0.19 -0.22

UKD 0.10 -0.06 0.36 -0.18

IRL 0.28 -0.18 1.29 -1.16

ITA 0.33 -0.42 0.87 -1.12

JPN 0.10 -0.09 0.30 -0.35

NLD 0.08 -0.45 0.28 -1.31

PRT 0.12 -0.11 0.65 -0.56

SWE 0.13 -0.23 0.57 -1.07

USA 0.09 -0.09 0.20 -0.28

Overall 0.12 -0.20 0.43 -0.73

Table 2.5: Means of the narrative variables from Devries et al. (2011); Columns 1

and 2 compute the mean for all data points; Columns 3 and 4 compute the mean for

nonzero observations only
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Variable Code Definition Unit

Tax revenues yrgtq Total receipts, general government, Percentage of GDP

as a percentage of GDP

Spending ypgtq Total disbursements, general government, Percentage of GDP

as a percentage of GDP

Cyclically Adjusted Budget Balance nalgq Cyclically Adjusted Government Net Lending Percentage of GDP

as a percentage of potential GDP

Private Consumption cpv Private final consumption expenditure, volume Chained local currency

GDP expenditure approach

Gross Domestic Product gdpv Gross domestic product, Chained local currency

volume, market prices

Net government interest debt payments gnintq Interest payments minus Interest receipts as ratio of GDP Percentage of GDP

as a percentage of GDP

Unemployment rate unr 100*Unemployment/Labor Force Percentage of Labor Force

Narrative for Tax - Percentage of GDP

Narrative for Spending - Percentage of GDP

Table 2.6: Definitions of the data. All series, except the narrative variables, come from OECD Economic Outlook no 88. For details

on the exact formulae used for the calculation, see OECD Economic Outlook Database Inventory. Narrative series come from Devries

et al. (2011). Series for GDP and private Consumption were chosen as in Guajardo et al. (2011).
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2.9.2 Results of Model 1, Proxy identification, with different assump-

tions about the deterministic terms

In this section of the Appendix, I present the IRF under different assumptions

regarding the deterministic terms, when the identification used is the Proxy one. The

series used are ypgtq minus gnintq for spending and yrgtq for the revenues from the

OECD Economic Outlook. The shock is such that the budget balance increases by 1%

of GDP.
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Model 1, Proxy identification; Deterministic terms: constant, country dummies,

but time dummies replaced by single trend term

Figure 2.16: Response to Spending shocks using Proxy identification (Taxes FIRST) -

centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples
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Figure 2.17: Response to Taxes shocks using Proxy identification (Spending FIRST) -

centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples
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Model 1, Proxy identification; Deterministic terms: constant, country dummies, no

time trend terms

Figure 2.18: Response to Spending shocks using Proxy identification (Taxes FIRST) -

centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples
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Figure 2.19: Response to Taxes shocks using Proxy identification (Spending FIRST) -

centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples
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2.9.3 Results of Model 1, Cholesky identification, with different as-

sumptions about the deterministic terms

In this section of the Appendix, I present results for the IRF under a Cholesky

identification, but with assumptions that differ from the one used in the text (and the

one used in Guajardo et al. (2011)) about the time trend terms. I adopt the variant of

these models where I use the series nlgqa minus gnintq from OECD Economic Outlook

for the budget balance, under the understanding that using that series gives similar

results to the computation of the budget balance in other ways, shown in the Appendix

A.

Model 1, Cholesky identification; Deterministic terms: constant, country dum-

mies, but time dummies replaced by single trend term

Figure 2.20: Response to Tax shocks using Cholesky identification (Spending FIRST)

- centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples
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Figure 2.21: Response to Spending shocks using Cholesky identification (Taxes FIRST)

- centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples
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Model 1, Cholesky identification; Deterministic terms: constant, country dum-

mies, no time trend terms

Figure 2.22: Response to Tax shocks using Cholesky identification (Spending FIRST)

- centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples
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Figure 2.23: Response to Spending shocks using Cholesky identification (Taxes FIRST)

- centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples
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2.9.4 Results of Model 1, Proxy identification, with the change in

the interest rate as a non-policy variable

Figure 2.24: Response to Spending cuts using Proxy identification (Taxes FIRST) - cen-

tered confidence bands computed using 95% and 5% quantiles from 10000 bootstrap

samples
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Figure 2.25: Response to Tax hikes using Proxy identification (Spending FIRST) - cen-

tered confidence bands computed using 95% and 5% quantiles from 10000 bootstrap

samples
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2.9.5 Results of Model 2, Proxy identification, with the data previously regressed on country dummies

and a time trend

Figure 2.26: Response in each country to an increase in own Taxes of 1% of GDP using Proxy identification (Spending FIRST) -

centered confidence bands computed using 95% and 5% quantiles from 10000 bootstrap samples
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Figure 2.27: Response in each country to an increase in own Taxes of 1% of GDP using Proxy identification (Spending FIRST) -

centered confidence bands computed using 95% and 5% quantiles from 10000 bootstrap samples
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Figure 2.28: Response in each country to an increase in own Taxes of 1% of GDP using Proxy identification (Spending FIRST) -

centered confidence bands computed using 95% and 5% quantiles from 10000 bootstrap samples
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Figure 2.29: Response in each country to an increase in own Taxes of 1% of GDP using Proxy identification (Spending FIRST) -

centered confidence bands computed using 95% and 5% quantiles from 10000 bootstrap samples
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Figure 2.30: Response in each country to a decrease in own Spending of 1% of GDP using Proxy identification (Taxes FIRST) -

centered confidence bands computed using 95% and 5% quantiles from 10000 bootstrap samples
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Figure 2.31: Response in each country to a decrease in own Spending of 1% of GDP using Proxy identification (Taxes FIRST) -

centered confidence bands computed using 95% and 5% quantiles from 10000 bootstrap samples
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Figure 2.32: Response in each country to a decrease in own Spending of 1% of GDP using Proxy identification (Taxes FIRST) -

centered confidence bands computed using 95% and 5% quantiles from 10000 bootstrap samples
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Figure 2.33: Response in each country to a decrease in own Spending of 1% of GDP using Proxy identification (Taxes FIRST) -

centered confidence bands computed using 95% and 5% quantiles from 10000 bootstrap samples
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Chapter 3

Construction of a Narrative Series for

Federal Tax Shocks in Canada

Abstract

This chapter constructs a narrative series for tax shocks for Canada. Drawing

from government budgets as well as budget speeches, news releases and parlia-

mentary debates, the timing, the size and the motivation of tax measures were

recorded with a quarterly frequency for the period between 1980 and the end of

2009.
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3.1 Introduction

Historical series of fiscal shocks have been built by a number of different au-

thors. An annual series of historical consolidations has been built by Devries et al.

(2011), for both spending and revenue based consolidations. They did this for 17

OECD economies between 1978 and 2009 using IMF reports, OECD Economic Sur-

veys as well as Budget Reports and Budget Speeches. For most countries, international

sources were preferred, whereas for the US, UK, Ireland and Canada, there is extensive

use of national sources.

Although such an extensive annual narrative is helpful, any impact of fiscal shocks

that occurs within the same year that the shock took place is not visible using such

a series. Thus, whenever possible, quarterly series should be preferred. Romer and

Romer (2010a) did this for the US for the period between 1945 and 2007. The sources

were the Economic Report of the President (most helpful to determine the motivation

of the tax change), the Annual Report of the Secretary of the Treasury on the State of

the Finances and the Budget of the United States Government.

Cloyne (2013a) did it for the UK for the period between 1945 and 2009. His sources

were on the one hand the Financial Statement, later called Financial Statement and

Budget Report, most relevant for quantifying the tax changes, and also helpful in the

determination of the timing of the shock; for the motivation, he used Parliamentary

debates and Budget Speeches.

Finally, for Germany, Hayo and Uhl (2013) analyzed tax changes in the Federal

Republic of Germany from 1964 to 2010, on a quarterly basis and recorded the size of

the tax change, as well as the implementation and announcement dates. They used the

Minister of Finance annual budget report (Finanzbericht), most useful in quantifying

the tax changes, and documented extensively the legislative process, starting with the

moment a bill is first drafted, moving on to the time it goes to the Finance Committee,

it ascends to the Bundesrat, is published in the Federal Law Gazette, and is finally

implemented. They pinpoint the motivation by looking at the introduction of the
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bills, as well as records of the discussions in the Bundestag and Bundesrat, as well as

the Finanzbericht itself. Interim changes to the bill at any one of these steps were also

documented.1

Some of the documents I use have already been used for the Devries et al. (2011)

database, but there are some crucial distinctions. First, I document all tax changes,

endogenous and exogenous, whereas Devries et al. (2011) document only one: the

exogenous tax changes driven by a desire to consolidate the budget deficit. Secondly,

I build a quarterly series, which is of particular use for Canada since Canada has a

quarterly GDP series reaching back to the early eighties.

In this chapter, I create a similar series for Canada. In this regard, Cloyne (2013a)

is an appropriate role model in outlining the basic strategy: Budget Plans were used

to determine the size of the shock and the timing, whereas the Budget Speech and

Hansard Debates were helpful in determining the motivation behind the tax changes,

although most of the time that motivation was already made clear by the government

in the Budget Plan itself. The timing is the implementation date. However, alternative

dates could be considered, following the spirit of Uhl (2013): the date the policy was

first announced (or when the first draft of the bill was presented to the Parliament),

the date of publication, and of course the date of implementation. The measures here

presented were dated by the implementation date.

In terms of motivation, the tax changes were grouped as in Cloyne (2013b), given

that his classification is the most detailed. Changes are broadly divided into en-

dogenous and exogenous ones. Endogenous changes include: demand management

(attempts to adjust aggregate demand to offset macroeconomic fluctuations); supply

stimulus (supply-side effort to offset a shock such as a reduction in social security

contributions in order to increase employment); deficit reduction (if the goal is to con-

trol the deficit as long as this concern is clearly driven by current events such as a

1See the entry for the bill introduced in February 20th 2009 for an example of a bill where the

initially intended tax change (tax cut driven by long run structural considerations) was later made

larger for countercyclical policy purposes.
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strong recession or current deterioration in the government’s rating, and not just by

past deficits); and finally, spending driven changes (if there is a clear link between the

increase in taxes and the funding of some government program).

Exogenous changes, the ones that are of use for the computation of tax multipliers,

were divided into: deficit consolidation purposes (which reflect past shocks); long run

economic reforms (a supply side reform enacted with specific supply side goals and

not with the purpose of countering a recession, especially if notions such as increasing

efficiency and providing better working incentives are used); ideological changes (for

political, social and philosophical reasons); and finally, external changes (those forced

upon national authorities by external bodies or court decisions).

3.2 Narrative collection in the literature

The following table presents a summary of the motivations of tax changes that the

previous three studies that documented quarterly narrative series have tried to cap-

ture in their narrative series. The motivations overlap, with Cloyne (2013) presenting

the most complete taxonomy. I adopt Cloyne’s taxonomy regarding the motivation of

tax shocks. Romer and Romer (2010) and Hayo and Uhl (2013) have a more sparse

categorization; for example, exogenous measures taken out of social concern are not

distinguishable frommeasures taken to boost long run growth, whereas Cloyne (2013)

makes that distinction.
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Table 3.1: Motivation taxonomy in the literature

Romer and Romer

(2010)
Cloyne (2013) Hayo and Uhl (2013)

ENDOGENOUS
Countercyclical

Supply Stimulus
Countercyclical

Demand Management

Deficit reduction Recent macro shock

Spending Driven Spending Driven Spending Driven

EXOGENOUS

Deficit Consolidation Deficit Consolidation Budget consolidation

Ideological

Long Run Long Run Structural reasons

External

Notes. See Romer and Romer (2010) pp. 769-771, Cloyne (2013) 1511-1512 and Hayo and Uhl

(2013) p. 404.

In both Romer and Romer (2010) and Cloyne (2013), the timing is ascribed by the

implementation date; Hayo and Uhl (2013) are more detailed about the timing and

present several dates of the legislative process, documenting in the end a date based

on the implementation date and another one based on the publication date.

Regarding the treatment of retroactive measures, both Romer and Romer (2010)

and Cloyne (2013) create a baseline dataset that excludes the retroactive elements

and they assign the ‘full year’ estimate for the revenue impact to the announcement

date. Whenever Hayo and Uhl (2013) find measures with retroactive components, the

implementation date is the date of publication in the Federal Law Gazette.

Temporary measures in Cloyne (2013) and Hayo and Uhl (2013) were treated in

the same way: they were entered in the implementation date and reversed at the time

of expiration. This kind of narrative has the inconvenient of including changes (can-

cellations) that are not true shocks since by that time they will be fully anticipated.
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3.3 Methodology: Size, Timing and Motivation

The main source for finding and quantifying the tax changes is the "Budget Plan",

a lengthy yearly document that starts by reviewing the most recent economic devel-

opments and prospects and then outlines the government’s economic plan. Among

the full set of measures outlined, there are tax-related measures. Generally, these tax

measures can also and more swiftly be found in the "Budget in Brief" document, a

short document outlining the government’s actions, sometimes quantifying them. As

Cloyne (2013b) did with the analysis of the UK’s Budget Reports, the actual numbers

used for the quantification of the tax measures come from a table presented in an An-

nex to the "Budget Plan" with the fiscal year projected impact of the measures. 2 The

motivation behind the actions was drawn from the above-mentioned two documents

as well as from the Budget Speeches. All these documents are available online start-

ing from the late 70s. Between 1968 and 1971, only the Budget Speeches are available,

and between 1972 and 1976 only the "Budget in Brief" is available. Starting in 1978,

November, all three documents are available online. In many cases, the motivation

was made clearer by inspection of the Parliament debates, particularly those that oc-

curred around the date of the budget presentation. 3

Most of the times, the Budget is first presented in the first quarter, usually around

February. The main estimates regarding the expenditure plans are submitted to the

House by March 1st, and they are submitted for concurrence from the House until

June 23. Furthermore, the House authorizes an advance on the funds requested in the

Main Estimates, the so-called "Interim Supply". These funds are supposed to cover the

financial needs fromApril 1 to the time when the House passes the newAppropriation

Act based on the Main Estimates.

2To convert fiscal year (April of year t to March of year t+1) to full year impacts, Devries et al. (2011)

adopt the simple rule-of-thumb that 0.75 of the shock occurs within the first year and 0.25 in the second

year (see footnote 19 in Devries et al. (2011), page 20). The fact that I document quarterly data here

makes this procedure not relevant for the purposes of this work.
3Most of the House of Commons relevant debates for the budget are available online as well, at

http://www.parl.gc.ca/.
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If there is a change in the government’s requirements outlined in the Main Esti-

mates, Parliament will be asked to approve Supplementary Estimates throughout the

fiscal year. In the period between September and November, the Public Accounts re-

garding the previous fiscal year are tabled and approved by the Standing Committee

on Public Accounts.

Even though the House is the primary legislative body (and the only one where

"money bills" can be introduced), any bill requires the approval of the Canadian Sen-

ate. The Senate may also suggest amendments to the bills. Senators are appointed by

the Governor-General, on advice of the Prime Minister; they are not elected.

Specific issues deserve more detailed remarks. Temporary changes are accounted

for at the beginning of the implementation period and canceled at the end. A narrative

following that procedure is presented throughout the text. Retroactive modifications

are not considered, so that any measure that has retroactive effects is assigned only to

the announcement date (the budget date) and not prior to the announcement. Regard-

ing the treatment of tax credits, Cloyne (2013b) does not include personal tax credits,

just like Romer and Romer (2010b). I follow that convention. Also, whenever any

measure clearly concerns expenditures, it is excluded. I present the data in three sets,

one with temporary measures, another with just the first date of the transitory mea-

sures and no cancellation in the future, and finally one where all temporary measures

were removed altogether. 4 Obviously, the three variants agree in the cases where

there were no temporary measures presented in a given budget.

In each document analyzed, I present for each measure a clear and extensive justi-

fication for its labeling and dating, to make these choices transparent.

The economic context is important to understand the tax measures; therefore, for

each set of measures, economic context is provided, generally coming from the Budget

4From the first variant to the third there is a gradual growing of importance of permanent shocks:

the second one does not include pre-announced tax changes associated with temporary tax measures,

and the third one considers no temporary shocks whatsoever.
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or the Budget Speech. This is particularly relevant in trying to detect endogenous tax

changes, that were announced as a response to problematic short-term developments

regarding GDP growth, Private Consumption growth or dramatic oil price changes.

Documentation for the measures taken outside of the budget was often found in

News Releases,some of which are available online. 5

For some years, political context is also briefly provided, particularly when budgets

were presented by the government with an unorthodox timing. Political context was

also provided whenever an important political change took place, such as the shift

to a Conservative government in 1984 or the succession in December 2003 of Jean

Chrétien by Paul Martin, who would lead the country with a minority government

until the rise of the Conservative Party of Canada under Stephen Harper in 2006. 6

3.4 Narrative series for Canada

This section documents year-by-year the information on tax measures contained

in each budget and justifies their classification.

1980 Oct 28th

(million Can. dollars, numbers taken from "Notices of Ways and Means Motions

and Supplementary Information on the Budget, October 28, 1980," pp. 81 and 82, and

"Appendix to the Budget Speech," Table 1.2)

5I thank the Library Services at the Department of Finance of Canada the assistance provided in

going through News Releases that are not available online.
6Information about prime ministers, the results of federal elections in Canada and party standings

in the House of Commons over time (for example, taking into account changes brought about by by-

elections or MPs "crossing the floor") can be found in www.parl.gc.ca/parlinfo.
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Narrative without cancellations, excluding all tax credits given to individuals

1980 Q4:

ENDOG SD: 450 (first stage of change in natural gas rates changes)

ENDOG SD: 2255

ENDOG SS: -380+(-15)+(-10)

EXOG LR : 10

EXOG LR: -7 (postponement of expiration of railway track incentive)

1981 Q1:

ENDOG SD: 1410

ENDOG SS: 260

ENDOG SS: -50 (postponement of expiration of small business development bonds)

EXOG LR: +25

1981 Q2:

EXOG LR: 100

ENDOG SD: 786 (Canadian Ownership Special Charge, announced on 1980 Q4, in-

formation taken from a later budget, Budget 1983)

1981 Q3:

ENDOG SD: 895 (second stage of change in natural gas rates changes)

EXOG LR: -3 (support for metrication program)

1982 Q1:

ENDOG SD: 655 (third stage of change in natural gas rates changes)

ENDOG SS: -125
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1983 Q1:

ENDOG SD: 880 (fourth stage of change in natural gas rates changes)

Narrative with cancellations, excluding all tax credits given to individuals

1980 Q4:

ENDOG SD: 450 (first stage of change in natural gas rates changes)

ENDOG SD: 2255

ENDOG SS: -380+(-15)+(-10)

EXOG LR : 10

EXOG LR: -7 (postponement of expiration of railway track incentive)

1981 Q1:

ENDOG SD: 1410

ENDOG SS: 260

ENDOG SS: -50 (postponement of expiration of small business development bonds)

EXOG LR: +25

1981 Q2:

EXOG LR: 100

ENDOG SS: +50 (cancellation of postponement of expiration of small business devel-

opment bonds)

ENDOG SD: 786 (Canadian Ownership Special Charge, announced on 1980 Q4,

information taken from a later budget, Budget 1983)

1981 Q3:
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ENDOG SD: 895 (second stage of change in natural gas rates changes)

EXOG LR: -3 (support for metrication program)

1982 Q1:

ENDOG SD: 655 (third stage of change in natural gas rates changes)

ENDOG SS: -125

1983 Q1:

ENDOG SD: 880 (fourth stage of change in natural gas rates changes)

EXOG LR: +7 (cancellation of postponement of expiration of railway track incentive)

1984 Q1:

EXOG LR: +3 (cancellation of the support for the metrication program)

Narrative without any transitory measures, excluding all tax credits given to individuals

1980 Q4:

ENDOG SD: 450 (first stage of change in natural gas rates changes)

ENDOG SD: 2255

ENDOG SS: -380+(-15)+(-10)

EXOG LR : 10

1981 Q1:

ENDOG SD: 1410

ENDOG SS: 260

EXOG LR: +25

Chapter 3 83



Essays on Fiscal Policy and the Narrative Approach

1981 Q2:

EXOG LR: 100

ENDOG SD: 786 (Canadian Ownership Special Charge, announced on 1980 Q4,

information taken from a later budget, Budget 1983)

1981 Q3:

ENDOG SD: 895 (second stage of change in natural gas rates changes)

1982 Q1:

ENDOG SD: 655 (third stage of change in natural gas rates changes)

ENDOG SS: -125

1983 Q1:

ENDOG SD: 880 (fourth stage of change in natural gas rates changes)

Political Context

The Progressive Conservative Party had been in government as a minority govern-

ment since May 22, 1979, defeating the Liberals under Pierre Trudeau. The short-lived

Progressive Conservative government, however, was unable to secure the approval of

the federal budget by refusing to adopt changes to the excise tax over gasoline pro-

posed by the Social Credit Party; in the end, in December 1979, the budget bill failed

to pass. Elections were called and on February 18, 1980, the Liberal Party led by Pierre

Trudeau won the federal elections thereby returning to power, enjoying a majority of

the parliamentary seats, 147 out of 282. Federal elections would take place again only

in 1984.
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Economic Context

The government, through the Minister of Finance in the Budget Speech, openly

recognized that there were many difficulties it would have to deal with: "It would be

no service to this House, nor to Canadians, to deny that there is a deeply troubling air

of uncertainty and anxiety around the world and, I am sure, in the hearts andminds of

Canadians." 7 The concerns of the government regarding the economy related mostly

to the recession that Canada was going through at the time and the high inflation rates.

In the Budget Speech, the Minister of Finance alluded to these issues: "The recession

is nearing its end, but the recovery is likely to be rather gradual in the face of the

world economic situation, continued high rates of inflation and the recent increase in

interest rates stemming from the United States. Thus the level of output in 1981 may

be only about 1 per cent higher than in 1980." 8 Nevertheless, the Minister referred to

Canadian exports as being of help to boost the economy, for their competitive edge in

the world, visible in the trade surplus.

Some of the key guidelines of the budget, according to the Minister of Finance,

would be "the maintenance of government expenditures within the rate of growth in

the economy to ensure that the federal government does not take up an ever-growing

proportion of the flow of income, (...) the avoidance, insofar as possible, of personal

and corporate tax increases, (...) a resolve to support the Bank of Canada in its pur-

suit of monetary policies that will not accommodate inflation" while at the same time,

acknowledging "within the commitment to expenditure restraint, the need (...) to pro-

vide for major new expenditures in energy, economic development, industrial adjust-

ment and manpower retraining." 9

Tax Measures

Energy tax changes

7Budget Speech 1980, p.1
8Budget Speech 1980, p. 18
9Budget Speech 1980, p. 3
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1. Personal income tax. Extend indefinitely exploration expense write-off by in-

dividuals and non-resource companies. In the Budget papers, the government stated:

"Individuals and non-principal-business corporations — those whose principal busi-

ness is other than mining, processing ores, producing or refining petroleum products

or operating a pipeline — are currently permitted an immediate deduction of Canada

exploration expenses incurred after May 25, 1976 and before 1982. It is proposed to

extend this provision to expenses incurred in 1982 and subsequent years. This will

ensure that non-resource corporations and individuals investing in drilling funds will

continue to obtain the benefit of an immediate 100-per-cent write-off of Canadian ex-

ploration costs." 10 The implementation date is January 1, 1982 and no expiration date

is mentioned in the budget. 11 The measure builds upon a previous measure that was

designed as "an effort to attract funds from Canadians for resource exploration." 12

Therefore, and given the context of the National Energy Program, I label this measure

endogenous, supply stimulus. Impact estimated in first full fiscal year: -$125 mn

2. Corporate income tax

2.1 Petroleum and gas revenue tax. "The budget introduces a new tax of 8 per cent

on revenue from the production of oil and gas in Canada. The tax will come into effect

on January 1, 1981. It will be imposed on net production revenue and on royalties

or rentals (other than royalties received by governments) that are computed by refer-

ence to the amount or value of production of oil or gas in Canada." 13 The main goal

with this change, as with others, was an effort to close the budget deficit, since before

discussing the measure, an emphasis is placed on the collection of revenue: "Specific

energy-related taxes provide an important contribution to budgetary revenue growth

over the forecast horizon." 14 The motivation could thus be exogenous, deficit con-

10Budget Papers 1980, p. 90
11Budget Papers 1980, p. 81
12Budget Speech 1976, p. 28
13Budget Papers 1980, p. 83
14Appendix to the Budget Speech, p. 28
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solidation. However, Minister of Finance Allan J. MacEachen stated in Parliament,

about both the new natural gas tax and the federal tax on petroleum and gas revenue,

that "these new revenues will finance the major federal spending initiatives in the field

of energy and the western development fund." 15 This places this measure more ac-

curately as endogenous, spending driven. Impact estimated in first full fiscal year:

+$1410 mn

2.2 Modifications to depletion, changes to taxation of heavy oil upgrading plants,

and change in definition of exploration and development expenses. TheMinister of Fi-

nance explained thesemodifications as follows: "Our energy strategy incorporates ma-

jor new production incentives and expenditure initiatives. The depletion allowances

in the Income Tax Act for oil and gas exploration and development activities have pri-

marily benefited large established corporations which are for the most part foreign

owned or controlled. They have been of little use to the smaller Canadian-owned cor-

porations which do not have sufficient income to benefit from tax incentives. As part

of the National Energy Program, these allowances are to be fundamentally altered.

Among the more important changes are the elimination of depletion for development

expenditures effective January 1, 1981, and the phasing out of depletion for explo-

ration over the next three years. Depletion will be retained only for selected activities,

such as tar sands plants and for frontier exploration. These changes in the depletion

allowance will not affect the mining industry." 16 The justification for the measure

can be understood within the National Energy Program presented by the government:

"The energy sector is of crucial importance to Canada. It is now dominated by a few

large firms, virtually all foreign-owned and controlled. It is the belief of this govern-

ment that Canadians should be given the opportunity to participate to a greater extent

in the energy future of their country." 17 Since the measure is taken in the context of

the oil crisis in pursue of a more vibrant domestic resource sector, I label it endoge-

15Budget Speech, p. 9
16Budget Speech 1980, pp. 9 and 10
17Budget Speech 1980, p. 11
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nous, supply stimulus. Impact estimated in first full fiscal year: +$260 mn

3.Indirect taxes

3.1 Natural gas and gas liquids tax. "A new tax will be imposed under the Excise

Tax Act on all natural gas and gas liquids produced in Canada (...) The tax will initially

be imposed at a rate equivalent to 30 cents per thousand cubic feet (mcf) of natural

gas and will rise to the equivalent of 75 cents per mcf by January 1, 1983 (...) The

tax will come into effect on November 1, 1980 for sales in Canada and on February

1, 1981 for sales outside Canada." 18 Since, as mentioned above, both the natural gas

tax and the petroleum and gas revenue tax were justified as a way to fund spending

commitments, this too is labeled endogenous, spending driven. The actual changes

in the rates were scheduled to happen in stages: 1980 Q4, 1981 Q3, 1982 Q1, and 1983

Q1. 19 I computed first the quarterly impact at the last stage (first quarter of 1983)

as 2880 / 4 = 720. The quarterly impact of the third stage (first quarter of 1982) may

be computed as (2220 - 720) / 3 = 500. The quarterly impact of the first stage (last

quarter of 1980) is 225 / 2 = 112.5. Thus, the quarterly impact of the second stage

of the measure (third quarter of 1981) can be computed as (1285 - 500 - 112.5) / 2=

336.25. In this way, the annualized cumulative impacts of the tax rates changes are:

450 (1980 Q4); 1345 (1981 Q3); 2000 (1982 Q1) and 2880 (1983 Q1). This translates

into the following impacts at each implementation date: 450 (1980 Q4); 895 (1981

Q3); 655 (1982 Q1) and 880 (1983 Q1).

3.2 Extension of oil export charge to marine and aviation fuel. "At present, Cana-

dian carriers pay domestic prices, on both domestic and international routes. The

treatment of foreign carriers depends on whether they refuel in a region supplied by

imported crude oil or domestic oil (...) The net result is a pricing anomaly and sub-

sidization of international transportation at the expense of the federal government

18Budget Papers 1980, pp. 84 and 85
19See Table in p. 85 of the Budget Papers 1980
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(...) The proposed measures will ensure that aviation and marine fuel bunkers for

international use are sold at world prices, and that the federal government is able to

recover the difference between prices of domestic and imported crude oil. In addition,

these changes will remove the existing regional discrepancy in the treatment of for-

eign carriers." 20 Since the goal of the measure is to correct an inefficiency regarding

the pricing of oil, I label it exogenous, long run. Impact estimated in first full fiscal

year: +$330 mn

3.3 Oil export charge 50% rebate. The government proposed to lose federal rev-

enues on the export of crude oil. "At present, the export charge on crude oil captures,

for the federal government, the full difference between the domestic price and the

Canadian export price. The bulk of crude now exported is heavy oil which the do-

mestic refining industry does not have the capacity to use. It is, therefore, surplus to

Canadian needs. The National Energy Program does, however, incorporate measures

to increase the use of heavy crude domestically, and it is expected that exports will

be phased out by the mid-1980s. Effective November 1, 1980, one-half of federal re-

ceipts from the export charge on crude oil will be paid to the producing provinces,

Alberta and Saskatchewan." 21 The motivation is made clearer in Parliament, when

Marc Lalonde, Minister of Energy, Mines and Resources, stated: "We have repeatedly

noted the basic unfairness of a system that gives the gas-producing provinces all of

the upside gain, while we are saddled, as the national government, with the financial

and economic burden of higher oil prices. We wanted to change that, we wanted to

share in the upside potential. How? Through an export tax similar to the one we have

had on oil since 1974 (...) But the provincial governments were adamant on this point

(...) So, Mr. Speaker, again we yielded. There is no export tax on gas as was planned.

Moreover, we will henceforth share 50-50 revenues from the oil export charge, in place

since 1973, rather than keeping it all as we have up to now (...) We yielded most reluc-

tantly at this point. I hope this gesture will remove the barriers to the concerted effort
20Budget Papers 1980, p. 92
21Budget Papers 1980, p. 91
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needed to get new supplies on stream." 22 Given the stated necessity of this concilia-

torymeasure was to keep "supplies on stream" I label it endogenous, supply stimulus.

Impact estimated in first full fiscal year: -$380 mn

3.4 Net petroleum compensation receipts. "Gross Petroleum Compensation Pay-

ments are those subsidies necessary to bring the cost of imported and synthetic oil to

users down to the domestic price. The Petroleum Compensation Charge is levied on

all refiners to finance these subsidies. To the extent that the subsidies exceed the pro-

ceeds from the charge, the excess is treated as a budgetary expenditure. In the event

that the proceeds of the charge exceed the subsidies, the excess is treated as a bud-

getary revenue." 23 The Minister proposed to have a blended oil price regime such that

the price of oil consumed in Canada would be an average of the costs of imported and

of domestic oil. However, the net revenue figures should not be used, since they in-

clude the deduction of subsidies. Therefore, I take the first available estimated change

in the Petroleum Compensation Charge from the Appendix to the Budget Speech, p.

32, i.e $2255 mn. The measure is labeled endogenous, spending driven. I take the

budget date as the implementation date, since the changes regarding the blending oil

price regime were to be implemented "effective immediately." 24

3.5 There was also the Canadian Ownership Special Charge, a tax on petroleum,

petroleum products and natural gas, that was announced on October 28, 1980 and

implemented on May 1, 1981, which is presented in page 50 of the Budget Papers

and for which more complete information appears a posteriori in Budget 1983. The

goal of that measure was to fund acquisitions of firms in the oil and gas industry, so

it was endogenous, spending driven, and collected $786 mn on 1981-1982. Indeed,

Minister Roy MacLaren, Parliamentary Secretary to the Minister of Energy, Mines and

Resources, stated that "the Canadian ownership charge brings real benefit to all Cana-

22Hansard Debates, October 29, 1980, pp. 4238 and 4239
23Appendix to the Budget Speech 1980, pp. 31 and 32
24Budget Papers 1980, p. 86
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dians through acquisition of assets for the national oil company, Petro-Canada; in this

particular case, the acquisition of Petrofina." 25 The most detailed information I found

on this tax was from Budget 1983, since in Budget 1980 no figure is offered for the

impact of this specific charge.

Non-energy tax changes

1. Personal income tax - Temporary reintroduction of MURB provision. "In or-

der to help reduce shortages of rental accommodation and provide a needed stimulus

to the construction industry, the tax incentive for multiple-unit residential buildings

(MURBs), which expired on December 31, 1979 will be reintroduced effective for con-

struction starts after October 28, 1980 and before 1982, as certified by Canada Mort-

gage and Housing Corporation (CMHC)." 26 In Parliament, Gary McCauley, the Parlia-

mentary Secretary to the Minister of Consumer and Corporate Affairs and Postmaster

General, stated about the measure that it would "get the construction industry out of

the doldrums" and that it would "create about 10,000 jobs." 27 Since the goal was to

boost the construction sector with a "needed stimulus," I label the measure endoge-

nous, supply stimulus. Impact estimated in first full fiscal year: -$15 mn

2. Corporate income tax - Extension of small business development bond provi-

sion. The Small Business Development Bond (SBDB) measure was designed to reduce

the interest costs of qualifying small business corporations. The government now

suggested an extension of this provision: "The deadline for issuance of Small Business

Development Bonds will be extended beyond the end of this year to March 31, 1981.

Eligible small business corporations will therefore be able to negotiate this favourable

form of financing for an additional three months." 28 In Parliament, Charles Lapointe,

Minister of State, Small Businesses, justified the measure by saying it had been imple-

mented "precisely to help small businesses cope with this difficult period caused by

25Hansard Debates, June 25, 1981, p. 10974
26Budget Papers 1980, p. 104
27Hansard Debates, November 3, 1980, p. 4378
28Budget Papers 1980, p. 103
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high interest rates." 29 Therefore, I label it endogenous, supply stimulus. According

to the table in page 82, this measure was effective from January 1, 1981. It would ex-

pire on 1981 Q2. Impact estimated in first full fiscal year: -$50 mn

3. Indirect taxes

3.1 Adjustment of specific taxes on alcohol and tobacco to price increases. The

budget proposed to start reviewing alcohol and tobacco prices on a quarterly basis.

To justify the measure, the Minister of Finance stated that "it has been customary

for excise taxes on alcoholic beverages and tobacco products to be levied as specific

amounts per unit of the product rather than on an ad valorem basis. I recognize that

when changes are made periodically to specific taxes to maintain their real value, the

process can be disruptive, and I am particularly sensitive to the changes in the weight

of taxation as between the various products. Accordingly, I am proposing that these

levies be automatically adjusted each quarter to reflect changes in the price indexes for

these commodities. This measure will commence on April 1, 1981." 30 The schedule

for the changes was described by the government as follows: "The first adjustments

will be effective April 1, 1981. They will be based on increases in the indices of selling

prices of alcoholic beverages and tobacco products, as published by Statistics Canada,

for the 12-month period ending December 31, 1980 over their values for the 12-month

period ending September 30, 1980. Thereafter, changes will be made quarterly." 31

Since the measure is presented as a means to make the price adjustment less disrup-

tive, I consider that the measure is aiming at efficiency, and thus I label it exogenous,

long run. Impact estimated in first full fiscal year: +$100 mn

3.2 Reduction of taxes on fortified wines. "The substantial increase of the tax on

fortified wines has had an adverse impact on the industry. I am, therefore, proposing

29Hansard Debates, December 17, 1980, p. 5849
30Budget Speech 1980, p. 16
31Budget Papers 1980, p. 106
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that wines with an alcoholic content of over 14 per cent be taxed on the same basis

as table wines. The excise tax on fortified wines will be reduced immediately from

$3 per gallon to $1.25 per gallon." 32 Ralph Ferguson, Parliamentary Secretary to the

Minister of State, Small Businesses, further declared in Parliament that "the reduc-

tion of excise tax from $3 per gallon to $1.25 per gallon on fortified wines is welcome

news to the grape industry of Canada and will allow the wine industry to continue to

upgrade their vineyards and products which in recent years have been recognized as

among the best in the world." 33 Because it is a measure clearly directed at a sector that

has suffered an "adverse impact" I label the measure endogenous, supply stimulus.

Impact estimated in first full fiscal year: -$10 mn

3.3 Extension of manufacturers’ sales tax to marginal manufacturing. "The Ex-

cise Tax Act imposes the 9-per-cent federal sales tax on manufactured goods, whether

produced domestically or imported. The Act, however, does not provide a definition

of manufacturing and as a result difficulties arise in the application of the tax in nu-

merous borderline cases such as assembling, cutting to size, blending or mixing, and

packaging of goods. (...) This gives rise to two undesirable consequences. First, it dis-

criminates against manufacturers who perform these activities themselves, as opposed

to others who sell their goods in bulk or in unassembled or unpackaged form. Second,

it puts domestic producers at a competitive disadvantage relative to importers, as the

practice of marginal manufacturing is more prevalent in the case of imported goods

(...) To correct this problem, it is proposed to extend the federal sales tax to persons

who perform marginal manufacturing activities. They will now be required to ac-

count for tax on their sale price rather than on their acquisition cost." 34 The measure

was criticized in Parliament for "driving more and more manufacturing into foreign

lands and creating more and more unemployment in this country." However, the Min-

ister of Finance justified it by saying that "the idea was to provide for greater equity of

32Budget Speech 1980, p. 16
33Hansard Debates, October 30, 1980, p. 4277
34Budget Papers 1980, pp. 106 and 107
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treatment for Canadian producers in comparison with imported goods." 35 Therefore,

I label it exogenous, long run. The implementation date is the first quarter of 1981:

"These changes will take effect on January 1, 1981." 36 Impact estimated in first full

fiscal year: +$25 mn

4. Other. Impact estimated in first full fiscal year:

There were other measures, not included in the table shown in the Appendix to the

Budget Speech, but included in the larger table, presented in the "Notice of Ways and

Means Motions and Supplementary Information on the Budget." The ones that had an

indication of the estimated revenue impact are displayed below.

1. Changes in federal sales tax on advertising inserts and advertising publications.

"Advertising materials are generally subject to the federal sales tax as manufactured

goods. However, catalogues and advertising flyers which are distributed by being

inserted into newspapers and magazines are treated as part of the newspaper or mag-

azine and enjoy the sales tax exemption granted to such publications. The same cat-

alogues or flyers distributed door-to-door or through the mail are fully taxable. The

current system thus creates biases in the way advertising material is distributed and

results in a significant loss of tax revenue. To remove these biases, catalogues and

advertising flyers inserted into newspapers and magazines will no longer be exempt

from the sales tax. This change will not affect the normal advertising, including classi-

fied advertisements, appearing in such publications." 37 Since the goal was to remove

biases and inconsistencies from the tax system, I label it exogenous, long run. Ac-

cording to the table on page 82, the measure was effective immediate from the budget

date. Impact estimated in first full fiscal year: +$10 mn

2. Extend tax relief for metric scales and metric conversion equipment to Dec 31,

35Hansard Debates, December 9, 1980, p. 5526
36Budget Papers 1980, p. 107
37Budget Papers 1980, p. 107
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1983. "As part of the metrication program, certain relieving provisions were provided

in the Income Tax Act, the Excise Tax Act, and the Customs Tariff for retailers who

incur costs in converting their scales to metric measure. Because of delays in the con-

version program, the expiry date of these relieving provisions will be extended from

July 1, 1981 to December 31, 1983. Under these provisions, kits and parts to con-

vert retail scales to metric are exempt from federal sales tax and duty; sales tax on

purchases of new metric scales is reduced by one-half; and a 100-per-cent immediate

write-off for income tax purposes is provided for metric scales for use in a retail busi-

ness." 38 Since this is a major reform with long run consequences, I label the measure

exogenous, long run. The impact estimated in first full fiscal year was -$3 mn and the

measure was designed to end by the end of 1983 (1984 Q1 for our purposes).

3. Extend extra 4% write-off for railway track and grading to Dec 31, 1982. "In

March, 1977, the government doubled the rate of depreciation from 4 to 8 per cent on

new railway track and related property acquired before April 1, 1980. This assisted

in the expansion of rail transport facilities particularly for the movement of grain and

coal in Western Canada. To encourage additional improvements in rail capacity, the

budget proposes to extend this incentive depreciation measure to the end of 1982." 39

Thus, I enter this on the budget date as -7 and I cancel it in the first quarter of 1983.

40 The motivation is explained in the Budget Speech, when the Minister of Finance

stated that "this measure, along with the special depreciation allowance of 6 per cent

on railway investment and the 7-per-cent investment tax credit on railway transporta-

tion equipment, will provide important incentives to the railways to upgrade their

infrastructure, especially in Western Canada." 41 Because the goal was to upgrade in-

frastructure, I label it exogenous, long run. Impact estimated in first full fiscal year:

38Budget Papers 1980, p. 109
39Budget Papers 1980, pp. 103 and 104
40The table on page 82 of the "Notice of Ways and Means Motions and Supplementary Information

on the Budget" points out the date March 31, 1981, but I instead take the implementation date from

the quote from pp. 103-104, which is consistent with page 34 of the Budget Document for 1977.
41Budget Speech 1980, p. 16
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-$7 mn

4. End federal sales tax exemption for fuel used in logging and in testing engines.

"The federal sales tax applies to all transportation fuels consumed in Canada except

diesel fuel used in logging and fuels used in the testing of engines. The budget estab-

lishes complete uniformity of tax treatment among all users of these fuels by deleting

these two exemptions; effective immediately." 42 The impact estimated in first full fis-

cal year was +$10 mn. However, from the debates and the Budget it is not clear if the

measure was designed to simplify the tax system, in which case it would be a long run

measure, or if it was designed only to get some additional revenue. Therefore, I drop

it. In any case, quantitatively it is small.

Overall stance of the budget

The most significant tax measures announced in the budget were energy-related.

Among these, the largest were designed to fund spending, namely the one related

to the natural gas and gas liquids tax as well as the one regarding the change in the

Petroleum Compensation Charge. Therefore, I label the budget overall as endoge-

nous, spending driven.

1981 Nov 12th

(million Can. dollars, numbers taken from "Supplementary Information and No-

tices of Ways and Means Motions on the Budget" of November 12, 1981, pp. 3 to 7)

Narrative without cancellations, excluding all tax credits given to individuals

42Budget Papers 1980, p. 109
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1981 Q4:

EXOG LR: 150+100+1100+60+90+10

ENDOG SS: -20 (extension of small development bond provision)

EXOG DC: 35

1982 Q1:

EXOG DC: 20+25+20+10+535

EXOG LR: 895+250+30+5+(-1120)+75

EXOG IL: 190+175+50+15+655

ENDOG SS: -50

ENDOG SS: +55 (postponement of the changes in definition of exploration expenses)

1983 Q1:

EXOG DC: -280

Narrative with cancellations, excluding all tax credits given to individuals

1981 Q4:

EXOG LR: 150+100+1100+60+90+10

ENDOG SS: -20 (extension of small development bond provision)

EXOG DC: 35

1982 Q1:

EXOG DC: 20+25+20+10+535

EXOG LR: 895+250+30+5+(-1120)+75

EXOG IL: 190+175+50+15+655

ENDOG SS: -50

ENDOG SS: +55 (postponement of the changes in definition of exploration expenses)
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1983 Q1:

EXOG DC: -280

ENDOG SS: -55(postponement of the changes in definition of exploration expenses)

1983 Q2:

ENDOG SS: +20 (cancellation of the extension of small development bond provision)

1985 Q1:

EXOG DC: -535

Narrative without transitory measures, excluding all tax credits given to individuals

1981 Q4:

EXOG LR: 150+100+1100+60+90+10

EXOG DC: 35

1982 Q1:

EXOG DC: 20+25+20+10

EXOG LR: 895+250+30+5+(-1120)+75

EXOG IL: 190+175+50+15+655

ENDOG SS: -50

1983 Q1:

EXOG DC: -280
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Economic Context

In the Budget Speech, the Minister of Finance mentions the greatest challenges

the country had to face: "We are confronted by severe inflation and extremely high

interest rates. Inflation and interest rates at their present levels are bringing economic

growth to a standstill and creating grave inequities among Canadians." 43 TheMinister

very openly states inflation as a key concern of the government, and admits that some

short-term cost in terms of unemployment might have to be endured: "My concern

over unemployment has been heightened by the events of recent months. But we

will generate less employment, less growth and more unemployment if we attempt

to live with inflation than if we resolve once and for all to see it steadily reduced."

44 Thus, the Budget had three main pillars: restraint, equity and economic renewal,

of which the first one is the one the Minister went deeper into. He stated: "we must

reduce our deficit and our borrowing requirements substantially — even more than

I proposed a year ago. This will take pressures off credit markets, ease interest rates

and provide room for needy borrowers." 45 Increases in taxes were announced but the

Minister said that "fundamentally, we are committed to restraining the growth of our

spending over the next few years to less than the growth of the economy as a whole

while still exercising our responsibilities for leadership and for caring." 46 Despite the

overall negative tone of the outlook, the Minister stated that some good signs had

already been visible very recently, stating: "we can now reasonably expect that the

rate of inflation will gradually come down from the peak levels reached this summer.

Already we have seen some decline in interest rates over the past few weeks." 47

Tax Measures

Major measures affecting individuals. Impact estimated in first full fiscal year:

43Budget Speech 1981, p. 1
44Budget Speech 1981, p. 1
45Budget Speech 1981, p.1
46Budget Speech 1981, p. 2
47Budget Speech 1981, p. 9
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1. Repeal deduction for income-averaging annuities. "The budget will end de-

ductions for individuals for purchase of income-averaging annuity contracts (IAACs)

starting with the 1982 taxation year. Deductions for IAACs will continue to be allowed

for the 1981 tax year but IAACs purchased after November 12, 1981 must have a term

that does not extend beyond 1982. Amounts used to purchase IAACs after budget

night will be deductible in 1981 but the full amount and any interest thereon will be

required to be included in income and will be taxed in 1982. Interest on loans for

the purchase of IAACs after November 12, 1981 will not be deductible." 48 I label it

exogenous, long run because in the Budget Speech the Minister of Finance mentioned

some measures upfront (among which it’s the repeal of those deductions) whose goal

was to enable the decrease in tax rates and positive incentive effects that came from

that. Impact estimated in first full fiscal year: +$895

2. Repeal capital gains reserve provisions. Individuals and corporations were al-

lowed to defer income tax on capital gains by claiming reserves. Anybody who sold

assets could avoid having to pay tax immediately on the capital gain as long as the

sale proceeds were received over time. The government proposed to repeal this pos-

sibility by stating that "in effect the seller, in disposing of the asset, makes a loan to

the purchaser which is repaid over several years. Since the seller has disposed of the

asset, he should be liable for tax on the gain at that point, as is generally the case when

assets are disposed of. The substantial deferral of tax through the reserve provision is

in addition to the tax deferral which already occurs prior to sale of an asset because

of the fact that capital gains are taxed only when realized rather than as the value

accrues over time. The deferral available through reserve provisions has primarily

benefitted higher-income individuals. It is similar to the system of income-averaging

annuity contracts, which the budget is also ending (...) Withdrawal of these tax provi-

sions will apply to dispositions of property after November 12, 1981." 49 The goal was

to remove a provision that was of benefit to high-income individuals, so it could be

48Budget Papers 1981, p. 16
49Budget Papers 1981, p. 17
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labeled exogenous, ideological. Nevertheless, in the Budget Speech, the Minister of

Finance specifically mentions three measures upfront that "will permit a lowering of

tax rates," and consequently "will improve the incentives to work, save and invest." 50

After the Minister said that, three measures were immediately put into the spotlight:

"Specifically, I am eliminating tax deferrals through income-averaging annuities and

the capital gains reserves and also repealing general averaging. In their place I am in-

troducing a new forward-averaging provision." 51 Thus, I label all of those exogenous,

long run. Impact estimated in first full fiscal year: +$150 mn

3. End general averaging and introduce new forward averaging. The budget in-

troduced forward averaging of income for the purpose of the computation of income

tax. "Starting in 1982, the budget repeals the general averaging provisions and re-

places them with a new forward income-averaging mechanism to permit taxpayers

with large income increases in any year to average these increases over future years

when they expect to be in a lower tax bracket. The current general averaging provi-

sion reduces tax according to a fixed formula only in the year an individual’s income

increases — it does not allow part of this income to be recognized for tax purposes in

a future year. It is thus of no benefit to an individual whose income falls from one

year to the next. Moreover, general averaging can provide inappropriate benefits in

cases where averaging is not warranted, such as when a taxpayer experiences a per-

manent increase in income. The new forward-averaging formula will work as follows.

Any taxpayer whose income rises significantly may elect to exclude an amount from

his taxable income in any year. The excluded portion may not exceed the difference

between his current-year income and a threshold level that is based on his incomes

for each of the previous three years adjusted upwards by the indexing factor to put

them on a current dollar basis." 52 The measure was intended to simplify the averag-

ing mechanism in place, which affected people with a lot of income variability, such as

50Budget Speech 1981, p. 3
51Budget Speech 1981, p. 3
52Budget Papers 1981, pp. 17 and 18
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farmers. In Parliament, the Minister of Finance declared that " representatives of the

cattle industry came to Ottawa to express their concern about the elimination of IAAC

(...) and the substitution of the forward averaging. After an examination of the two

alternatives, they concluded that probably the new system was better for the farmers."

53 Nevertheless, in the words of William Rompkey, Minister of National Revenue, the

main motivation was to have "one averaging mechanism generally available to every-

one." 54 Therefore, I label it exogenous, long run. Impact estimated in first full fiscal

year: +$250 mn

4. Tax accrued interest income every three years. "The budget will place a three-

year limit on the deferral of tax on accrued interest income. The measure will po-

tentially affect only individuals who have investments that pay interest at more than

three-year intervals. Lower- and middle-income individuals with modest amounts of

investment income would normally report interest as it accrues in order to make use

of the $1,000 annual exemption for such income. However, higher-income individu-

als who purchase certain term deposits, guaranteed investment certificates or other

interest-earning assets may defer tax on their interest income. This deferral amounts

to a significant reduction in the effective tax rate on this income. (...) To prevent such

tax deferral, it is proposed that the taxpayer be required to report accrued investment

income on any given instrument every third year from the date he acquires it. This will

have little impact on low- and middle-income individuals." 55 The measure should be

labeled exogenous, ideological, due to the focus on targeting high-income taxpayers

only. The impact estimated in the first full fiscal year was +$60 mn. However, the

measure has no clear unique implementation date, and the table on page 3 of the Bud-

get Papers does not point out one, rather stating that there are various implementation

dates. Therefore I drop this measure, which in any case is quantitatively small.

53Hansard Debates, December 18, 1981, p. 14210
54Hansard Debates, November 16, 1981, p. 12814
55"Supplementary Information and Notices of Ways and Means Motions on the Budget" of November

12, 1981, p. 24
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5. Reduce federal dividend tax credit from 37.5 to 34% of cash dividends. Share-

holders had to include on their income an amount representing the corporate tax un-

derlying their dividend. A tax credit was available to these people. In the Budget

Papers, the government stated that "the purpose of this tax credit system is to provide

incentives for share ownership by Canadians and to partially offset double taxation of

corporate-source income." 56 The dividend tax credit rate was decreased in order to

correct rounding adjustments that were making the credit rate larger than intended:

"In 1978 the rate of gross-up and credit was raised from 33 1/3 per cent to 50 per cent.

However, due to rounding adjustments and subsequent changes in provincial income

tax rates, the rate of the credit now amounts to some 55 per cent — larger than the

gross-up amount included in income. To remove this anomaly the federal rate of the

dividend tax credit will be reduced from 37.5 per cent of cash dividends received to

34 per cent. When the provincial credit is added, the combined credit will average the

50-per-cent rate intended under the system. This change will affect dividends paid

after 1981." 57 Since the goal of the tax credit was to correct for double taxation and

encourage ownership by Canadians, I label it exogenous, long run. Impact estimated

in first full fiscal year: +$140 mn

6. Limit deduction for interest costs on investments to the amount of investment

income. "The budget will limit the annual tax deduction for interest on investments

to the amount of investment income earned in the year. Under present law, full de-

ductibility is allowed for interest expense incurred in a year to earn investment in-

come, even though the resulting income may be tax-deferred until future years or is

taxed at less than full tax rates (...) This tax preference has mainly benefitted higher-

income individuals." 58 The same reason was invoked by the Minister of Finance in the

Budget Speech. The implementation date was the beginning of 1982: "This measure

will apply to the 1982 and subsequent taxation years." 59 Since the measure was jus-

56Budget Papers 1981, p. 26
57Budget Papers 1981, p. 26
58Budget Papers 1981, p. 25
59Budget Papers 1981, p. 25
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tified on the grounds of equity among individuals, I label it exogenous, ideological.

Impact estimated in first full fiscal year: +$190 mn

7. Restrict $1000 pension deduction to retired persons and prevent excess transfer

of claims for $1000 investment and pension income exemptions. "The budget tightens

the rules for claiming the $1,000 exemption for pension income, to ensure that the

benefit is limited to retired and non-working individuals. It also corrects an anomaly

in the law which allows excessive amounts of unused pension deduction and $1,000

investment income deduction to be transferred from one spouse to another’. These

changes will commence with the 1982 taxation year. " 60 In Parliament, John Evans,

Parliamentary Secretary to the Deputy Prime Minister and the Minister of Finance,

stated that by trying to restrict the deduction to actually retired people, the goal of

this measure was to avoid an "inappropriate use of the pension income deduction." 61

The second measure was described in the Budget Papers as a way to stop an "anomaly"

since "the transfer over-compensates for the reduction in the marital exemption." 62 I

label both of these measures as exogenous, deficit consolidation. The estimated im-

pact in the first full fiscal year of the first measure was +$20 mn, and the impact of

the second measure was +$25 mn

8. Restrict claims for support of non-resident dependants to spouses and children.

The budget stated: "Beginning in 1982, the personal exemptions allowed to Canadian

taxpayers who support dependants living outside Canada will be limited to payments

made to the taxpayer’s spouse and children. Claims for non-resident dependants have

been extremely difficult to verify. Indeed, an extensive audit by Revenue Canada re-

vealed significant abuse in this area, including a large number of fictitious relatives

and bogus payments." 63 This was an anti-avoidance measure designed to avoid un-

60Budget Papers 1981, pp. 26 and 27
61Hansard Debates, February 2, 1982, p. 14602
62Budget Papers 1981, p. 27
63Budget Papers 1981, p. 29
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due appropriation of a tax exemption. I label it exogenous, deficit consolidation.

Impact estimated in first full fiscal year: +$20 mn

9. Restrict tuition fee and education deductions to post-secondary and vocational

courses. The rules to obtain tuition deductions were tightened. "Starting in 1982, sev-

eral changes are proposed in the deduction for tuition fees and the $50-per-month de-

duction for students at university or vocational college or their supporting relatives."

64 The justifications given were "to ensure that the tax deductions are limited to post-

secondary and vocational job-training courses" as well as to eliminate an "unintended

dual benefit." 65 Thus, it seems that the main concern was to increase revenue that in

the opinion of the government was being unduly lost. Therefore, I label it exogenous,

deficit consolidation. Impact estimated in first full fiscal year: +$10 mn

10. Change taxation of employee benefits from cars, health plans and transporta-

tion passes. "The tax law and Revenue Canada’s administrative policy will be changed

to end the tax exemption for a number of benefits provided to employees, effective

January 1, 1982. The tax-free status of these benefits is inequitable for employees

who cannot receive them, and encourages the substitution of these benefits for tax-

able forms of remuneration for no particular business purpose but at a cost to the fed-

eral treasury. The tax exemption for these benefits is also concentrated in the larger

corporations since employees of small businesses typically receive most of their re-

muneration in the form of wages and salaries which are fully taxable." 66 Referring

to this measure as well as to the change in the taxation of low-interest loans, William

Rompkey, Minister of National Revenue, stated that "such tightening of the tax rules

creates a system more equitable in terms of taxpayers who are not privy to such ar-

rangements." 67 Thus, the motivation is exogenous, ideological. Impact estimated in

64Budget Papers 1981, p. 29
65Budget Papers 1981, p. 29
66Budget Papers 1981, p. 19
67Hansard Debates, November 16, 1981, p. 12814
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first full fiscal year: +$175 mn

11. Change taxation of low-interest loans to employees and shareholders. "Effec-

tive for the 1982 and subsequent tax years, the $50,000 and $500 exemptions will be

removed and the rules will also be extended to tax the benefit on loans made to em-

ployees and shareholders to purchase company shares. As a result, the benefits from

interest subsidies on all employee or shareholder loans will be fully taxed. The new

provisions (...) will apply to loans (...) issued before or after November 12, 1981." 68

These changes were enacted "to ensure that higher-income individuals bear their fair

share of taxes," 69 which makes this measure exogenous, ideological. Impact esti-

mated in first full fiscal year: +$50 mn

12. Require professionals to inventory work in progress for tax purposes. See "Re-

quire professional corporations to inventory work in progress." Motivation is the same

as that measure: exogenous, long run. Impact estimated in first full fiscal year: +$75

mn.

13. Allow one-half CCA in year assets acquired (unincorporated businesses). See

"Allow one-half CCA in year assets are acquired." Motivation is the same as that mea-

sure: exogenous, long run. Impact estimated in first full fiscal year: +$100 mn

14. Require soft costs on real estate investments to be capitalized. A number of ex-

penses incurred prior to the construction of a building, such as promotion expenses,

legal fees, interest and property taxes related to the real property, were allowed to be

written-off in full by investors. The budget proposed to change that. "The budget pro-

poses that such costs incurred after November 12, 1981, to the extent that they relate

to the real property or the acquisition of the real property, be added to the capital

68Budget Papers 1981, p. 20
69Budget Papers 1981, p. 20
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cost of the land or building. The costs added to the building will therefore be writ-

ten off at the same rate as the building — 5 per cent a year. Capitalization of these

costs will ensure that such amounts can be recaptured when the building is sold." 70

In essence, this meant that the deduction given to investors was postponed. Presum-

ably, this might have been a way to favor rental housing, but that link is not clear from

inspection of the Budget Speech or the debates. Therefore, I choose to drop it. The

impact estimated in the first full fiscal year was +$10 mn.

Major Measures Affecting Corporations

1. Allow one-half CCA in year assets are acquired. "The current system allows

costs to be recognized well before the associated revenue, thus providing possibilities

for firms to reduce or defer tax and creating biases in the capital investment pro-

cess. The budget proposes to limit the capital cost allowance deduction in the year

an asset is acquired to one-half the normal rate of write-off currently provided. The

portion of the first-year CCA disallowed will be available to be written off over future

years. The change will generally apply to assets acquired after November 12, 1981

by corporations and unincorporated businesses. For investments in Canadian films

and multiple-unit residential buildings, which are normally purchased in December,

the change will not take effect until 1982." 71 Since the goal is to avoid biases in the

investment decision, I label this exogenous, long run. The change for unincorporated

businesses has an estimated impact in the first full fiscal year of +$35 mn, and it is

dated from 1981 Q4. The remainder is presented under the title "Measures that affect

corporations" and includes measures that affect corporations, dated from the last quar-

ter of 1981, where presumably there are film industry measures, dated from 1982 Q1.

I am unable to tell these two apart from the impact of $1100 mn which is provided.

However, the table in the "Notices of Ways and Means Motions" states "Acquisitions

after budget night" under the implementation date. Therefore, I take 1981 Q4 again

70Budget Papers 1981, pp. 27 and 28
71Budget Papers 1981, p. 31
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as the budget date.

2. Extend corporate surtax for 1982 and 1983 at 5% and 2.5% rates. "The 5-per-

cent corporate surtax that was introduced in 1979 to apply in 1980 and 1981 will be

extended for two years, remaining at 5 per cent in 1982 and declining to 2 1/2 per cent

in 1983. The surtax applies broadly to the federal Part 1 tax payable by corporations.

However, after 1981 it will not apply to the tax payable by small Canadian corpora-

tions on earnings that are eligible for the small business deduction. The extension is

estimated to yield $465 million and $255 million in fiscal years 1982-83 and 1983-84

towards reduction of the federal budget deficit." 72 The goal was clearly to reduce the

budget deficit, so I label it exogenous, deficit consolidation. There are two elements

in this measure: one is the extension, the other is the cut in the surtax in 1983. To

compute the quarterly accumulated impact of the change in rate to 2 1/2 per cent in

1983, I divide $255 mn by 4 to get 63.75. The quarterly accumulated impact of the

extension of the surtax is $465 mn minus $63.75, divided by three, or 133.75. On an

annual basis, this means that the impact of the extension was 535 (dated from 1982

Q1 and canceled in 1985 Q1), and the impact of the reduction of the tax rate was 255-

535 = -280 (dated from 1983 Q1).

3. End reserve deductions on sales of properties. "The budget proposes that tax-

payers who sell resource properties or other business properties will no longer be able

to defer tax by claiming a reserve for proceeds not receivable in the year. Withdrawal

of these tax provisions will apply to dispositions of property after November 12, 1981."

73 In the Budget Papers, the measure is presented alongside with the end of the op-

portunity for individuals and corporations to defer income tax on capital gains by

claiming reserves. The argument for that measure and several others was to counter

tax avoidance due to "the tendency for taxpayers to devote wasteful effort and money

72Budget Papers 1981, p. 31
73Budget Papers 1981, p. 17
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in finding artful ways of avoiding tax." 74 Due to the long run argument, I thus label

it exogenous, long run. Impact estimated in first full fiscal year: +$60 mn

4. Require professional corporations to inventory work in progress. "In contrast to

other businesses, professional firms receive a tax advantage in that they are allowed

to exclude from income the value of their work that has been done but not billed by

year-end, even though they have deducted the related expenses. This failure to match

costs with revenues for tax purposes results in a deferral of tax which is not available

to other taxpayers. The budget proposes that, for fiscal periods ending after December

31, 1981, professionals, both incorporated and unincorporated, be required on their

tax returns to value unbilled work in progress at year-end at the lower of its cost or

realizable value, and carry the amount into the next year’s accounts rather than claim-

ing it as an expense in the old year. This means that professionals will be able to

deduct the costs of work in progress only in the year they receive the related revenues.

As work in progress is essentially the inventory of professionals, this change will put

them on the same basis as other businesses." 75 Given the focus on closing a loophole, I

label the measure exogenous, long run. Impact estimated in first full fiscal year: +$30

mn

5. Increase income qualifying for low small business tax rate. This measure was

designed to help small businesses. "The annual limit on income qualifying for the

low tax rate will be raised from $150,000 to $200,000 and the cumulative limit will be

raised from $750,000 to $1,000,000. This increase in the limits will reduce taxes for

small businesses by $50 million a year." 76 The motivation for the measure and for the

specific change presented in the budget was "to further enrich this benefit while at the

same time restructuring it so as to focus it more strongly on the goal of facilitating ex-

74Budget Speech 1981, p. 2
75Budget Papers 1981, p. 23
76Budget Papers 1981, p. 33
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pansion of small businesses." 77 The bent on the measure that directs it towards small

businesses has somewhat of a long run motivation, but given the Minister’s emphasis

on how small businesses have been hurt by interest rates, I label the measure endoge-

nous, supply stimulus. Impact estimated in first full fiscal year: -$50 mn

6. End deductibility of dividends from cumulative small business income limit.

Impact estimated in first full fiscal year: negligible.

7. Impose 12.5% tax on dividends paid by small businesses from income taxed at

lower rates. Shareholders paid personal income tax on the dividends received plus

an amount representing the corporate tax paid that related to that dividend; they

were then compensated with a tax credit. But the system had become complicated

and prone to abuse. The government stated: "The present system of corporate and

shareholder taxation is defective, particularly as it applies to small business, resulting

in significant anomalies, inequities and economic inefficiencies. Before 1977, small

business shareholders received a dividend tax credit of about 25 per cent to compen-

sate for the 25-per-cent corporate tax paid on the firm’s earnings. This tax integration

meant that, after paying personal income tax, the shareholders would pay approx-

imately the same overall tax as if they had earned the money directly rather than

through the corporation. However, in 1978 the dividend tax credit was increased to a

rate that now compensates many small business shareholders for more tax than their

corporation actually pays. The over-compensation can amount to $8,000 to $12,000

per year for each $100,000 of income. It creates a significant bias for owner-managers

of small businesses to artificially convert their wages and salaries into dividends to

obtain tax savings, and induces individuals to incorporate solely to obtain these tax

savings rather than for any particular business purpose. As part of the restructuring of

the incentives, the budget proposes a tax of 12.5 per cent on dividends distributed out

77"Supplementary Information and Notices of Ways and Means Motions on the Budget" of November

12, 1981, p. 33
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of income benefiting from the low small business tax rate. This will apply to dividend

distributions after November 12, 1981." 78 So the goal of the measure was exogenous,

long run, and the estimated impact in the first full fiscal year was +$90 mn

8. Extend small business bond provision for one year for corporations and unin-

corporated businesses in financial difficulty. The Budget in Brief succinctly describes

the measure as follows: "The small business bond plan for reduced interest financing

will be extended for one year to the end of 1982. Previously limited to corporations,

the plan will be broadened to cover unincorporated small businesses, including farm-

ers." 79 The extension and broadening of the measure was motivated in the Budget

as a way to "increase access to the measure but to confine the benefits to those who

need it most." 80 I enter this as -$20 mn on the budget date (1981 Q4) and +$20 on

the new expiration date (1983 Q2). The Minister of Finance stated that "abnormally

high interest rates have had particularly adverse impact on many small businesses. I

am thus extending the small business development provision for one more year for

firms in financial difficulty." 81 To reinforce this idea, several opposition MPs mention

the recession as a reason to pursue such a measure. For example, Progressive Con-

servative MP Don Blankfern stated that "in this deepening recession every assistance

must be given to growing small businesses." 82 Minister Charles Lapointe, Minister

of State (Small Businesses and Tourism) stated that the extension had been requested

"by most members and the majority of associations representing small businesses in

this country" and that "its application has been restricted to businesses in financial

difficulty, because that was the original objective of the program." 83 Thus I label this

endogenous, supply stimulus.

9. Restrict after-tax financing through term preferred shares. The taxation of pre-

78Budget Papers 1981, p. 34
79Budget in Brief 1981, p. 5
80Budget Papers 1981, p. 35
81Budget Speech 1981, p. 5
82Hansard Debates, November 18, 1981, p. 12883
83Hansard Debates, November 18, 1981, p. 12888
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ferred shares was changed, with many previous exemptions being eliminated. The

problem was that the preferential tax treatment for dividends on these shares had re-

sulted "in a substantial reduction or elimination of tax for a number of larger banks

and other financial institutions" and that non-financial corporations took up short-

term preferred share issues of other corporations, "thus allowing reduced financing

costs at a loss to the federal treasury from tax exemptions," 84 which entailed a dis-

tortion in incentives; I classify it as exogenous, long run. Thus, the goal was both an

effort to gain revenue and a long run effort to fight a distortionary differential tax treat-

ment. "Under proposed new rules, for shares issued after November 12, 1981, divi-

dends received by financial institutions on term preferred shares with terms longer

than 10 years will no longer be exempt from taxation. Similarly, dividends received

by any corporation on shares that are redeemable within five years will no longer be

tax exempt. Intercorporate holdings of shares within a group of commonly-controlled

corporations will be exempt from this rule. Financial institutions will be able to offer

after-tax financing in cases of financial difficulty where the preferred share or income

bond has a term of five years or less. For such issues after budget night, only divi-

dends in excess of 6 per cent per annum will qualify as tax-exempt to the lender. This

threshold is similar to the one proposed for small business bonds issued to banks by

firms in financial difficulty." 85 The implementation date is the budget date. However,

there is no estimated impact for this measure in the table of the "Notices of Ways and

Means Motions." There is merely an indication that the measure prevents revenue loss.

Therefore, I have to assume the impact to be negligible.

10. End reduction in withholding tax on dividends from corporations with degree

of Canadian ownership. "Effective November 12, 1981, the budget repeals the provi-

sions in the Income Tax Act which allow a lower rate of withholding tax on dividends

paid to foreign shareholders by companies with "a degree of Canadian ownership".

This qualification generally required at least 25 per cent of equity shares to be owned

84Budget Papers 1981, pp. 38
85Budget Papers 1981, pp. 38 and 39
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by Canadians, and has permitted a reduction of five percentage points in the standard

rate of withholding tax — from 15 to 10 per cent for dividends paid to shareholders in

most countries where Canadian tax treaties apply. These provisions were originally in-

tended to encourage foreign parent companies to increase Canadian equity ownership

of their subsidiaries in Canada. The 1982 revenue cost of the reduction is estimated at

$35 million. The incentive is not effective. Indeed, in most instances a significant part

of the benefits serve only to transfer tax revenue to foreign governments by reducing

their foreign tax credit in respect of Canadian dividends. In other cases it amounts to

a windfall gain to foreign shareholders." 86 The implementation date was the budget

date. The impact estimated in the first full fiscal year was +$35 mn. The motivation,

as given in the quote above from the Budget Papers, was that "the incentive is not ef-

fective" but the long explanation basically expands on the fact that revenue was being

lost to others. Therefore, I label this exogenous, deficit consolidation.

11. Restrict refund of Part IV Tax for private corporations. This was an anti-

avoidance measure, justified by the necessity to overcome a bad incentive on individ-

uals to keep their income sheltered under the form of corporate income. The intent of

the original measure was precisely this as the Budget Papers stated that "while divi-

dends received by a corporation are generally exempt from income tax, a special 25-

per-cent tax is imposed on certain portfolio dividends received by a private company.

This tax is refundable when the dividends are subsequently paid out to the private

company’s shareholders. The purpose of this system is to prevent higher-income in-

dividuals sheltering their personal investment income from individual income tax by

having their corporation hold their portfolio." 87 However, people were finding new

ways to avoid taxes: "The tax can now be avoided if a closely-held company lists one

class of shares on a stock exchange, thereby technically becoming public. To prevent

this, the tax will be extended to apply to all companies which are under the control

86Budget Papers p. 40
87"Supplementary Information and Notices of Ways and Means Motions on the Budget Tabled in the

House" of November 12, 1981, p. 42
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of an individual or a related group of individuals." 88 Given the intent of the measure

to correct bad incentives, I label it exogenous, long run. The impacts table indicated

that the measure went effective "starting the budget night." 89 Impact estimated in first

full fiscal year: +$10 mn

Other Measures (only the relevant ones in terms of revenue are shown below)

1. Raise the rate of additional federal tax on income not earned in a province. Start-

ing in 1982, taxes on income earned by residents abroad were raised. The intention

was to bring the tax rate in line with provincial income taxes: "Canadian residents liv-

ing abroad now pay a special federal tax of 43 per cent of the regular federal income

tax. This is in lieu of provincial income taxes they otherwise would pay if they lived

in Canada. To bring this tax more in line with current provincial tax rates it will be

raised to 47 per cent starting in the 1982 taxation year. This rate equals the average

prevailing rate of provincial income taxes for provinces having tax collection agree-

ments with the federal government." 90 Since the intention is to harmonize the rates,

I label it exogenous, long run. The impact date is the first quarter of 1982. Impact

estimated in first full fiscal year: +$5 mn

2. Reduce RRSP limit for DPSP members. Deferred Profit Sharing Plans are plans

where employers can make contributions in behalf of the employees, often linked to

the profitability of the firm. They are usually created along with a Registered Retire-

ment Savings Plan. "Under present tax law the maximum tax-deductible contribution

to an RRSP is $5,500. For employees who are members of an employer-sponsored

pension plan, this maximum is reduced to $3,500 in recognition of the fact that their

employer may make tax-deductible pension contributions on their behalf. However,

if an individual is a member of a deferred profit-sharing plan to which his employer

88Budget Papers 1981, p. 42
89"Supplementary Information and Notices of Ways and Means Motions on the Budget Tabled in the

House" of November 12, 1981, p. 5
90Budget Papers 1981, p. 30
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contributes, his maximum RRSP contribution remains at $5,500. To put DPSP [de-

ferred profit-sharing plans] members on the same basis as others, the budget proposes

to reduce the maximum RRSP contribution for individuals who are members of DP-

SPs to $3,500, the same as for other pension plan members. These changes go into

effect for the 1982 taxation year." 91 William Rompkey, Minister of National Revenue,

described the measure in Parliament in an intervention where he listed measures that

were intended to bring in a "tightening of the tax rules" in order to create "a system

more equitable in terms of taxpayers." 92 The focus on making the tax system more

equitable places this measure as a exogenous, ideological one. Impact estimated in

first full fiscal year: +$15 mn

3. Defer changes in the definition of exploration expenses until 1983. The change

to the definition of exploration expenses predicted in the previous budget was post-

poned in order to "aid gas producers." In the Budget Papers, the government stated:

"Under current law the definition of exploration expenses is scheduled to be modified

after the end of this year to treat all wells drilled in a known accumulation of oil or

gas, or wells drilled to determine the extent or quality of a known accumulation, as

development wells, eligible for a 30-per-cent write-off rate, rather than the 100-per-

cent write-off available for exploration. Currently, the costs of such production and

delineation wells can qualify for the exploration write-off if the well is capped and

does not produce oil or gas within 12 months of its completion. To aid gas producers,

the budget proposes that the scheduled modification to the law be postponed until

January 1, 1983. As a result, the cost of gas wells that are drilled in 1982 but are

capped for 12 months will continue to qualify for exploration treatment." 93 Since the

stated motivation was to aid producers, and also consistently with the motivation for

the measure announced in Budget 1980, I label this endogenous, supply stimulus.

I enter it as +$55 mn in 1982 Q1, and -$55 mn in 1983 Q1, when the changes were

91Budget Papers 1981, p. 23
92Hansard Debates, November 16, 1981, p. 12814
93Budget Papers 1981, pp. 44 and 45
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supposed to really come into effect.

4. Reduction in marginal tax rates for individuals and changes to federal tax reduc-

tion. "The budget reduces tax rates for all those with taxable incomes above $11,120

in 1982. This reduction in marginal tax rates will apply to some 5.8 million taxpayers.

Of particular importance, the budget reduces the top marginal rate of federal income

tax to 34 per cent from the current level of 43 per cent. When provincial taxes are

added the new level corresponds to a maximum tax rate of approximately 50 per cent

of income compared to the 60 to 65 per cent now applicable. The 50-per-cent tax rate

will apply to 1982 taxable income in excess of $53,376." 94 In the Budget Speech, the

Minister of Finance refers to these measures by saying that "lower tax rates will (...)

reduce the tendency for taxpayers to devote wasteful effort and money in finding art-

ful ways of avoiding tax." 95 The Budget in Brief further stated that "lower tax rates

will improve the incentives to work, save and invest. These incentives will be direct,

easy to understand and available to all." 96

The government proposed also some changes to the federal tax reduction so that

the reduction was better targeted towards small-income people: "In order to better

target its benefits, the federal tax reduction that was begun in 1972, now 9 per cent

of federal tax otherwise payable with a minimum cut of $200 and a maximum cut of

$500, is being restructured starting in 1982. The new tax reduction will no longer in-

crease with income but will be set at a flat $200 per taxpayer. Higher-income taxpayers

will thus receive a smaller tax reduction." 97

The implementation date was the beginning of 1982: "The changes in the federal

tax reduction and the cuts in marginal tax rates will affect tax deductions at source

starting January 1, 1982." 98

94Budget Papers 1981, p. 12
95Budget Speech 1981, p. 3
96Budget in Brief 1981, p. 2
97Budget Papers 1981, p. 13
98Budget Papers 1981, p. 14
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The estimated impact in the first full fiscal year of the reduction in marginal tax

rates for individuals was -$1120 mn and the impact of the changes to the federal tax

reduction was $655 mn. I label the former exogenous, long run and I label the latter

exogenous, ideological.

Overall stance of the budget

The most significant tax measures in the budget were long run and deficit consol-

idation. Nevertheless, considering the argument behind the elimination of tax prefer-

ences (in order to enable lower rates and better incentives), explicitly stated by Minis-

ter of Finance Allan MacEachen, I label the budget overall exogenous, long run.

1982 Jun 28th

(million Can. dollars, numbers taken from "Supplementary Information and No-

tice of Ways and Means Motion on the Budget," June 28, 1982, p. 13, Table 2.3)

Narrative without cancellations, excluding all tax credits given to individuals

1982 Q3:

EXOG IL: -190 (postponement of limit on deduction of interest expense)

EXOG LR: -90 (postponement of dividend tax)

ENDOG SS: -207.5 (suspension of IORT, figure comes from Budget 1983)

1983 Q1:

ENDOG DM: 640
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1984 Q1:

EXOG LR: 2000

Narrative with cancellations, excluding all tax credits given to individuals

1982 Q3:

EXOG IL: -190 (postponement of limit on deduction of interest expense)

EXOG LR: -90 (postponement of dividend tax)

ENDOG SS: -207.5 (suspension of IORT, figure comes from Budget 1983)

1983 Q1:

ENDOG DM: 640

EXOG LR: 90 (postponement of dividend tax)

1983 Q3:

ENDOG SS: 207.5 (end suspension of IORT, figure comes from Budget 1983)

1984 Q1:

EXOG LR: 2000

EXOG IL: 190 (postponement of limit on deduction of interest expense)

1985 Q1:

EXOG LR: -2000 (expiration of limits on indexation)

Narrative without transitory measures, excluding all tax credits given to individuals
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1983 Q1:

ENDOG DM: 640

Economic Context

The Minister of Finance stated in the Budget Speech that the outlook was still

bleak: "The recession has been abrupt and severe. Unemployment has reached record

levels. Business profits have fallen dramatically. Bankruptcies have increased. De-

mand for goods has shrunk, both at home and in our markets abroad." 99 "The persis-

tence of the U.S. recession and of high interest rates in that country" made the Cana-

dian crisis worse. In particular, the Minister of Finance criticized the high interest

rates in the US when he said that "high real interest rates in the United States remain

a barrier to strong recovery. They are also keeping interest rates higher than domestic

circumstances require in other countries, including Canada. In recent months, money

has flowed toward high U.S. interest rates in such magnitude that the U.S. dollar has

risen strongly against every major currency. Its rise against the Canadian dollar has

been less than against other major currencies." 100 There was a deep concern about

losing foreign markets; the Minister was worried that Canada’s competitive position

would worsen: "We are now doing much worse on inflation than our key trading part-

ners. Our productivity performance has also been very disappointing. That imposes

costs on us at home right now. But the consequences for the future are even more

menacing if our performance does not improve. We would be priced out of foreign

markets. That would cost us dearly in jobs and growth." 101 The Minister pointed out

that federal revenue was being hurt by the recession, with a loss of about $4.5 billion

in 1982-83; "lower international oil prices, and the lowering of energy taxes" repre-

sented a further cost of $1.5 billion on an annual basis. Federal spending was higher

because of the recession. Thus, there was a clear pressure over the budget deficit and

99Budget Speech 1982, p. 2
100Budget Speech 1982, p. 2
101Budget Speech 1982, p. 3
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the Minister stated that "the projected budgetary deficit for the current fiscal year is

very much higher than that forecast in the November budget." 102

The initiatives proposed by the government were not to harm the struggle to con-

trol the budget deficit: "I am introducing new tax and expenditure initiatives to re-

spond to pressing needs, but I am not adding further to the deficit already facing

us in 1982-83. The cost of new measures will be more than offset by reductions in

planned expenditures and a modest tax increase. (...) We have rejected massive fiscal

stimulus and the abandonment of monetary restraint because this would only worsen

inflation and aggravate unemployment. We have rejected broad mandatory controls

of prices and incomes. Broad controls are opposed almost unanimously by business

and labour." 103

Thus, the budget was announced as a restraint budget, that nevertheless aimed at

increasing jobs and giving back confidence to investors: "To break inflation, to boost

confidence, to create jobs, to hold the line on the deficit: these are the goals of the

action plan the government is proposing to Canadians. (...) Even in the best of cir-

cumstances, recovery will take time. And the government alone cannot do the job.

Some say it should print more money. Others say it should let the deficit rip. But that

would fail miserably." 104

Tax Measures

1. Child Tax Credit increase. The government decided "that for the 1982 taxation

year, the amount of the child tax credit credit be increased by $50 from $293 per child

to $343 per child." 105 The motivation presented by the government was that it needed

"to ensure that the limitation of the indexing factor does not hurt families with modest

incomes." 106 Thus, I label the measure exogenous, ideological. I take the implemen-

102Budget Speech 1982, p. 4
103Budget Speech 1982, p. 4
104Budget Speech 1982, pp. 14 and 15
105Budget Papers 1982, p. 35
106Budget Speech 1982, p. 7
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tation date to be the budget date. The estimated impact in the first full year was -$150

mn.

2. Adjustments to November Budget Measures.

2.1 Adjustments announced on December 18, 1981:

i) One-year delay in measures relating to corporate distribution. In the Budget Speech,

the Minister stated that "also making further modifications, including the following:

"The 12 1/2-per-cent corporate distributions tax applicable to small business will be

postponed for one year to January 1, 1983." 107 The figure I use comes from the previ-

ous budget: +$90 mn. I enter it as -$90 on 1982 Q3 and positively on 1983 Q1. I keep

the motivation consistent with the one found in the previous budget, exogenous, long

run.

ii) Modification and postponement of the deduction of interest expense measure

to 1984. "The proposals related to the deduction of interest expense will be reviewed,

and their effective date will not be before 1983." 108 I enter this as -$190 mn on 1982

Q3 and $190 mn on 1984 Q1. I again keep the motivation consistent with the previous

budget, exogenous, ideological.

iii) Automobile standby charge has been brought down from 2 1/2 per cent to 2

per cent.

iv) Restrictions on the rules for restriction of interest expense.

v) Modifications have been made to the proposals relating to forward averaging for

artists and athletes.

vi) Other changes have been made relating to corporate reorganizations and loans

107Budget Speech 1982, p. 9
108Budget Speech 1982, p. 9
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to non-resident corporations.

The above measures were not at all explained in the budget, and both figures on

the estimated impact and implementation dates were missing. Therefore, with the

exception of the first two items, they had to be dropped. Other tax measures that were

announced prior to the budget date were listed in the Budget Plan, page 9: i) "The

adjustments to the November budget measures which were announced on December

18, 1981 implied revenue reductions of $105 million in 1981-82 and $145 million in

1982-83." These most certainly consist of the measures already listed above.

ii) "The replacement of the transportation fuel compensation recovery charge on

aviation fuel by an income tax mechanism, and the refunds of amounts previously

collected under the charge, reduce estimated revenues by a further $115 million this

year."

iii) "The tax relief measures for the petroleum and gas industry recently announced

by the Minister of Energy, Mines and Resources involve a net revenue loss to the fed-

eral government of about $500 million this year."

For most of these measures, I did not find the Minister intervention where he said

the timing of the measure. Even though the measures are somewhat significant, espe-

cially the support to the oil and gas industry, the absence of a precise date of imple-

mentation forces me to drop them.

3. Allowance for investment income tax proposals. There is some information in

the Budget, but not detailed enough to allow me to label the measure or quantify it.

Therefore, I drop it.

4. Revenue-increasing measures:

Limitations on degree of indexation of personal income tax system. "For the 1983 and

1984 taxation years the indexing adjustment for personal exemptions and tax brack-
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ets will also be limited to 6 per cent and 5 per cent respectively. This limitation will

not apply to the Child Tax Credit which will be increased each year by the full in-

flation indexing factor." 109 Thus, I compute the estimated impacts as follows. The

first limitation in indexation delivers a +$160 mn impact, which on an annual basis

gives $640 in 1983 Q1; thus, the impact of the change in 1984 Q1 can be computed

as $1140 - $160 * 3 or $660 mn. Thus, on an annual basis, the impacts of each change

are $640 mn on 1983 Q1, and 2640-640=2000 on 1984 Q1. The reasons invoked by

the Minister of Finance in the Budget Speech could be seen as having an endogenous,

demand management motivation, but since long-term growth was also mentioned as

a reason, I should label it as exogenous, long run. Nevertheless, I choose to label the

first part of the measure as endogenous, demand management, due to the focus in

the budget on adverse contemporaneous developments in the inflation rate. Essen-

tially, changes in the inflation rate in 1981 were seen as irregular and insufficient and

further action was deemed necessary. Just before the Minister of Finance mentioned

the need to limit indexation, he stated that "the government is deeply committed to

lifting the burden of inflation from those least able to protect themselves. But it is

calling upon all Canadians to share in a determined effort to bring inflation down.

It is calling upon all to reduce their income demands well below the present rate of

inflation." 110 Furthermore, the government stated that the latest trends in inflation,

despite negative, followed an irregular pattern, insufficient to bring about a sustained

decrease: "The rate of inflation as measured by the CPI peaked in July 1981 at 13 per

cent before beginning an irregular downward trend. The average increase in the first

five months of this year is 11.5 per cent. Both food and energy prices have increased

at a slower pace than in 1981. Non-food non-energy prices, however, have increased

more rapidly, mainly reflecting higher labour costs. The rate of increase in food prices

in 1982 is now expected to be less than previously forecast, with the result that the

overall rate of inflation in 1982 is expected to be 11 per cent or possibly lower. Fur-

ther reductions in inflation will require that the rate of increase in labour costs, which

account for upwards of two-thirds of total costs, also moderates. While there has been

109Budget Papers 1982, p. 28
110Budget Speech 1982, p. 7
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some slowing in new wage settlements, from over 14 per cent in the second half of

last year to 12 3/4 per cent in the first quarter of this year, increases in the 12- to

13-per-cent range are incompatible with a sustained reduction in the rate of inflation

from current levels. Thus this budget provides determined leadership to ensure that

moderation occurs." 111 The measure was to expire on 1985 Q1, with full indexation

restored.

Overall stance of the budget

The revenue-increasing measures had the goal of reducing inflation in response to

a slowly decreasing inflation, having long run growth in mind. That was the overall

goal of the budget. Therefore, I label the budget overall endogenous, demand man-

agement and exogenous, long run.

1983 Apr 19th

(million Can. dollars, numbers taken from "Supplementary Information and No-

tices of Ways and Means Motions on the Budget," April 19, 1983, Table 4, pp. 25 and

26)

Narrative without cancellations, excluding all tax credits given to individuals

1983 Q2:

EXOG IL: -135+(-55)+235

EXOG LR: -25+(-65)

ENDOG SS: -20+(-20)

ENDOG DM:: -280+(-30)

111Budget Papers 1982, p. 5
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ENDOG DM: -120 (special recovery refundable investment tax credit)

ENDOG DM: -70 (special recovery share-purchase tax credit)

1983 Q3:

EXOG LR: 50

ENDOG SS: -225 (suspend IORT for one year)

1983 Q4:

EXOG LR: -150

1984 Q1:

EXOG DC: 80+265

EXOG IL: 35

1984 Q4:

ENDOG SD: 900 (Special Recovery Tax)

Narrative with cancellations, excluding all tax credits given to individuals

1983 Q2:

EXOG IL: -135+(-55)+235

EXOG LR: -25+(-65)

ENDOG SS: -20+(-20)

ENDOG DM:: -280+(-30)

ENDOG DM: -120 (special recovery refundable investment tax credit)

ENDOG DM: -70 (special recovery share-purchase tax credit)
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1983 Q3:

EXOG LR: 50

ENDOG SS: -225 (suspend IORT for one year)

1983 Q4:

EXOG LR: -150

1984 Q1:

EXOG DC: 80+265

EXOG IL: 35

1984 Q3:

ENDOG SS: +225 (end of suspension of IORT for one year)

1984 Q4:

ENDOG SD: 900 (Special Recovery Tax)

1986 Q2:

ENDOG DM: +120 (cancellation of special recovery refundable investment tax credit)

1987 Q1:

ENDOG DM: +70 (cancellation of special recovery share-purchase tax credit)

1989 Q1:

ENDOG SD: -900 (cancellation of the Special Recovery Tax)
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Narrative without transitory measures, excluding all tax credits given to individuals

1983 Q2:

EXOG IL: -135+(-55)+235

EXOG LR: -25+(-65)

ENDOG SS: -20+(-20)

ENDOG DM:: -280+(-30)

1983 Q3:

EXOG LR: 50

1983 Q4:

EXOG LR: -150

1984 Q1:

EXOG DC: 80+265

EXOG IL: 35

Economic Context

The outlook was still a cause for concern for the government as the Minister of

Finance stated "most forecasters appear to share the expectation that recovery will

proceed at a moderate pace in 1983. The housing sector will be strong (...) but pri-

vate investment will remain weak." 112 Inflation would be low, and employment was

expected to grow but the unemployment rate was not coming down as fast as desired

by the government. Furthermore, the Minister mentioned that "growth in our trad-

112Budget Speech 1983, p. 18
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ing partners is reviving, but questions remain about the likely course of interest rates

in the United States and growth prospects in the Third World" and he also showed

concern for "the impact of volatile world oil markets on economic growth and the

international financial system." 113

The general tone of the Minister of Finance when presenting the Budget was that,

even though a recovery was under way, that recovery was not yet strong enough. He

stated: "My dominant concern in preparing this budget has been to help the more

than one and a half million Canadians who want to work but cannot find jobs." 114 He

added that "economic recovery is under way in Canada" but acknowledged that "the

pace, scope, stability and duration of the recovery remain highly uncertain" and he

explained: "unemployment remains very high and will decline only gradually. Unem-

ployment is particularly high among young people, (...) we must shorten as much as

possible the time it will take for the private sector to expand and provide jobs for the

unemployed." 115

Tax Measures

Major Measures Affecting Individuals

1. Increase the rate of employment expense deduction. "Currently, employees are

allowed an employment expense deduction of 3 per cent of employment income with

a maximum deduction of $500. To benefit lower-income employees, the budget pro-

poses to raise the rate of this deduction from 3 to 20 per cent. All individuals with

employment income of less than $16,667 will find their taxes reduced as a result of

this measure. Those with employment income in excess of $16,667 will not be af-

fected by this change and will continue to be eligible for the maximum deduction.

This change will benefit about 4 million employees in 1983." 116 In the Budget Speech,

113Budget Speech 1983, p. 18
114Budget Speech 1983, p. 1
115Budget Speech 1983, p. 1
116Budget Papers 1983, p. 30
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the Minister of Finance Marc Lalonde justified the measure by saying that "working

Canadians with modest incomes are having a difficult time making ends meet, even

though they are now benefitting from lower inflation." 117 Given the social concern, I

label this exogenous, ideological. Impact estimated in first full year: -$135 mn

2. Repeal the $100 standard deduction. A deduction perceived by the government

to discourage charitable donations was repealed. The main argument put forward was

that the standard deduction was distorting incentives. In the Budget Papers, the gov-

ernment stated: "Currently, all individual taxpayers are allowed to claim a standard

deduction of $100 in lieu of itemized deductions for charitable donations and medi-

cal expenses. Representatives of voluntary organizations have expressed concern that

this deduction reduces the tax incentive for charitable giving since the deduction is

not directly related to actual amounts given. The budget proposal to remove the $100

standard deduction for 1984 and subsequent taxation years responds to this concern."

118 The motivation could thus be a long run one. However, in Parliament, the moti-

vation of the measure was disputed by opposition MPs. Progressive Conservative MP

Walter McLean stated: "I have in my hand the paper from the February 22 meeting [of

the voluntary organizations] with the Minister of Finance. In fact, (...) representatives

of the voluntary agencies made it very clear that a removal of the standard deduction

which was not combined with some form of tax credit for charitable donations would

constitute an "absence of substantive benefit for the Canadian voluntary sector." " 119

The intervention of Progressive Conservative MP Douglas Roche was another exam-

ple: "When the Minister of Finance (Mr.Lalonde) brought down his budget last April

he removed the $100 standard deduction in an effort to increase the revenues of the

Government. (...) The full proposal was called the give-and-take proposal in which

the $100 standard deduction would be eliminated in return for a 50 per cent tax credit

on what was given. When Members of the house, including myself, tried to make the

117Budget Speech 1983, p. 13
118Budget Papers 1983, p. 30
119Hansard Debates, April 25, 1983, p. 24823
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case that full implementation of give-and-take would actually save the Government

money, the Government’s spokesman at the time (...) said that, to the contrary, it

would cost the Government money." 120 Therefore, even though it could be described

as a long run measure, it seems more appropriate to label it exogenous, deficit con-

solidation. Impact estimated in first full year: +$80 mn

3. Modify the federal tax reduction. "As part of the deficit-reduction plan over

the medium term, the budget proposes modifications to this federal tax reduction to

take effect in later years. The federal tax reduction will remain at its current level of

$200 for 1983 and 1984, but will be reduced to $100 in 1985 and to $50 for 1986 and

subsequent years. In addition, starting in 1984 it will be phased out for higher income

individuals, with the federal tax reduction diminished by 10 per cent of basic federal

tax in excess of $6,000. For married taxpayers with two children, claiming standard

exemptions and deductions, this change will affect taxpayers earning in excess of ap-

proximately $39,000 in 1984." 121 Since the Minister motivates the measure with the

desire to reduce the deficit, I label it exogenous, deficit consolidation. The only es-

timated impact given for the measure in the Budget is for 1984, +$265 mn with no

figures shown for the subsequent years. Therefore, I enter this as +265 in 1984 Q1.

4. Modify tax legislation on Registered Home Ownership Savings Plans (RHOSP).

"Eligible individuals acquiring a newly constructed home after April 19, 1983 and be-

fore December 31, 1984 will be able to claim an additional deduction in computing

their income equal to $10,000 minus the total of all tax-deductible RHOSP contribu-

tions previously made by them." 122 Furthermore, "to provide additional stimulus to

the economy, individuals will be permitted to withdraw all or part of their accumu-

lated savings in RHOSPs free of tax for the purchase of new home furnishings and

120Hansard Debates, October 5, 1983, p. 27788
121Budget Papers 1983, p. 30
122Budget Papers 1983, p. 12
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appliances in 1983, even though they do not purchase a new home." 123 The gov-

ernment justifies these measures with the need to provide "short-term incentives for

purchases of newly-built homes and major items of furnishings. (...) Qualifying new

furnishings must generally be purchased between April 19 and December 31, 1983."

124 Since the goal was to provide an "additional stimulus to the economy," I label this

endogenous, demand management. The impact estimated in the first full fiscal year

was -$75 mn. But the measure was temporary, with the first half of it expiring on De-

cember 31, 1984, and the second on December 31, 1983. Unable to tell apart the two

parts of the measure in a way that is consistent with the figures from Table 4, p. 25, of

the Budget Papers, I choose to drop it.

5. Indexed Security Investment Plan. Impact estimated in first full fiscal year: neg-

ligible.

6. Extend carryback of capital losses. Impact estimated in first full fiscal year: neg-

ligible.

7. Introduce 80 per cent overseas employment tax credit. Impact estimated in first

full fiscal year: negligible.

8. Double the child care expense deduction limits. The budget proposed to double

the limits single parents and working mothers could deduct child care expenses "from

$1,000 to $2,000 per child subject to an overall maximum of $8,000 effective for 1983."

125 The justification of this measure, as well as the following three measures, all four

123"Supplementary Information and Notices of Ways and Means Motions on the Budget," April 19,

1983, p. 13
124Budget in Brief 1983, p. 5
125"Supplementary Information and Notices of Ways and Means Motions on the Budget," April 19,

1983, p. 29
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related to the Child Benefit System, was to "better target the benefits to families that

need them most." 126 Thus, in the absence of any other more specific justification, I la-

bel them exogenous, ideological.127 This measure in particular was to apply "for the

1983 and subsequent taxation years." 128 The estimated impact in the first full year

was -$55 mn. I should notice that some of the measures in the Child Benefit System

package are revenue-increasing, so that they might actually be deficit reduction mea-

sures. The Minister in the Budget Speech admitted that, by saying that "in the current

fiscal year, the changes will be roughly self-balancing. Over the following three fiscal

years, they will result in increased revenues." 129 Nevertheless, in the absence of an

admission that some of these specific measures had the deliberate aim of reducing the

deficit, I label them ideological.

9. Maintain current level of the exemption for children under 18. "The tax exemp-

tion for children and other dependants under 18 years of age will be held at its current

level of $710 for 1984 and subsequent taxation years." 130 For the reasons stated above,

I classify this as exogenous, ideological. Impact estimated in first full year: +$35 mn

10. Increase the child tax credit from $326 to $343. "The temporary increase of $50

in the child tax credit which was announced in the June 28, 1982 budget raised the

level of the 1982 credit from $293 to $343. The budget proposes to extend the credit

for 1983 at $343. Otherwise, under existing legislation, the 1983 credit would drop

126Budget Papers 1983, p. 29
127There was a part of the change to the child care expense deduction that could be seen as exogenous,

external since the government stated in the Budget Papers, p. 29, that "a further change to the child

care expense deduction is proposed in response to a ruling by the Canadian Human Rights Tribunal

that the measure discriminates in favour of women. The budget proposes to remove this discrimina-

tion." However, this part of the measure is not mentioned in Table 4, therefore I keep the exogenous,

ideological label. In any case, the exogenous nature of the measure is not in dispute.
128Budget Papers 1983, p. 41
129Budget Speech 1983, p. 14
130Budget Papers 1983, p. 29
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to $326. In subsequent years, full indexation will be applied to the base of $343." 131

I label it exogenous, ideological. Since the implementation date is "for 1983," 132 I

enter it as -$90 mn and cancel it in 1984 Q1.

11. Maintain 1982 level of income threshold for the child tax credit and change

in the definition of family income. "The income threshold, above which the child tax

credit is reduced by 5 cents for every additional dollar of family income, will be held

at its 1982 level of $26,330 for 1983 and subsequent taxation years. For a family with

two children, child tax credit benefits for 1983 will continue to be paid up to a family

income level of $40,000. In addition, to ensure a better targetted application of the

child tax credit, the definition of family income for purposes of calculating the credit

claimed for a child will be amended to include the incomes of both parents of the

child where they live together, and the income of a parent and any other individual

who claims a tax exemption in respect of the child. Currently, family income is de-

fined to include only the incomes of married parents." 133 For the reasons stated above,

I classify this as exogenous, ideological. Impact estimated in first full year: +$235 mn

Sales and Excise tax Measures

1. Introduce telecommunication programming services tax. This tax was set up

to help modernize Canada’s broadcasting system: "The Minister of Communications

recently announced additional assistance to private production companies and inde-

pendent producers to assist the nation’s broadcasting system to respond to the tech-

nological and programming challenges of the next two decades. To help finance this

assistance, it is proposed to apply a 6-per-cent sales tax to amounts charged for radio

and television programming services. (...) The tax will come into effect July 1, 1983."

131Budget Papers 1983, p. 29
132Budget Papers 1983, pp. 30 and 44
133Budget Papers 1983, p. 29
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134 I classify this as exogenous, long run. Impact estimated in first full year: +$50 mn

2. Special Recovery Tax. The Special Recovery Program was put in place to "ac-

celerate the recovery of the economy" and to "contribute to economic growth and de-

velopment in all regions of the country." 135 To finance the costs of this program, "the

rates of federal sales tax will be increased by one percentage point for the period Oc-

tober 1, 1984 to December 31, 1988. The new rates will be 6 per cent on construction

materials and equipment for buildings, 13 per cent on alcoholic beverages and tobacco

products and 10 per cent on other taxable goods. The delay in the coming into force of

this increase is to avoid impeding the pace of the economic recovery now in progress."

136 This tax was created to finance the costs associated with the Special Recovery Pro-

gram. As shown in Table 1, p. 6, of the Budget Papers, a big part of these come from

expenditures, whereas another part comes from cuts in taxes specifically targeted to-

wards investment. 137 Thus, this measure is both endogenous, spending driven and

endogenous, deficit reduction. Since at the start of the program, when the tax first

goes effective, most of those costs are expenditure-driven, I choose to label it endoge-

nous, spending driven. The estimated impact in Table 4 was +$70 mn. But that is

for 1984 only, which means it is not a full year estimate. The estimated impact in the

first full year is, however, given in Table 1, p. 6 of the Budget Papers, which focuses

exclusively on the Special Recovery Program. It is +$900 mn. The tax was scheduled

to expire at the end of 1988.

3. Air transportation tax. Impact estimated in first full fiscal year: negligible.

4. Other sales and excise tax changes. Impact estimated in first full fiscal year:

134Budget Papers 1983, pp. 35 and 36
135Budget Papers 1983, p. 5
136Budget Papers 1983, p. 11
137Table 1 in page 6 shows an overall change of revenues and expenditures over the course of fours

years that is similar.
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negligible.

Major Measures Affecting Business

1. Allow extended carryovers of business and capital losses. "The budget proposes

measures to enhance the ability of businesses and investors to carry over losses in one

year to reduce tax in other years. These changes will support business operations and

investment in a number of ways. They will provide increased cash flow to businesses

in the early phase of the recovery and thus enhance their ability to contribute to it."

138 Since the measure is described as one that assists specific sectors and help them

during the recovery, I label this endogenous, supply stimulus. The estimated im-

pact estimated in 1984 was -$225 mn. However, as stated in the Budget Speech, "the

full three-year carryback will take effect immediately for small corporations, farmers,

fishermen and unincorporated businesses. For farmers and fishermen, the carryfor-

ward provisions will extend to ten years rather than seven. For other businesses, the

increased carryback will be phased in over two years. Taxpayers will also be allowed

an increased three-year carryback of capital losses against capital gains. This will also

be phased in." 139 These different implementation dates make it hard to compute the

exact size of the different parts of the measure in different moments in time, based

only on the two figures provided in the Budget Papers, p. 25. Therefore, I drop it.

2. Remove limits on claiming of investment tax credit and extend carryovers. "The

budget proposes that, for investments after April 19, 1983, taxpayers will be able to

use their investment tax credit to reduce, without limitation, their federal tax payable.

The previous limitations will continue to apply to investment tax credits earned up to

and including April 19, 1983. (...) In addition, it is proposed to enhance the ability to

carry over unclaimed investment tax credits earned in a year to reduce federal tax in

138Budget Papers 1983, p. 27
139Budget Speech 1983, pp. 7 and 8
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other years. Investment tax credits earned after April 19, 1983 which exceed federal

tax otherwise payable, will be carried back to reduce federal tax in previous years."

140 This measure, along with the next four measures, were proposed "to support in-

vestment during the recovery and over the medium term." 141 These measures were

integrated in the Special Recovery Program, which intended "to spur recovery and re-

store as quickly as possible the economy’s capacity to generate the new jobs Canadians

need." 142 Since the investment tax credit measures of the program were framed as a

means to boost investment and thus aggregate demand, I label them all endogenous,

demand management. Impact estimated in first full year: -$280 mn

3. Special recovery refundable investment tax credit. In order to "accelerate pri-

vate sector investment and thus strengthen the recovery," the budget proposed that

"a portion of the Investment Tax Credit earned on investments made after April 19,

1983 and before May 1, 1986 will be refunded directly in cash to taxpayers who could

not otherwise fully use their credit to reduce their federal tax." 143 For the reasons ex-

plained above, I label this endogenous, demand management. Impact estimated in

first full year: -$120 mn

4. Special recovery share-purchase tax credit. In order to "assist corporations in

raising equity to finance new investment projects," the budget proposed to allow "cor-

porations to use tax credits earned on new investment to attract purchasers of new

common equity issued by the company between July 1, 1983 and the end of 1986.

Both." 144 For the reasons explained above, I label this endogenous, demandmanage-

ment. Impact estimated in first full year: -$70 mn

140Budget Papers 1983, p. 8
141Budget Papers 1983, p. 8
142Budget Speech 1983, p. 3
143Budget Papers 1983, p. 9
144Budget Papers 1983, p. 9
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5. Extend 7 per cent investment tax credit to heavy construction equipment. "The

budget proposes to broaden the scope of the Investment Tax Credit to cover prescribed

investment after April 19, 1983 in new heavy construction equipment." 145 This mea-

sure was not described as a specific assistance mechanism to one sector, but rather it

was part of a broader program to boost investment, therefore I label it endogenous,

demand management. Impact estimated in first full year: -$30 mn

6. Proposals for changes in R&D tax incentives. "The budget puts forward pro-

posals, in the form of a paper for consultation, to enhance the ability of firms to ben-

efit from R&D tax incentives, to make the incentives simpler and to improve their

effectiveness." The reason for this is that "Canada’s tax incentives for R&D compare

favourably with those in other countries, but that measures are desirable to increase

the ability of firms to make use of the incentives and to provide avenues for R&D per-

formers to use the incentives to attract outside financing." 146 The two proposals put

forward were the replacement of the 50-per-cent deduction for incremental R&D with

an increase in the tax credit applying to all R&D and a flexible mechanism to allow

R&D companies to transfer the value of R&D tax incentives to investors as a tax credit.

I label it exogenous, long run. No exact date is given for the measure but the budget

states it will go effective in the Fall of 1983, so I place it in the beginning of Fall, which

places it in the last quarter of 1983. Impact estimated in first full year: -$150 mn

7. Deduct enhanced oil recovery expenditures from Petroleum and Gas Revenue

Tax. The budget introduced rules "to allow a deduction in respect of qualifying ex-

penditures after December 31, 1982 in respect of a prescribed enhanced oil recovery

project, on the drilling of wells and oil and gas well equipment, from the production

revenue derived after that date from the reservoir to which the project relates, and to

provide for recapture of the deduction on the disposition of any property on which a

145Budget Papers 1983, p. 8
146Budget Papers 1983, p. 19
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qualifying expenditure was made." 147 The goal of this measure was "to encourage the

commercial application of techniques designed to increase the amount of oil recov-

ered from reservoirs" and "encourage activity and employment in western Canada."

148 The situation that motivated this measure, as well as the suspension of the In-

cremental Oil Revenue Tax, was explained in the Budget Speech, when the Minister

talked about "a volatile international oil market that continues to inject considerable

uncertainty into economic and fiscal forecasts." He stressed that "revenue losses to the

federal treasury will be substantial, and activity in the oil and gas sector will be lower

than anticipated" and acknowledged these measures were proposed specifically "to

address these issues." 149 Therefore, I label this endogenous, supply stimulus. Im-

pact estimated in first full year: -$20 mn

8. Suspend Incremental Oil Revenue Tax for one year. The budget proposed that

"the provisions that suspended the incremental oil revenue tax (IORT) on conven-

tional oil from June 1, 1982 to May 31, 1983 will be extended a further year to May

31, 1984." 150 For the same reasons as the above measure, I label this endogenous,

supply stimulus. I compute the impact in the first full fiscal year using the figures

from Table 4, as -190 - 35 = -225, which I enter in 1983 Q3 and cancel in 1984 Q3. No

reference was found of the previous suspension in the Budget of 1982, so I take this

figure and enter it similarly in 1982 Q3 and 1983 Q3 in Budget 1982.

9. Extend deduction of earned depletion for mining exploration. "The availability

of the depletion deduction is being enhanced in order to encourage increased invest-

ment in mining exploration. This proposal will help the mining industry attract ex-

ploration financing and will be of particular benefit to junior mining companies.(...)

It is proposed that for eligible exploration expenses incurred after April 19, 1983 the

147Budget Papers 1983, p. 53
148Budget Speech 1983, p. 8
149Budget Speech 1983, p. 8
150Budget Papers 1983, p. 33

Chapter 3 138



Essays on Fiscal Policy and the Narrative Approach

earned depletion will be deductible from any income source." 151 The Minister of Fi-

nance acknowledges in the Budget Speech that "the mining industry in Canada has

been hit hard by the world recession." 152 Therefore, I label it endogenous, supply

stimulus. Impact estimated in first full year: -$20 mn

Other Tax Measures

1. Repeal aviation turbine fuel tax provisions and repeal transportation fuel re-

covery charge on marine fuel. The government proposed that "the Transportation

Fuel Compensation Recovery Charge applies to all marine bunker fuel exported from

Canada. This charge is being terminated effective May 1, 1983. The special income tax

provisions relating to sales of aviation turbine fuel used on international flights will

be discontinued for sales and purchases on and after that date. These provisions re-

quire additional amounts to be included in the income of the supplier. The measures

are being ended because of the narrowing differential between domestic and interna-

tional prices of these fuels." 153 This was to apply to "purchases and sales of such fuel

after April 30, 1983." 154 I classify these measures as exogenous, long run. The esti-

mated impact of repealing the aviation turbine fuel tax provisions was -$25 mn and

the estimated impact of repealing the transportation fuel recovery charge on marine

fuel was -$65 mn.

2. Increase tourist exemption and other tariff changes. The government wished

to open up domestic markets to foreign competition and the Minister of Finance ac-

knowledged that the government wanted to increase trade: "I have felt them here in

Canada. While I understand the concerns underlying these pressures, I believe they

are shortsighted and counterproductive. (...) It is in Canada’s abiding interest, as

a major exporting nation, to maintain an open trading system subject to the rule of

151Budget Papers 1983, p. 33
152Budget Speech, p. 8
153Budget Papers 1983, p. 34
154Budget Papers 1983, p. 42
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international law. This remains the government’s first priority in the area of trade

policy." 155 Since the Minister emphasizes in his speech solidarity towards developing

trade partners and the need to "assist developing countries in their efforts to increase

their exports and to improve their balance of payments," 156 I label these measures

exogenous, ideological. "The budget proposes to double the limits on the value of

goods that can be brought back to Canada free of duty and tax by returning Canadi-

ans under the "tourist exemptions"." This was to apply, "effective April 20, 1983." 157

Furthermore, the government stated that "the General Preferential Tariff (...) is to be

extended for another 10 years, until June 30, 1994," and other tariff amendments were

to take place, "most of them for lower rates of duty on various goods that are not made

in Canada." 158 These were scheduled to become effective in different dates, according

to the schedule presented in the "Notice of Ways and Means Motion regarding Cus-

toms Tariff." Therefore, I drop this package of two measures, for which the estimated

impact in 1984 was rather small, -$10 mn.

3. Canadian Ownership Special Charge. The Canadian Ownership Special Charge,

a tax levied on petroleum and natural gas for the purpose of increasing public own-

ership in the oil and gas industry, had been announced on October 28, 1980 and im-

plemented on May 1, 1981 with revenues of $786 mn. The government stated that

"these revenues have been used solely for funding the acquisition of Petrofina S.A.

by Petro-Canada.(...) The ownership charge has already made a sizeable contribution

to increasing public ownership in the oil and gas industry. The government remains

strongly committed to the objective of oil self-sufficiency through raising Canadian

ownership of oil and gas resources by increasing exploration and development of new

reserves. It is the government’s intention to maintain the charge at its current level

and use the revenues in support of this objective." 159 The initial measure was endoge-

155Budget Speech 1983, p. 17
156Budget Speech 1983, p. 17
157Budget Papers 1983, p. 37
158Budget Papers 1983, p. 37
159Budget Papers 1983, p. 34

Chapter 3 140



Essays on Fiscal Policy and the Narrative Approach

nous, spending driven and was entered above on Budget 1980. I do not consider the

revelation that it would be maintained a new measure in itself, therefore I drop it.

Overall stance of the budget

The biggest concern stated by the government with this budget was to support the

recovery, which translates into a high number of measures classified as endogenous. I

label the budget overall as both endogenous, demandmanagement and endogenous,

supply stimulus since there are several detailed such stimulus measures. A lot of that

support was to be funded by a large tax, the Special Recovery Tax; that does not change

my view of all those stimulus measures as the main driving force of the budget.

1984 Feb 15th

(million Can. dollars, numbers taken from Budget Papers, Table 1, p. 31)

Narrative without cancellations, excluding all tax credits given to individuals

1984 Q2:

EXOG IL: -70+(-5)

EXOG LR: -10+(-10)+(-10)

1984 Q3:

ENDOG SS: -195 (suspension of IORT)

1985 Q1:

EXOG IL: -160 (first stage of tax assistance for pensions)
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EXOG IL: 20

EXOG LR: -150

1986 Q1:

EXOG IL: -65 (second stage of tax assistance for pensions)

Narrative with cancellations, excluding all tax credits given to individuals

1984 Q2:

EXOG IL: -70+(-5)

EXOG LR: -10+(-10)+(-10)

1984 Q3:

ENDOG SS: -195 (suspension of IORT)

1985 Q1:

EXOG IL: -160 (first stage of tax assistance for pensions)

EXOG IL: 20

EXOG LR: -150

1985 Q3:

ENDOG SS: +195 (end of suspension of IORT)

1986 Q1:

EXOG IL: -65 (second stage of tax assistance for pensions)
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Narrative without transitory measures, excluding all tax credits given to individuals

1984 Q2:

EXOG IL: -70+(-5)

EXOG LR: -10+(-10)+(-10)

1985 Q1:

EXOG IL: -160 (first stage of tax assistance for pensions)

EXOG IL: 20

EXOG LR: -150

1986 Q1:

EXOG IL: -65 (second stage of tax assistance for pensions)

Economic Context

The minister of Finance presented a much better scenario than in the previous

budget. He stated in the Budget Speech: "We find ourselves in a markedly improved

international and domestic environment. World economic recovery is taking hold.

The threats to the financial system have been contained through the close co-operation

of governments, the international institutions and the world banking community." 160

He further stressed that "Canada is faring better than most. Our economy, growing

steadily and surely, is expected to be among the leaders in the industrial nations this

year." 161 In this context, the budget actually had several exogenous measures, with

such aims as simplification of the tax system or fairness in retirement. Specifically, in

closing the Budget Speech, the Minister of Finance stated that "these papers on profit

160Budget Speech 1984, p. 1
161Budget Speech 1984, p. 1
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sharing, on tax simplification, on the mortgage market, and on pension reform, con-

tain far-reaching proposals for action. These proposals will strengthen the partnership

between government and the private sector while they expand economic opportunities

and improve personal economic security for Canadians." 162

Tax Measures

Tax changes affecting individuals

1. Improved tax assistance for pensions. "The budget puts forth proposals (...) for

a fairer and more generous system of tax assistance for retirement saving. A new com-

prehensive deduction limit of 18 per cent of pensionable earnings to a maximum of

$15,500 per year is proposed to apply to all contributions to registered pension and

retirement savings plans." 163 The shortcomings the changes aimed at changing were

described in the Budget Papers; the tax system at the time did not provide "fair access

to tax assistance for individuals in different employment situations," it did not pro-

vide "the flexibility needed to accommodate those with irregular earnings patterns,"

and "the lack of adjustment of the limits in the face of inflation" was also criticized.

164 Different parts of the package were designed to enter into effectiveness at different

dates. For example, the limits for contributions to RRSPs would be phased in gradu-

ally during Stage I, rising from $5,500 to $10,000 in 1985, and with successive further

rises until 1988. In 1988, the comprehensive contribution limits would be extended

to all registered plans. There are only two figures on the Table in the Budget Papers.

Nevertheless, these two figures, for 1984 and 1985, already entail two stages of im-

plementation, therefore I consider them separately. The impact of the first stage of

implementation is computed as -$160 mn in 1985 Q1 and -225 - (-160) = -$65 mn

in 1986 Q1. The emphasis on fairness leads me to label the package as exogenous,

ideological.

162Budget Speech 1984, p. 20
163Budget Papers 1984, p. 18
164Budget Papers 1984, pp. 18 and 19
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2. Rollover of farm capital gains to a Registered Retirement Savings Plan (RRSP).

"The budget proposes a special rule that will allow farmers to better provide for their

retirement. Under this rule a special deduction is provided for taxable capital gains

of up to $120,000 on the sale of qualifying farm property that is invested in an RRSP.

An amendment will ensure that the same benefit is available to those individuals who

would otherwise qualify but have exceeded the age limit of 71 years for making contri-

butions to an RRSP." 165 The Minister justifies the measure with a concern for farmers

who found it hard to provide for their retirement: "This provision recognizes the spe-

cial difficulty farmers have had in providing for their retirement during the years they

are building up their farm." 166 Therefore, I classify this measure as exogenous, ideo-

logical. Qualifying gains would apply if the land had been owned by "December 31,

1983." 167 Therefore, I date it from the budget date. Impact estimated in first full year:

-$70 mn

3. Deduction of one-half of qualifying employee stock option benefits. The govern-

ment proposed to cut taxes over stock option benefits: "To encouragemore widespread

use of employee stock option plans which promote greater employee participation

and increased productivity, the budget proposes that only 50 per cent of the benefit

included in income be taxed." 168 The Minister justified the measure with the need

to reward the most productive employees: "Employee stock options are important in

compensating dynamic and entrepreneurial employees. They provide such employees

with incentives directly related to their ability to increase the productivity, competi-

tiveness, and growth of their company." 169 Therefore, I label the measure exogenous,

long run. The measure would apply to options granted "after February 15, 1984." 170

165Budget Papers 1984, p. 25
166Budget Speech 1984, p. 17
167Budget Papers 1984, p. 25
168Budget Papers 1984, p. 7
169Budget Speech 1984, p. 9
170Budget Papers 1984, p. 7
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Impact estimated in first full year: -$10 mn

4. Changes relating to alimony and maintenance payments. Several "relieving

changes to spouses making support payments after a marriage breakdown" were in-

troduced. 171 It was true that "support payments made by a taxpayer to or for the

benefit of a spouse after a marriage breakdown are generally deductible to the payor

and taxable to the spouse" 172 but this involved some technical restrictions such as

the treatment of payments made before the court agreement; these restrictions were

eased. This constitutes a simplification measure regarding existing legislation, so I la-

bel it exogenous, long run. It applied to payments made after 1983. Impact estimated

in first full year: -$10 mn

5. Restrictions on tax deferral through offshore mutual funds. A tax avoidance

measure was introduced to respond to the fact that investments in non-resident en-

tities were rewarded with a lower tax burden. "The proposed measure will be in the

form of a general anti-avoidance rule that will apply where a taxpayer invests in a

non-resident investment fund and where one of the main reasons for the investment

is to reduce or defer the tax liability that would have applied in respect of the income

from the underlying assets of the fund if such assets had been held directly by the

taxpayer.(...) This measure will not apply until January 1, 1985." 173 Since there is no

other reason provided, I label it exogenous, ideological. Impact estimated in first full

year: +$20 mn

Tax changes affecting individuals and businesses

1. Tax credit for Employee Profit-Participation. "It is proposed that, starting in

171Budget in Brief 1984, p. 12
172Budget Papers 1984, p. 21
173Budget Papers 1984, p. 24
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1985, profits allocated to Employee Profit-Participation Plans be eligible for an in-

come tax credit of about 10 per cent. This tax credit will be shared 60 per cent by the

employees and 40 per cent by the employers. (...) It is proposed that legislation be

introduced to allow such plans to begin operating in 1985." 174 The argument given

is that profit-participation arrangements "have been found to lead to better labour-

management relations, increased productivity growth and more effective control over

costs and inflation." 175 Therefore, I label it exogenous, long run. Impact estimated in

first full year: -$40 mn

2. Increase in exemption for tax instalments. An exemption of making tax instal-

ments was introduced to some individuals and corporations. "The first change will

exempt individuals with federal taxes payable of $1,000 or less from the requirement

to make quarterly tax instalments. The present rule requires payment of quarterly

tax instalments by individuals with federal taxes of more than $400. In addition,

the budget also proposes to extend the $1,000 instalment threshold to corporations.

These changes will apply to the 1984 and subsequent taxation years." 176 In the Budget

Speech, the justification that was offered was that "the quarterly tax payments are a

serious burden to many senior citizens." 177 Therefore, I label the measure exogenous,

ideological. Impact estimated in first full year: -$5 mn

Tax changes affecting businesses

1. Simplification of small business tax measures. Several modifications to the small

business tax system were proposed. The expected results of these changes were de-

scribed as follows: "simplify and shorten the corporate income tax form, reduce the

costs of tax compliance for small businesses, increase access to tax savings for growing

174Budget Papers 1984, pp. 6 and 7
175Budget Papers 1984, p. 6
176Budget Papers 1984, p. 13
177Budget Speech 1984, p. 12
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small businesses; and reduce, by over two-thirds, the amount of the legislation relat-

ing to the low tax rate for small business." 178 The measures were clearly framed in

the Budget Speech as having been designed to reduce the complexity of the tax sys-

tem: "Tax simplification can free valuable resources for the critical tasks of running a

business and making it grow. I recognize that the tax system must inevitably be com-

plex to some degree in order to deal fairly with the wide variety of circumstances that

characterize a complex economy. But I am determined to simplify it where possible."

179 Therefore, I label the package exogenous, long run. This package was subject to

extensive discussion and scheduled to become effective "in the calendar year following

that in which the implementing legislation receives Royal Assent," 180 which in Table

1 on page 31 of the Budget Papers is described as the 1985 tax year. Impact estimated

in first full year: -$150 mn

2. Suspension of Incremental Oil Revenue Tax (IORT). "In recognition of current

industry conditions, this budget proposes to suspend the IORT for a further one-year

period to May 31, 1985. This measure, which will be effected by changes in regula-

tions, will provide $195 million of federal tax savings for the industry." 181 The impact

is computed as -150 - 45 = -195. I enter it in 1984 Q3 and cancel it in 1985 Q3. The

argument provided is that in the energy sector, "while circumstances in the petroleum

industry are improving, there is a need for further temporary assistance." 182 There-

fore, I label it again endogenous, supply stimulus.

3. Federal sales tax changes. The main change in sales tax was the shift of the "ap-

plication of tax on highway vehicles, including motorcycles, from the manufacturer’s

level to the wholesale level." 183 The reason stated in the Budget Speech related to

178Budget Papers 1984, pp. 7 and 8
179Budget Speech 1984, p. 10
180Budget Papers 1984, p. 8
181Budget Papers 1984, p. 28
182Budget Speech 1984, p. 13
183Budget Papers 1984, p. 10
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leveling the playing field for the Canadian auto industry: "At present, the tax on a

Japanese or European car can be $100 to $200 lower than on a comparable car made

in Canada or the United States. The change I propose will result in a small revenue

decrease for the federal government. But it will ensure a uniform application of tax to

all makes of vehicle and end the unfair advantage for imported overseas automobiles.

This measure will support growth and employment in the Canadian auto industry."

184 Since the measure is designed to aid the Canadian auto industry, it could be seen

as endogenous, supply stimulus. However, there is no indication of any short-term

malaise in that sector, so I take at face value the reasons presented by the government,

i.e. increasing competition in the auto industry by eliminating a distortionary feature

of the tax system. Therefore, I label it exogenous, long run. This measure would

"come into effect on March 1, 1984." 185 Impact estimated in first full year: -$10 mn

Overall stance of the budget

The budget contained both ideological and long run measures. In the Budget

Speech, while listing the main guidelines of the Budget, the Minister of Finance em-

phasized both types of measures when he stated that he wished to improve "productiv-

ity and competitiveness" while also "increasing the economic security of Canadians"

and enhancing "assistance to those in greatest need." 186 Therefore, and given that tax

measures are evenly divided both in number and in volume between long run and

ideological measures, I label the budget overall as both exogenous, long run and ex-

ogenous, ideological.

184Budget Speech 1984, p. 13
185Budget Papers 1984, p. 10
186Budget Speech 1984, p. 2
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November 8, 1984, Economic and Fiscal Statement

Narrative without cancellations, excluding all tax credits given to individuals

1984 Q4:

ENDOG SS: -95

1985 Q1:

ENDOG SS: -160 (fuel tax rebate)

ENDOG SS: -64

Narrative with cancellations, excluding all tax credits given to individuals

1984 Q4:

ENDOG SS: -95

1985 Q1:

ENDOG SS: -160 (fuel tax rebate)

ENDOG SS: -64

1987 Q1:

ENDOG SS: 160 (expiration of fuel tax rebate)

Narrative without transitory measures, excluding all tax credits given to individuals

1984 Q4:
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ENDOG SS: -95

1985 Q1:

ENDOG SS: -64

Political and Economic Context

Brian Mulroney’s new government won the September elections. Quickly it was

announced "that the draft Income Tax Bill published in August containing the pro-

posals from the February 1984 budget will be proceeded with immediately with some

minor improvements." 187

Tax Measures

1. Fuel tax rebate. "Our resource sector has been slow to recover and commodity

markets continue to he weak. Businesses have been making efforts to cut costs and

remain competitive in a tough worldmarketplace. The government can help. Farmers,

fishermen, loggers and mine operators will be able to apply for a fuel tax rebate of 3

cents per litre on motor fuels used off-highway, an amount approximately equal to the

federal sales tax. This will apply to gasoline and diesel fuel purchased from December

1984 to the beginning of 1987. The cost of this measure is expected to be $160 million

in 1985-86." 188 I classify this as endogenous, supply stimulus.

2. Rebates for certain sectors. "I am therefore announcing that the Petroleum

Compensation Charge will be increased, effective November 10, 1984. (...)Farmers,

fishermen, loggers and mine operators eligible for the fuel sales tax relief which I an-

nounced earlier will also be allowed rebates approximately equal to the increase in

187Economic and Fiscal Statement, November 8, 1984, p. 9
188Economic and Fiscal Statement, November 8, 1984, p. 10
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the Petroleum Compensation Charge — a total of 1.8 cents per litre. In addition, the

petrochemical industry will not be burdened with the increase in the Charge. The

total cost of these rebates is estimated at $95 million. 189 Again, I classify this as

endogenous, supply stimulus.

3. Oil sands and small businesses. "We are proceedingwith changes to the Petroleum

and Gas Revenue Tax as proposed by the previous government, with two modifica-

tions. I am extending for one year the lower rate of Petroleum and Gas Revenue Tax

that applies to integrated oil sands projects and will double the threshold level of the

small producers’ credit from $250,000 to $500,000 effective January 1, 1985. The cost

of these measures is estimated at $64 million in 1985-86." 190 The Statement justified

this saying "the federal government is determined that its fiscal regime for oil reflect

the importance of energy supply for Canada’s future and the economic contribution

that will come from greater industry investment." 191 Again, I classify this as endoge-

nous, supply stimulus.

Overall stance of the Economic and Fiscal Statement

All the measures announced for which there is an indication of an impact were

endogenous, supply stimulus, so that’s how I label the November 8, 1984 Statement.

1985 May 23rd

(million Can. dollars, numbers taken from Budget Papers 1985, Table 3, pp. 90-

93)

Narrative without cancellations, excluding all tax credits given to individuals

189Economic and Fiscal Statement, November 8, 1984, p. 11
190Economic and Fiscal Statement, November 8, 1984, p. 11
191Economic and Fiscal Statement, November 8, 1984, p. 12
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1985 Q3:

EXOG DC: 500 (temporary surtax on high income individuals)

EXOG DC: 460 (temporary surtax on corporations)

EXOG DC: 50

EXOG LR: 105+(-10)+100+(-125)+420+90

EXOG IL: 320

ENDOG SS: -250+(-225)+(-920)

ENDOG DR: 20

1985 Q4:

ENDOG DR: 930

ENDOG SS: -95

1986 Q1:

EXOG DC: 635+650+825

EXOG DC: 85 (temporary tax on bank capital)

EXOG IL: -80+(-40)

EXOG LR: -2

ENDOG SS: -30 (extension of special investment tax credit)

ENDOG SS: -7 (extension of small bond provision)

ENDOG SS: -30 (extension of withholding tax exemption)

ENDOG SS: -515

Narrative with cancellations, excluding all tax credits given to individuals

1985 Q3:

EXOG DC: 500 (temporary surtax on high income individuals)

EXOG DC: 460 (temporary surtax on corporations)
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EXOG DC: 50

EXOG LR: 105+(-10)+100+(-125)+420+90

EXOG IL: 320

ENDOG SS: -250+(-225)+(-920)

ENDOG DR: 20

1985 Q4:

ENDOG DR: 930

ENDOG SS: -95

1986 Q1:

EXOG DC: 635+650+825

EXOG DC: 85 (temporary tax on bank capital)

EXOG IL: -80+(-40)

EXOG LR: -2

ENDOG SS: -30 (extension of special investment tax credit)

ENDOG SS: -7 (extension of small bond provision)

ENDOG SS: -30 (extension of withholding tax exemption)

ENDOG SS: -515

1986 Q3:

EXOG DC: -460 (expiration of temporary surtax on corporations)

1987 Q1:

EXOG DC: -500 (expiration of temporary surtax on high income individuals)

ENDOG SS: 30 (expiration of extension of special investment tax credit)

1988 Q1:
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EXOG DC: -85 (expiration of temporary tax on bank capital)

ENDOG SS: 7 (expiration of extension of small bond provision)

1989 Q1:

ENDOG SS: 30 (expiration of extension of withholding tax exemption)

Narrative without transitory measures, excluding all tax credits given to individuals

1985 Q3:

EXOG DC: 50

EXOG LR: 105+(-10)+100+(-125)+420+90

EXOG IL: 320

ENDOG SS: -250+(-225)+(-920)

ENDOG DR: 20

1985 Q4:

ENDOG DR: 930

ENDOG SS: -95

1986 Q1:

EXOG DC: 635+650+825

EXOG IL: -80+(-40)

EXOG LR: -2

ENDOG SS: -515
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Political Context

Unfavorable polls made Prime Minister Pierre Trudeau announce his resignation

and gave way for a new leader of the Liberal Party. Former minister John Turner was

elected leader in a Liberal convention on June 16, 1984. He was appointed prime

minister after Pierre Trudeau officially resigned on June 30, 1984. In July 9, the new

Prime Minister announced early elections. In September 4th, 1984, elections took

place. 192 The Liberals were defeated resoundingly and the Progressive Conservative

party, now under the leadership of Brian Mulroney, won an absolute majority of the

seats, 211 out of 282.

Economic Context

The economic outlook was positive. The Minister of Finance mentioned that most

indicators were encouraging: "In Canada, our economy grew strongly in 1984. Real

growth was 4.7 per cent, the highest since 1976. Inflation averaged 4.4 per cent, the

lowest since 1971. Inflation has since fallen below 4 per cent. Interest rates have de-

clined." Employment was also growing, as "more than 200,000 jobs have been created

since this government took office; the recorded increase in employment last month

was the highest in five years." Nevertheless, the government was concerned, as the

Minister of Finance stated that "high deficits continue to put pressure on interest rates

worldwide" and "protectionist pressures threaten the open trading system that has

done so much to increase world prosperity." 193

The Minister stated that "this budget does much more than restore fiscal respon-

sibility to government finance" and promised to "promote growth and job creation by

encouraging private initiative, improving government effectiveness and controlling

our national debt." 194 This indicates that the main concern of the government in the

budget was deficit consolidation.

192See Frizzell and Westell (1985), pp. 1-13
193Budget Speech 1985, p. 3
194Budget Speech 1985, p. 5
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Tax Measures

Major Personal Income Tax Measures

1. Lifetime exemption for capital gains. "To encourage more Canadians to invest

in small and large businesses, the budget proposes a lifetime capital gains exemption

of $500,000 for every Canadian. All capital property will qualify." 195 This exemption

would apply to gains realized after 1984 by individuals. "Since only 50 per cent of

capital gains are now included in income for tax purposes, the lifetime exemption will

effectively remove the tax on $250,000 of taxable capital gains." 196 There would be a

phasing in for the exemption on gains on stock dividends or employee stock options,

from 1985 to 1990. The motivation was to "support equity investment, (...) improve

the balance sheets and financial health of Canadian companies, (...) help small busi-

nesses grow." 197 Therefore, I label the measure exogenous, long run. A large number

of provisions would go into effect with the exemption and their specific impact is not

discriminated; they are described in Budget 1985, pp. 5 to 7. The implementation

date of these provisions varied wildly. For that fact and because no indication is given

for the impact of the capital gains exemption post-1987, I choose to drop it. Impact

estimated in first full year: -$700 mn

2. Modification of personal income tax indexation. The updating of exemptions

and brackets was made smaller than the growth rate in prices, translating into a strong

increase in revenue. "Currently, the indexing adjustment for each year is based on the

average annual increase in the CPI for the 12-month period ending on September 30

of the previous year. The budget proposes that, beginning in the 1986 taxation year,

the indexation of personal exemptions and tax brackets will be based on the amount

of the annual increase in the CPI that exceeds 3 per cent." 198 When discussing this

195Budget in Brief 1985, p. 4
196Budget Papers, 1985, p. 3
197Budget papers 1985, p. 3
198Budget Papers 1985, p. 73
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measure in the Budget Speech, the new Minister of Finance Michael Wilson stated

that "the purpose of indexation has been to protect Canadians from the effects of ris-

ing prices. But it has become increasingly clear that Canadians must also find a way to

protect themselves against rising deficits and the soaring national debt." 199 Therefore,

I classify the measure as exogenous, deficit consolidation. Impact estimated in first

full year: +$635 mn

3. Temporary surtax on high-income individuals. A new surtax on high-income

taxpayers was created. "For the 18-month period beginning July 1, 1985, the budget

proposes to introduce a surtax on high-income earners. The surtax will be at the rate

of 5 per cent on federal basic tax between $6,000 and $15,000 and 10 per cent on basic

federal tax in excess of $15,000." 200 The implementation date was 1985 Q3, and it

was due to expire on 1987 Q1. It was described, along with the surtax on large corpo-

rations, as a "deficit-reduction surtax" by the Minister of Finance. Therefore, I label it

exogenous, deficit consolidation. Impact estimated in first full year: +$500 mn

4. Elimination of federal tax reduction. "As part of the deficit reduction measures,

the budget proposes to eliminate the federal tax reduction for 1986 and subsequent

taxation years." 201 I classify it as exogenous, deficit consolidation. Impact estimated

in first full year: +$650 mn

5. Elimination of RHOSP deduction. "The registered home ownership savings plan

(RHOSP) was introduced in 1974, allowing taxpayers who were not home owners to

deduct contributions of up to $1,000 a year, to a lifetime maximum of $10,000, to save

for a home. These contributions resulted in savings on both federal and provincial

income taxes. (...) Effective May 23, 1985 contributions to an RHOSP can no longer be

199Budget Speech 1985, p. 17
200Budget Papers 1985, p. 73
201Budget Papers 1985, p. 75
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made" 202 and thus preferential treatment ended. The argument presented was that,

due to other pro-growth measures being put forward, "a substantial portion of these

funds will find their way into entrepreneurial and job-creating investments, as well

as providing a boost to housing and consumption." 203 Since the goal of the measure

was to change incentives, I label it exogenous, long run. Impact estimated in first full

year: +$105 mn

6. New limits for pension plan contributions. "The current system discriminates

among people in different types of pension plans. Starting in 1986 the limits on RRSP

contributions will increase each year until 1990, at which time equity will be restored

between RRSPs and other types of pension plans." 204 The estimated impact is given

only for 1986. The argument put forward is that "these newmeasures will significantly

improve opportunities to build decent retirement incomes for the growing number of

Canadians in small business, farming and the professions." 205 The changes in the tax

treatment of retirement saving were motivated by the necessity to get "a fairer access

to tax assistance for employees in defined benefit plans and others saving through dif-

ferent types of retirement savings plans, greater flexibility in the timing of retirement

saving contributions; and increased incentives for profit-sharing." 206 Therefore, I la-

bel it exogenous, ideological. Impact estimated in first full year: -$80 mn

7. Exemption for interest-free housing loans. "The budget proposes to exempt

from tax certain benefits received by an employee as a result of an interest-free or

low-interest housing loan received from an employer where the employee relocates in

order to maintain employment or to begin a new job. The measure will apply in de-

termining taxable benefits for the 1985 and subsequent years where the employment

202Budget Papers 1985, p. 76
203Budget Speech 1985, p. 19
204Budget Speech 1985, p. 13
205Budget Speech 1985, p. 14
206Budget Papers 1985, p. 49
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at the new location in Canada starts after May 23, 1985." 207 The reason presented for

this measure was to "facilitate mobility of employees" and to take "account of the fact

that housing loans are an effective way for employers to compensate employees who

must move to an area where living costs are higher." 208 Thus, I label this exogenous,

long run. Impact estimated in first full year: -$10 mn

8. Extension of disability deduction. The deduction for disabled people was to be

expanded by extending the definition of disabled person to a greater number of peo-

ple: "A new definition, applicable for the 1986 and subsequent taxation years, to be

administered by medical experts in the Department of National Health and Welfare,

has been developed which will include all severely disabled Canadians. (...) About

185,000 people are expected to benefit under the broader definition, a substantial

increase over the 65,000 current claimants." 209 In the Budget Speech, the Minister

further added that "the tax definition of disability is too narrow" 210 and needed to be

expanded. Impact estimated in first full year: -$40 mn

9. Modification of exemptions for children and other dependants. Impact esti-

mated in first full year: negligible.

10. Modification to the child tax credit. Several increases in the child tax credit

were to be phased in until 1989. The government stated that this was being done

to reduce inequities: "The proposed increase in the child tax credit will provide in-

creased support to low income families, while benefits for higher-income families will

be reduced. This will ensure that current inequities in the distribution of benefits —

whereby benefits increase with income over certain income ranges—will be corrected

207Budget Papers 1985, p. 11
208Budget Papers 1985, p.12
209Budget Papers 1985, pp. 56 and 57
210Budget Speech 1985, p. 14
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by 1989." 211 Thus, I classify it as exogenous, ideological. Impact estimated in first

full year: -$150 mn

Major Measures Affecting Corporations

1. Temporary corporate surtax. "As part of the budget policy of deficit reduction, a

temporary surtax of 5 per cent will be imposed on the federal income tax payable by

corporations, with the exception of tax on income qualifying for the low small busi-

ness tax rate. The surtax will be in place for the 12 months from July 1, 1985 to June

30, 1986." 212 To get a full year impact I add the impact for the second half of 1985 and

the first half of 1986 given in Table 3, page 90 of the Budget papers to get +$460 mn.

In Parliament, Minister Michael Wilson admitted the main goal of this measure was

to reduce the deficit and the debt: "What we have set out to do in this Budget is set the

Government on a track toward getting control of the massive debt problem which is

a burden on all Canadians, (...) there is a broad attack taking place, (...) everyone has

been asked to share some of the load. There is to be a tax on the capital of banks, and

a surtax on corporations." 213 The measure is clearly designed to reduce the deficit,

therefore I label it exogenous, deficit consolidation.

2. 1 per cent capital tax on chartered banks and trust companies. The budget pro-

posed that "commencing January 1, 1986 a tax be levied for two years on the capital of

larger financial institutions (...) The tax will be at an annual rate of 1 per cent of the

capital employed in Canada in excess of a $200 million threshold." 214 In the Budget

Speech, the deficit consolidation goal is clearly stated: "The purpose of this measure

is to ensure that they bear an appropriate part of the tax load at a time when deficit

reduction is a high priority." 215 From this quote and from the one mentioned just

211Budget Papers 1985, p. 43
212Budget Papers 1985, p. 75
213Hansard Debates, May 28, 1985, p. 5139
214Budget Papers 1985, p. 75
215Budget Speech 1985, p. 19
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above from May 28, I decide to label this as exogenous, deficit consolidation. Impact

estimated in first full year: +$85 mn

3. Termination of the scientific research tax credit. The budget proposed that "the

scientific research tax credit (SRTC) be eliminated, effective immediately." 216 The rea-

sons presented by the government were that there were "problems in ensuring the ef-

fectiveness of the program" and that "more cost-effective incentives for assisting the

financing of R&D" were being introduced. 217 Furthermore, the Minister of Finance

referred to the tax credit as one of "a number of loopholes in investment" 218 that were

being eliminated. Therefore, I classify this as exogenous, long run. Impact estimated

in first full year: +$100 mn

4. Refund of investment tax credit on first $2 million annually of current R&D ex-

penditures by small companies. The tax credit earned by small Canadian corporations

on Research and Development was made more generous. "Under existing rules, the

remaining part of a firm’s unused tax credit can be carried forward to reduce tax for up

to seven years. Under the new proposal, the full amount of the credit earned will be

available to the taxpayer, either as a reduction of tax liability or as a cash refund, (...)

effective for qualifying expenditures made after May 23, 1985." 219 The reason used

to justify the measure was that it would be "of most use to small start-up R&D firms

whomay not otherwise be able to use tax incentives immediately and the measure will

provide additional financing at this stage of their development." 220 Therefore, I label

this exogenous, long run. Impact estimated in first full year: -$125 mn

5. Extension of 50 per cent investment tax credit for one year. "The special invest-

216Budget Papers 1985, p. 17
217Budget Papers 1985, p. 17
218Hansard Debates, June 3, 1985, p. 5324
219Budget Papers 1985, p. 15
220Budget Papers 1985, p. 15
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ment tax credit of 50 per cent for investment in manufacturing in designated areas,

introduced in 1980 for a five-year period, is due to expire at the end of 1985. (...)

The budget proposes to extend this special credit until December 31, 1986." 221 The

areas designated for this tax credit were, among others, some parts of Yukon and the

Northwest Territories. The Parliamentary Secretary to the Secretary of State, Geoff

Scott, justified it during the second reading debate, by saying that "five years ago, a

tax credit was introduced to encourage investment in areas of Canada suffering from

high unemployment and low per-capita income (...) Bill C-84 extends the expiry date

for one year to accommodate investments made on or before December 31, 1986." 222

This measure is stated as being directly tied to the prosecution of an endogenous mo-

tive; I interpret this as meaning that the government thought it should be extended

to completely fulfill that goal, therefore I label it endogenous, supply stimulus. The

estimated impact in the first full year was -$30 mn. I enter this on 1986 Q1 and cancel

it 1987 Q1.

6. Extension of small business bond provision. The small business bond program

allowed borrowers an exemption on interest earned on loans; it was extended. "The

budget proposes to extend this measure for a further two years to cover debt instru-

ments issued by the end of 1987. Previously the measure was scheduled to expire at

the end of 1985." 223 This was described as a measure intended to stimulate a specific

sector, as MP O’Neill stated that "this will allow farmers and business people to obtain

lower cost capital through financial institutions. (...) These measures and many others

will aid the private sector in Atlantic Canada to grown and flourish." 224 I label it as

endogenous, supply stimulus. Impact estimated in first full year: -$7 mn

7. Extension of withholding tax exemption for long-term corporate debt and gov-

221Budget Papers 1985, p. 18
222Hansard Debates, December 5, 1985
223Budget Papers 1985, p. 17
224Hansard Debates, May 31, 1985, p. 5275
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ernment securities. The government proposed an extension of the non-resident ex-

emption on withholding tax "on certain long-term debt obligations of corporations

and on debt obligations of Canadian governments, provided these are issued by the

end of 1985. The budget proposes an extension of this exemption for such debt obliga-

tions issued before 1989." 225 The goal was to "ensure that corporations have continued

access to long-term debt financing at competitive rates." 226 I label this endogenous,

supply stimulus. The implementation date was 1986 Q1 and it would expire on 1989

Q1. Impact estimated in first full year: -$30 mn

8. Restriction of investment tax credit to expenditures net of grants and other

assistance payments. Modifications were introduced on the investment tax credit to

make it depend on "the cost of eligible investments net of any government assistance

or reimbursement which the taxpayer has received or is entitled to receive. This will

ensure that an investment tax credit will be based on the taxpayer’s actual costs. It will

avoid the undesirable stacking of benefits from grants and tax incentives that can re-

sult under the existing system." 227 The Minister called the system at the time "giving

with both hands." 228 Since the focus is on optimizing the use of available resources

and eliminate waste, I label it exogenous, deficit consolidation. Impact estimated in

first full year: +$50 mn

Energy Tax Measures

1. Phase out of the Petroleum and Gas Revenue tax (PGRT). "The Petroleum and

Gas Revenue Tax (PGRT) was imposed on January 1, 1981 for oil and natural gas pro-

duction revenue and royalties. (...) Commencing on January 1, 1986 the PGRT will

be phased out for existing production." 229 The Minister of Finance justified the mea-

225Budget Papers 1985, p. 11
226Budget Papers 1985, p. 11
227Budget Papers 1985, p. 60
228Budget Paper 1985, p. 10
229Budget Papers 1985, p. 12
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sure in Parliament by saying that what the government tried to do was "to provide a

taxation regime for the oil industry which is comparable to tax regimes in other indus-

tries." He alerted an Opposition MP about the situation of "the oil and gas industry in

western Canada" as well as "the companies which were shut." He stated that the inten-

tion was to "remove a discrimination which was hurting an industry in Alberta and

also other parts of Canada where there are major suppliers to the oil and gas industry."

230 Therefore I label it as endogenous, supply stimulus. The only impact given is for

year 1986, -$515 mn.

2. Exemption from PGRT for new production revenues. "Production revenue and

royalties related to oil, natural gas, and gas liquids produced from new wells on which

drilling began on or after April 1, 1985 will be exempt from PGRT. The exemption will

require a reasonable allocation of total costs between exempt and non-exempt pro-

duction." 231 Progressive Conservative MP DonMazankowski justified the measure by

saying that "the [Liberal government’s] National Energy Program which we disman-

tled cost Ontario 90,000 jobs and Alberta 70,000 jobs," and about new and smaller

oil companies he said the measure "quite delights them by virtue of the fact that the

PGRT us literally removed on all new production." 232 I label it endogenous, supply

stimulus. Impact estimated in first full year: -$250 mn

3. Offset of unused exploration (CEE) and development (CDE) income tax deduc-

tions against PGRT. A new provision would be introduced that would "allow unused

corporate income tax deductions associated with certain eligible exploration and de-

velopment expenditures to be used to reduce a corporation’s PGRT for taxation years

ending after March 31, 1985." 233 Barbara McDougall, Minister of State (Finance),

stated about the measure that it would be "of particular benefit to a number of smaller

230Hansard Debates, June 27, 1985, p. 6280
231Budget Papers 1985, p. 13
232Hansard Debates, May 14, 1985, p. 4741
233Budget Papers 1985, p. 13
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Canadian companies." 234 I label the measure endogenous, supply stimulus. Impact

estimated in first full year: -$225 mn

4. Annual $10,000 exemption from PGRT for individuals. "The budget introduces

an income exemption for individuals from the PGRT in order to simplify tax compli-

ance. This measure will allow the first $10,000 of an individual Canadian resident’s

annual resource income on production after December 31, 1985 to be exempt from

the PGRT." 235 Barbara McDougall also referred to this by saying that "this measure

will remove the burden of filing returns from several thousand Canadians who have

some amounts of royalty income from producing oil and gas wells." 236 Due to this

focus on simplification, I label this measure exogenous, long run. Impact estimated

in first full year: -$2 mn

5. Removal of the Canadian Ownership Special Charge. "The Canadian Ownership

Special Charge (COSC) was introduced effective May 1, 1981 on petroleum, natural

gas, and gas liquids consumed in Canada. The charge will be set at zero by regulation

under the Energy Administration Act (EAA) effective June 1, 1985." 237 The removal

of the special charge was seen as counterbalanced by the increase in the excise tax on

fuels, as the Minister of Finance stated about the removal of the Canadian Ownership

Special Charge, that "in its place, the excise tax on transportation fuels will increase

by 2 cents per litre." 238 Even before the Budget was presented, Progressive Conser-

vative MP Alan Redway stated that the elimination of many federal oil and gas taxes,

among which was the Canadian Ownership Special Charge, was "designed to stimu-

late investment and create jobs." 239 The elimination of these taxes was being made

according to the Western Accord, a big initiative aimed at deregulating the price of

234Hansard Debates, November 18, 1985, p. 8551
235Budget Papers 1985, p. 13
236Hansard Debates, November 18, 1985, p. 8551
237Budget Papers 1985, p. 14
238Budget Speech 1985, p. 18
239Hansard Debates, April 3, 1985, p. 3659
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oil. I classify the measure as endogenous, supply stimulus. Impact estimated in first

full year: -$920 mn

Commodity Tax Measures

1. One-per-cent increase in the sales tax rates. The government, increased by one

per cent "the rates of sales tax, currently 6 per cent for construction goods and cable

and pay television services, 13 per cent for alcoholic beverages and tobacco, and 10 per

cent for other taxable goods (...), on January 1, 1986." 240 Barbara McDougall, Minister

of State (Finance), stated that "the deficit affects us all and it threatens us all. Deficit

control measures must be shared as broadly as possible if results of the magnitude

required are to be achieved. Therefore, effective January 1, 1986, all the ad valorem

federal sales tax rates will increase by one percentage point." 241 Therefore, I label the

measure exogenous, deficit consolidation. Impact estimated in first full year: +$825

mn

2. Imposition of 2.0 cents/litre excise tax on motive fuels. "The government is

proposing an excise tax increase of 2 cents per litre on gasoline, diesel, aviation gaso-

line and jet fuel. The tax will apply to all users of these fuels." 242 Barbara McDougall,

Minister of State (Finance), refers this measure when she discusses several deficit re-

duction measures, by saying that "deficit control measures must be shared as broadly

as possible if results of the magnitude required are to be achieved. (...) [The] two

cent levy will generate $160 million in 1985 and some $930 million in the full year

1986." 243 Nevertheless, the Budget makes clear that this tax is supposed to replace

the Canadian Ownership Special Charge on page 18. The same nexus is established

by the Minister of Finance in the Budget Speech when he says "the Canadian Owner-

ship Special Charge of 0.7 cents per litre on transportation fuels will be removed June

240Budget Papers 1985, p. 79
241Hansard Debates, October 24, 1985, p. 7942
242Budget Papers 1985, p. 79
243Hansard Debates, October 24, 1985, p. 7942
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1. In its place, the excise tax on transportation fuels will increase by 2 cents per litre,

effective September 3." 244 Therefore, I classify the measure as endogenous, deficit

reduction and not deficit consolidation. Impact estimated in first full year: +$930 mn

3. Increase in excise levies on cigarettes and tobacco. "In recognition of the health

hazard and the attendant costs to society of smoking, the excise levies on cigarettes

are increased by 1 cent per cigarette effective immediately. Tax on a large pack of

cigarettes will thus rise by 25 cents. The levies on other tobacco products will also

be increased proportionately." 245 In the Budget Speech, again the health motivation

is raised: "I recognize this increase is substantial, but I have taken into account the

serious health hazards and high public health costs related to smoking." 246 Therefore,

I label the measure exogenous, ideological. Impact estimated in first full year: +$320

mn

4. De-indexation of excise levies on alcohol and tobacco products. "The excise

levies on alcoholic beverages and tobacco products are expressed as specific amounts

of tax per unit of product as opposed to ad valorem taxes which are expressed as a

percentage of the price of a product. Currently, the levies are automatically adjusted

annually in line with increases in the CPI. The government believes that automatically

increasing the excise levies on alcohol and tobacco products in accordance with a rigid

formula is not appropriate. The budget proposes to eliminate the automatic indexa-

tion of the taxes on alcoholic beverages and tobacco products. In place of the increases

scheduled for September 1, 1985, the budget proposes to increase the levies on spirits,

beer and wine by 2 per cent, effective immediately." 247 Barbara McDougall mentions

that the "slight increase is in response to problems currently being experienced by cer-

tain parts of the alcoholic beverage industry." 248 In other words, the increase in the

244Budget Speech 1985, p. 18
245Budget papers 1985, p. 77
246Budget Speech 1985, p. 18
247Budget Papers 1985, p. 77
248Hansard Debates, October 24, 1985, p. 7942
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excise tax on alcohol was smaller than it would otherwise have been and the shift away

from automatic indexation was designed so that it would benefit the industry. There-

fore, I label the de-indexation as endogenous, supply stimulus. Impact estimated in

first full year: -$95 mn

5. 2 per cent increase in excise levies on alcohol. The relevant quotes are shown

above. This measure was coupled with the end of automatic indexation of excise levies

on alcohol and tobacco products. The health reasons presented for the excise tax in-

crease on tobacco were not presented here. Therefore, I label it endogenous, deficit

reduction. Impact estimated in first full year: +$20 mn

6. Extension of the federal sales tax to candy, soft drinks, etc. "The exemption

from sales tax applying to a range of consumer goods is being ended, effective July 1,

1985. (...) This government has re-examined a number of these tax exemptions, as has

the Ministerial Task Force on Program Review (headed by the Deputy Prime Minister)

which has recommended a repeal of several of them. These exemptions have resulted

in a significant erosion of the federal sales tax base. The rationale which originally

prompted the exemptions is no longer valid in many cases. They give rise to seri-

ous administrative and compliance difficulties in distinguishing taxable from exempt

products" 249 There were two justifications: on the one hand to simplify the admin-

istrative work of the tax system, but also to reduce the deficit. The deficit-reduction

goal was mentioned in the Budget along with the goal of reducing distortions, as it

stated the changes were necessary not only "in response to these [distortion] concerns"

but also "to spread the burden of deficit reduction over a wider range of consumer

goods." 250 But in the Budget Speech, the Minister of Finance justified it simply by

saying that "the current exclusions are often imprecisely defined and lead to compet-

itive distortions among manufacturers producing essentially similar products." 251 I

249Budget Papers 1985, pp. 77 and 78
250Budget Papers 1985, p. 78
251Budget Speech 1985, p. 10
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take this as the main justification and I label these changes exogenous, long run. Im-

pact estimated in first full year: +$420 mn

7. Elimination of special provision for off-site construction materials. A differen-

tial tax treatment of off-site construction materials was eliminated. "To ensure a more

uniform application of tax, the budget proposes a repeal of this special provision for

prefabricated construction goods. As a result, they will all become taxable at the rate

of 6 per cent of the manufacturers’ sale price. Mobile homes and modular building

units will be taxable on only 70 per cent of the sale price to keep the tax on them in

line with the tax on structures built on site. These measures will be effective July 1,

1985." 252 The argument invoked by the Minister of Finance was that "due to changing

construction practices, the differential is no longer appropriate." 253 Later, theMinister

of Finance, while answering a question in Parliament by Liberal MP Alfonso Gagliano

about the measure, said that "we must get the deficit under control" and "we have to

remove the loopholes and exemptions in the taxation system." 254 This points to an

element of deficit consolidation, but the closing of the loophole is much more stressed

by the government, so I label it exogenous, long run. Impact estimated in first full

year: +$90 mn

Overall stance of the budget

In the Budget Speech, the Minister of Finance summarized the basic guidelines

of the budget when he stated: "We have delivered on our commitment to take ac-

tions that will achieve net expenditure reductions of $15 billion in 1990-91. And we

have done so in a balanced way that is sensitive to the regions of the country. This

restructuring is very significant. But it is not enough to make a meaningful start on

252Budget Papers 1985, p. 80
253Budget Speech 1985, p. 10
254Hansard Debates, June 26, 1985, p. 6201
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restoring a healthy fiscal balance. I have therefore, reluctantly, accepted the necessity

of increasing taxes." 255 He then goes on to list the main revenue-increasing measures

in the budget. Therefore, the budget is exogenous, deficit consolidation.

1986 Feb 26th

(million Can. dollars, numbers taken from Budget Plan 1986, Table from pp. 51-

53)

Narrative without cancellations, excluding all tax credits given to individuals

1986 Q2:

EXOG LR: 30+20+460

EXOG DC: 1050+150

EXOG IL: -10

ENDOG SS: -10

ENDOG DR: 10

1986 Q3:

EXOG DC: 1200

1987 Q1:

EXOG DC: 390

EXOG LR: -250

EXOG LR: 240 (first stage of investment tax credit reduction)

EXOG LR: 35 (first stage of investment tax credit reduction for unincorporated busi-

nesses)

255Budget Speech 1985, p. 18
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EXOG IL: -120

ENDOG SS: -120 (one-year extension of fuel tax rebate)

1987 Q3:

EXOG LR: -560 (first stage of reduction in corporate income tax rates)

1988 Q1:

EXOG LR: 295 (second stage of investment tax credit reduction)

EXOG LR: 35 (second stage of investment tax credit reduction for unincorporated

businesses)

1988 Q3:

EXOG LR: -480 (second stage of reduction in corporate income tax rates)

1989 Q1:

EXOG LR: 445 (third stage of investment tax credit reduction)

EXOG LR: 75 (second stage of investment tax credit reduction for unincorporated

businesses)

1989 Q3:

EXOG LR: -590 (third stage of reduction in corporate income tax rates)

Narrative with cancellations, excluding all tax credits given to individuals

1986 Q2:

EXOG LR: 30+20+460

EXOG DC: 1050+150
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EXOG IL: -10

ENDOG SS: -10

ENDOG DR: 10

1986 Q3:

EXOG DC: 1200

1987 Q1:

EXOG DC: 390

EXOG LR: -250

EXOG LR: 240 (first stage of investment tax credit reduction)

EXOG LR: 35 (first stage of investment tax credit reduction for unincorporated busi-

nesses)

EXOG IL: -120

ENDOG SS: -120 (one-year extension of fuel tax rebate)

1987 Q3:

EXOG LR: -560 (first stage of reduction in corporate income tax rates)

1988 Q1:

ENDOG SS: +120 (expiration of one-year extension of fuel tax rebate)

EXOG LR: 295 (second stage of investment tax credit reduction)

EXOG LR: 35 (second stage of investment tax credit reduction for unincorporated

businesses)

1988 Q3:

EXOG LR: -480 (second stage of reduction in corporate income tax rates)
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1989 Q1:

EXOG LR: 445 (third stage of investment tax credit reduction)

EXOG LR: 75 (second stage of investment tax credit reduction for unincorporated

businesses)

1989 Q3:

EXOG LR: -590 (third stage of reduction in corporate income tax rates)

Narrative without transitory measures, excluding all tax credits given to individuals

1986 Q2:

EXOG LR: 30+20+460

EXOG DC: 1050+150

EXOG IL: -10

ENDOG SS: -10

ENDOG DR: 10

1986 Q3:

EXOG DC: 1200

1987 Q1:

EXOG DC: 390

EXOG LR: -250

EXOG LR: 240 (first stage of investment tax credit reduction)

EXOG LR: 35 (first stage of investment tax credit reduction for unincorporated busi-

nesses)

EXOG IL: -120
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1987 Q3:

EXOG LR: -560 (first stage of reduction in corporate income tax rates)

1988 Q1:

EXOG LR: 295 (second stage of investment tax credit reduction)

EXOG LR: 35 (second stage of investment tax credit reduction for unincorporated

businesses)

1988 Q3:

EXOG LR: -480 (second stage of reduction in corporate income tax rates)

1989 Q1:

EXOG LR: 445 (third stage of investment tax credit reduction)

EXOG LR: 75 (second stage of investment tax credit reduction for unincorporated

businesses)

1989 Q3:

EXOG LR: -590 (third stage of reduction in corporate income tax rates)

Economic Context

The government presented good prospects for the economy, with a predicted "real

growth of 3.7 per cent for 1986, one of the highest rates of growth among the industri-

alized countries," which was expected to continue for the following years, an inflation

rate that would "remain steady around 4 per cent" and an expected unemployment

rate at the end of 1986 "of about 9.6 per cent, falling to 9.0 per cent by the end of
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1987." 256 Productivity was growing and costs were controlled, so that "the competi-

tiveness of Canadian industry has improved." 257 At the same time, the government

congratulated itself on the performance of the budget deficit, not without a note of

concern for the debt, which still remained high: "The deficit is coming down. But the

mounting burden of public debt continues to threaten our future. It is growing faster

than our ability to pay. It must be controlled." 258 In the Budget Speech, the Minister

of Finance further stated: "Spending cuts alone cannot bring about fiscal stability by

the end of the decade. To accomplish that goal, we must start paying the full cost

of present government programs and a share of the interest burden built up over past

years. I am therefore announcing the following tax increases," 259 after which he listed

several tax increases, namely the surtax on individuals and corporations, the increase

by 1 percentage point of the federal sales tax, and the increase of the excise taxes and

duties on alcohol and tobacco. Thus, the goal of deficit consolidation was very much

present in the budget.

Tax Measures

Measures affecting individuals

1. Changes to the tax treatment of dividends. The budget proposed that "effective

January 1, 1987, the dividend gross-up and tax credit will be reduced from one-half to

one-third of the amount of dividends received by individuals from taxable Canadian

corporations." 260 Additionally, the Minister of Finance proposed that "effective this

year, the taxation of dividends from taxable Canadian corporations under the mini-

mum tax be based on the actual amount of cash dividends received," 261 which was

less than the gross-up income by 50 percent. The impact of the measure was -$150 mn

in 1986 and +$250 in 1987. I enter this as -150 / 3 multiplied by 4, or -200 in 1986

256Budget Speech 1986, p. 22
257Budget Speech 1986, p. 3
258Budget Speech 1986, p. 1
259Budget Speech 1986, p. 15
260Budget Papers 1986, p. 36
261Budget Speech 1986, p. 15
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Q2; and 250 - (-200) = 450 in 1987 Q1. The goal of the change of tax treatment of

dividends was to simplify the tax system, as Minister of State (Finance) Barbara Mc-

Dougall stated that this measure regarding the dividend tax credit and the minimum

tax was part of a government strategy that "closed a lot of tax loopholes." Hansard

Debates, March 5, 1986, p. 11216 Thus, I classify this as exogenous, long run.

2. Reduction of the investment tax credit for unincorporated businesses. The

three-stage reduction in the investment tax credit was explained in pp. 29 and 30

of the Budget Papers, with a schedule given in the table of page 30. The impacts are

$35 mn (beginning of 1987), $35 mn (beginning of 1988) and $75 mn (beginning of

1989). The reduction for unincorporated businesses was not separately explained in

those pages, so I have to assume that it follows a similar schedule such as the one for

other businesses. Given that the reduction of the investment tax credit was presented

as a a form or simplifying the tax system, I classify this as exogenous, long run. For

more on this, see "Reduction of investment tax credit" shown below.

3. Elimination of the inventory allowance for unincorporated businesses. "The

budget proposes that the inventory allowance be eliminated." 262 It had been intro-

duced in the late seventies, when there was concern "about the effects of inflation

in distorting the measurement of income reported on financial statements and the

related tax consequences." 263 In the Budget Plan, the government stated that the re-

duction in corporate income tax rates, the changes to the investment tax credit and

the elimination of the inventory allowance were all designed so that "the tax system

would have less influence on the investment decisions of business, and the tax system

would be simplified." 264 In Parliament, Progressive Conservative MP Alan Redway

further stated that "the Minister has moved to close more of the loopholes that none of

us like, loopholes that allow individuals and corporations to avoid paying taxes. This

262Budget Papers 1986, p. 30
263Budget Document 1977, p. 37
264Budget Papers 1987, p. 27
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time loopholes have been closed on corporate inventory allowance, on the general in-

vestment tax credit, with respect to tax deductions for limited partnerships, dealing

with deferred salary payments and marriage exemptions." 265 Therefore, I classify the

elimination of inventory allowance as exogenous, long run. The Minister of Finance

stated: "The 3 per cent inventory allowance will be eliminated effective today. " 266 So

the implementation date is the budget date. Impact estimated in first full year: +$30

mn

4. Changes to marital exemption for year of marriage. To accommodate for couples

that marry late in the year, "the budget proposes to base the exemption on the spouse’s

income for the whole year, rather than from the date of marriage. This change will

be effective for the 1986 and subsequent years and will make the married exemption

consistent with exemptions for other dependants." 267 It is a measure that clarifies the

tax system, so I label it exogenous, long run. Impact estimated in first full fiscal year:

+$20 mn

5. Changes in the tax treatment of unpaid remuneration. The budget proposed "to

allow an employer to deduct accrued remuneration for a fiscal period only if it is paid

within 180 days after the end of the period." 268 The goal was to avoid too much tax

deferral. The impact was not provided in the budget, as the table from page 51 of the

Budget merely states that this measure is a "one-time revenue increase which depends

on response." Therefore I drop it.

6. Changes to employee benefit plan rules. Impact estimated in first full year: neg-

ligible.

265Hansard Debates, March 13, 1986, p. 11494
266Budget Speech 1987, p. 13
267Budget Papers 1986, p. 35
268Budget Papers 1986, p. 35

Chapter 3 178



Essays on Fiscal Policy and the Narrative Approach

7. Changes to limited partnership rules. Impact estimated in first full year: negli-

gible.

8. Changes to allowable business investment losses. Impact estimated in first full

year: negligible.

9. 3 percent surtax. "As part of the budget policy of deficit reduction, a surtax if 3

per cent will be imposed on the basic federal tax of individuals beginning on July 1,

1986. (...) The surtax does not affect provincial revenues." 269 This quote, along with

the quote from the Budget Speech where four measures were explicitly described as

consolidation measures (the surtax on individuals and corporations, the increase in

the federal sales tax rate and the increase in the taxes on alcohol and tobacco), on page

15 of the Budget Speech, drives me to classify this as exogenous, deficit consolida-

tion. Impact estimated in first full year: +$1200 mn

10. Prepayment of child tax credit. Impact estimated in first full year: negligible.

11. Refundable sales tax credit. "A refundable federal sales tax credit will be intro-

duced for lower-income families to better target assistance to those in need. (...) The

credit will be payable for the 1986 and subsequent tax years." 270 The minister further

described this measure as a "fundamental innovation to the income tax system to ben-

efit low-income Canadians, many of whom are elderly." 271 I classify the measure as

exogenous, ideological. Impact estimated in first full year: -$335 mn

12. Exemptions for residents of the North and isolated posts. "Effective January

269Budget Papers 1986, p. 41
270Budget Papers 1986, pp. 19 and 20
271Budget Speech 1986, p. 17
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1, 1987, all individuals who reside in the North and in isolated posts for a continu-

ous period of no less than six months will be provided a special housing deduction in

computing their taxable income." 272 This measure was announced as one that would

"promote northern development and encourage the economic self-reliance of our na-

tive peoples." 273 I label it exogenous, ideological. Impact estimated in first full year:

-$120 mn

13. New options for maturing RRSPs. Impact estimated in first full year: negligi-

ble.

14. Increase in the disability deduction. In the Budget Speech, the Minister of

Finance announced that he proposed "to increase the disability deduction by $250,

effective this year." 274 Progressive Conservative MP Suzanne Duplessis stated these

changes were evidence of the government’s concern "for the least fortunate in our so-

ciety." 275 Therefore, I label it exogenous, ideological. Impact estimated in first full

year: -$10 mn

Measures affecting corporations

1. Corporate income tax rate reductions. A big change to statutory income tax rates

for businesses were to be introduced, according to a schedule displayed on page 28 of

the Budget Papers. The budget presented it as "a major element in the restructuring

of the corporate income tax" and announced the changes would be "phased in over

a three-year period beginning in 1987." 276 The changes were to go into effect "effec-

tive July 1 of each year." 277 In the Budget, the Minister of Finance presented these

272Budget Papers 1986, p. 14
273Budget Speech 1986, p. 21
274Budget Speech 1986, p. 17
275Hansard Debates, March 6, 1986, p. 11249
276Budget Papers 1986, p. 27
277Budget Papers 1986, p. 28
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reductions as a way to "reduce distortions by spreading incentives, through lower tax

rates, to a broader range of sectors, while preserving special low tax rates for the small

business and manufacturing sectors." 278 Therefore, I classify the corporate tax rates

reductions as exogenous, long run. Since it is a three-stage measure, I compute the

impact at each stage as follows, using as a starting point the figures from the Budget,

p. 52. I use the fact that the full estimated impact for 1990 is available, at a time when

no policy change on the corporate tax rates would take place anymore. Therefore, the

quarterly impact of the third stage (July 1, 1989) was -1630 / 4 = -407.5; Therefore,

the quarterly impact of the second stage (July 1, 1988) can be computed as -1335 -

(-407.5 x 2) divided by 2, which gives -260; finally, the quarterly impact of the first

stage (July 1, 1988) can be computed as -800 - (-260 x 2) divided by 2, or -140. Overall

this means that the fuel-year cumulative impacts at each stage are: -560 on 1987 Q3;

-1040 on 1988 Q3; and -1630 on 1989 Q3. This translates into specific impacts of each

stage of the tax rate changes given by: -560 on 1987 Q3; -480 on 1988 Q3; and -590

on 1989 Q3.

2. Elimination of inventory allowance. Using the references that were mentioned

above for the changes to the inventory allowance to unincorporated businesses, I label

this measure exogenous, long run. The implementation date is the budget date. Im-

pact estimated in first full year: +$460 mn

3. Reduction of the investment tax credit. "Beginning January 1, 1987, the changes

to the credit will be phased in over a three-year period" 279 according to Table 2, p.

30 of the Budget Papers. The impact at the beginning of each year was $240 mn (be-

ginning of 1987), $295 mn (beginning of 1988) and $445 mn (beginning of 1989). In

the budget, the reduction in the investment tax credit was presented as part of a sim-

plification of the tax system: "While special incentives would remain, the tax system

would have less influence on the investment decisions of business, and the tax sys-

278Budget Papers 1986, p. 27
279Budget Papers 1986, p. 29
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tem would be simplified." 280 Therefore, I classify the reduction of the investment tax

credit as exogenous, long run.

4. Extension of refundable investment tax credit. Part of an investment tax credit

that was unused in a year could be refundable. The government introduced a proposal

to "extend these refundability provisions past their current expiry date of the end of

April 1986 to December 31, 1988." 281 The estimated impact in the first full year was

-$175mn. However, I did not find a specific reason presented for this extension, there-

fore I drop it.

5. 3 per cent surtax. "To contribute to the reduction in the deficit, a surtax of 3

per cent will be imposed on the federal income tax payable by all corporations, ef-

fective January 1, 1987. (...) It will affect the instalment obligations of corporations,

but will not affect provincial revenues." 282 As in the case of the surtax on individuals,

this quote as well as the quote from the Budget Speech, p. 15, leads me to classify

the measure as exogenous, deficit consolidation. Impact estimated in first full year:

+$390 mn

6. Removal of tax on small business dividend distributions. "The 12 1/2-percent

tax on dividend distributions from small business corporations will be repealed for

dividends paid after the end of 1986. Elimination of this tax will achieve a substantial

simplification of the small business tax system." 283 Furthermore, Minister of Finance

Michael Wilson said in Parliament that the elimination of the tax "will save [small

businesses] money as well as a major amount of tax complexity." 284 I classify it as

exogenous, long run. Impact estimated in first full year: -$250 mn

280Budget Papers 1986, p. 27
281Budget Papers 1986, p. 30
282Budget Papers 1986, p. 42
283Budget Papers 1986, pp. 36 and 37
284Hansard Debates, March 5, 1986, p. 11206
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7. Enhancements to Cape Breton investment tax credit. Several improvements

were made to the investment tax credit for projects in Cape Breton, Nova Scotia, fol-

lowing recommendations from the Cape Breton Advisory Committee. However, no

impact was offered as the table from p. 52 of the Budget merely stated that the impact

"depends on approvals." Therefore, I drop it.

Commodity tax measures

1. 1 per cent increase in federal sales tax rates. "The rates of the federal manu-

facturer’s sales tax, currently at 7 per cent for construction materials and cable and

pay television services, 14 per cent for alcoholic beverages and tobacco, and 11 per

cent for other taxable goods, will increase to 8 per cent, 15 per cent and 12 per cent

respectively, effective from April 1, 1986." 285 The quote from Budget Speech, p. 15,

mentioned above, indicates that this is exogenous, deficit consolidation. Impact esti-

mated in first full year: +$1050 mn

2. Increase in taxes on alcohol and tobacco. "The budget proposes to increase the

specific excise taxes and duties on alcohol by 4 per cent and on cigarettes and other to-

bacco products by 6 per cent, effective February 27, 1986." 286 The quote from Budget

Speech, p. 15, mentioned above, indicates that this is exogenous, deficit consolida-

tion. Impact estimated in first full year: +$150 mn

3. Sales tax exemption for tourist literature. In the Budget of 1985, "the gov-

ernment indicated that consideration would be given to extending (...) relief [from

government-sponsored structures] to appropriate non-government agencies and as-

sociations." Thus, Budget 1986 proposed that "tourist literature acquired by boards

285Budget Papers 1986, p. 42
286Budget Papers 1986, p .42
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of trade, chambers of commerce, (...) will be exempted from federal sales tax after

February 26, 1986." 287 Progressive Conservative MP Mary Collins stated about the

measure: "That is something for which the tourist industry in British Columbia has

been asking for some time." 288 Being a tax relief measure for a specific sector without

further justification, I classify this as endogenous, supply stimulus. Impact estimated

in first full year: -$10 mn

4. Changes in air transportation tax. This was a measure designed to avoid revenue

loss from other transportation measures in the budget: "In response to representations

by long distance travellers, including residents of the far North, the budget is propos-

ing a ceiling of $50 on the tax on domestic flights. To offset the revenue loss from this

ceiling, the rate of tax will be increased to 10 per cent. These changes will be appli-

cable to tickets sold in Canada on or after May 1, 1986 and on tickets sold outside

Canada on or after August 1, 1986." 289 I label it as endogenous, deficit reduction.

Impact estimated in first full year: +$10 mn

5. One-year extension of fuel tax rebate for primary producers. Liberal MP Jean-

Robert Gauthier defended the extension ahead of the budget when he said that "it is

only fair to allow these people (...) to continue to enjoy this rebate for another year,"

that "many of them have complained" and that "it is important that they reduce their

costs because they are under so much pressure." 290 The Budget stated that "the gov-

ernment has decided to extend for one year, to January 1, 1988, the fuel tax rebate of

three cents a litre which is available for gasoline and diesel fuel for off-highway use

in commercial activities by primary producers. The government recognizes that the

farming community, and other primary producers, have had difficulty in determining

their fuel tax rebate entitlement. (...) The measures described (...) provide significant

287Budget Papers 1986, p. 45
288Hansard Debates, February 27, 1986, p. 11042
289Budget Papers 1986, p. 45
290Hansard Debates, January 30, 1986, p. 10318
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additional support to farmers." 291 The Parliamentary Secretary for the Minister of

Agriculture, Pierre Blais, said about the measure that it was a "progressive measure,

because we are fully aware that people find it difficult to pay their oil bills." 292 There-

fore, I label it endogenous, supply stimulus. The estimated impact on an annual base

is -$120 and I reverse it after one year.

Overall stance of the budget

The budget was presented as both a budget that aimed at tax reform and a budget

that tried to get the deficit under control. In the Introduction to the Budget Speech, the

Minister of Finance stated: "When Canadians elected this government, our mandate

was clear. It was to create jobs. But to create those jobs we had to solve the problems

left by a decade of financial mismanagement.(...) First, the best way to create jobs

is through private initiative. Second, good government does not mean more govern-

ment, it means more efficient government. And third, Canada’s prosperity depends

on restoring the health of the nation’s finances." 293 Looking at the most significant

measures in the budget, this view of the budget is confirmed. The most significant

measures to take place on the budget date or in the quarter that followed were deficit

consolidation measures; therefore, I label the budget exogenous, deficit consolida-

tion.

1987 Feb 18th

(million Can. dollars, numbers taken from Budget Papers, Table from pp. 67 and

68)

291Budget Papers 1986, p. 18
292Hansard Debates, March 4, 1986, p. 11185
293Budget Speech 1986, p. 1
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Narrative without cancellations, excluding all tax credits given to individuals

1986 Q3:

EXOG ET: +80 (retaliation to the US increase in tariffs effective before the budget)

1987 Q2:

EXOG IL: 30+45

ENDOG SS: -80 (decision to revoke the tariff increase)

ENDOG DR: 450+70

1987 Q3:

EXOG LR: 60+30

1988 Q1:

ENDOG DR: +1200 (one-time temporary measure)

Narrative with cancellations, excluding all tax credits given to individuals

1986 Q3:

EXOG ET: +80 (retaliation to the US increase in tariffs effective before the budget)

1987 Q2:

EXOG IL: 30+45

ENDOG SS: -80 (decision to revoke the tariff increase)

ENDOG DR: 450+70
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1987 Q3:

EXOG LR: 60+30

1988 Q1:

ENDOG DR: +1200 (one-time temporary measure)

1988 Q2:

ENDOG DR: -1200 (temporary measure expires)

Narrative without transitory measures, excluding all tax credits given to individuals

1986 Q3:

EXOG ET: +80 (retaliation to the US increase in tariffs effective before the budget)

1987 Q2:

EXOG IL: 30+45

ENDOG SS: -80 (decision to revoke the tariff increase)

ENDOG DR: 450+70

1987 Q3:

EXOG LR: 60+30

Economic Context

The outlook was generally positive, even though trade and fiscal imbalances per-

sisted worldwide. The Canadian economy was able to withstand adverse shocks to
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commodity prices. "In 1986, the world economy was influenced by serious interna-

tional economic imbalances and by sharp declines in key commodity prices. These

declines had disproportionately large impacts on the Canadian economy. Despite

these adverse influences, however, the Canadian economy outperformed all of the

major industrial countries in 1986." 294 The outlook was however considered to be

good. Given the international effort in resolving external imbalances (namely the high

debt in developing countries), "financial and exchange markets should be more stable

and, coupled with lower oil prices, should work in favour of improved world eco-

nomic growth." 295 The government hailed a number of positive developments, such

as "the depreciation of the U.S. dollar against most of the European currencies and the

Japanese yen, which began in 1985 and continued through 1986," as well as the "steps

[that] were taken to better co-ordinate monetary and fiscal policies" such as discount

rate cuts and deficit consolidation efforts in the United States, Germany and Japan.

296 As for Canada in particular, the government praised the economy’s performance

as "economic recovery has now entered the fifth year since the 1981-1982 recession

and is well poised to continue the expansion." 297

The fiscal outlook was good in the sense that the budget deficit was being brought

under control: "The revenue and expenditure actions taken since November 1984 will

have contributed to a reduction of the deficit equivalent to 3.2 percentage points of

GDP." 298 Program spending in particular was expected to have a nominal (real) aver-

age growth rate of 2.8% (-1.1%) in the 3 years leading to 1988, in contrast with 13.9%

(5.2%) in the 4 years ending in 1985. 299 Nevertheless, there were pressing short term

concerns regarding the behavior of the budget deficit: "The sharp drop in world oil

and grain prices significantly dampened the growth of nominal output in 1986 and

this effect will continue through 1987. This has reduced the underlying tax bases

and will result in a shortfall in tax revenues. (...) The impact of automatic stabilizers

294Budget Papers 1987, p. 1
295Budget Papers 1987, p. 1
296Budget Papers 1987, p. 3
297Budget Papers 1987, p. 5
298Budget Papers 1987, p. 9
299Budget Papers 1987, Table 3.3, p. 11
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and policy actions resulting from the changed economic environment was too large to

be absorbed entirely within the deficit target established at the time of the February

1986 budget." 300 The Budget concluded that, in response to these deviations from

the previously established projections, "measures are being introduced in this budget

to dampen the impact of these international developments on the 1987-88 deficit."

301 Given the emphasis on a deficit-reduction path, in the absence of any explanation

about the motivation of a tax measure, I will take revenue-increasing measures to be

endogenous, deficit reduction.

Tax Measures

Major tax and tariff measures

1. Accelerate remittance of employer source deductions. "The budget proposes

to require employers with average monthly remittances of $15,000 or more to remit

source deductions (income taxes, CPP contributions and UI premiums) on a twice-

monthly basis starting January 1, 1988. Under the present system, all employers are

required to remit source deductions on the 15th day of the month following the month

in which the deductions are made. This represents a one-time acceleration of source

deductions and does not increase an individual’s liability for personal income tax,

or contributions to the Canada Pension Plan or unemployment insurance." 302 In the

Budget Speech, the Minister also stated that "this will not increase taxes paid by indi-

viduals." 303 Therefore, it is clear that the measure is temporary. The main motivation

presented was to provide "better management" 304 and a "cash management improve-

ment." 305 I label it endogenous, deficit reduction. The estimated impact for fiscal

year 1987-1988 is +$1200 mn; since the measure is a one-time measure, I enter it in

300Budget Papers 1987, p. 12
301Budget Papers 1987, p. 12
302Budget Papers 1987, p. 49
303Budget Speech 1987, p. 8
304Budget Papers 1987, p. 20
305Budget Speech 1987, p. 8
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1988 Q1 and cancel it the next quarter.

2. Increase excise tax on motive fuels 1 cent per litre. "Effective February 19, 1987,

the excise tax on motive fuels will be raised by 1 cent per litre. The tax applies to

gasoline, diesel fuel, aviation gasoline and jet fuel." 306 I classify this as endogenous,

deficit reduction. Impact estimated in first full fiscal year: +$450 mn

3. Equate sales tax on leaded and unleaded gasoline. "The budget proposes that

leaded and unleaded gasoline bear the same amount of federal sales tax. Effective

April 1, 1987, both types of fuel will be taxed at the rate applicable to unleaded gaso-

line." 307 In the Budget Speech, the Minister of Finance related this measure to envi-

ronmental concerns by saying: "This action will support the efforts of my colleague,

the Minister of the Environment, who has announced a program in co-operation with

the petroleum and automobile industries to eliminate lead emissions from gasoline by

the end of 1992." 308 Therefore, I label it exogenous, ideological. Impact estimated in

first full fiscal year: +$30 mn

4. Impose sales tax on snack foods. "Candy and confectionery products are cur-

rently subject to the federal sales tax. The federal sales tax is being extended to a range

of snack foods including potato chips, corn- and cheese-based puffs, brittle pretzels,

salted nuts, popped corn, granola bars and frozen snacks packaged in single servings

such as popsicles and ice cream bars. The tax will apply at the wholesale level, ef-

fective July 1, 1987." 309 When asked in Parliament specifically about the measure by

Liberal MP George Baker, Minister of Finance Michael Wilson answered praising the

benefits of the tax reform. 310 In that sense, these changes were part of the desire to

306Budget Papers 1987, p. 59
307Budget Papers 1987, p. 59
308Budget Speech 1987, p. 9
309Budget Papers 1987, pp. 59 and 60
310Hansard Debates, May 7, 1987, p. 5851
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pursue a "broadening of the sales tax base." 311 Therefore, I label it as exogenous, long

run. Impact estimated in first full fiscal year: +$60 mn

5. Move sales tax on selected items to the wholesale level. "To correct serious

disparities and anomalies in the application of tax and the bias in favour of imports,

the budget proposes to shift the imposition of the federal sales tax from the manu-

facturers’ level to the wholesale level for a range of products. Effective May 1, 1987,

pet foods will be taxable at the wholesale level." 312 The change for pet foods was

scheduled for May 1, 1987 and for a host of different goods (snack foods, candy and

confectionery, etc.) the changes were to go into effect on July 1, 1987. According to

the Minister, "these changes will ensure a fairer application of the sales tax to both

domestic and foreign products and thus reduce the bias favouring imports." 313 I clas-

sify the measure as exogenous, long run. Since for only one good was the measure

effective in the second quarter and for all others it went into effect in July 1, I take the

implementation date to be 1987 Q3. Impact estimated in first full fiscal year: +$30 mn

6. Increase tax on cigarettes and tobacco by 4 per cent. "The budget proposes to

increase the specific excise taxes and duties on cigarettes and other tobacco products

by 4 per cent. (...) The changes pertaining to tax and duty rates will be effective after

February 18, 1987." 314 I classify this measure as endogenous, deficit reduction. Im-

pact estimated in first full fiscal year: +$70 mn

7. Increase air transport tax. "The air transportation tax on domestic and inter-

national air travel will be increased by $4 per ticket to recover a greater proportion

of the costs of the air transport program, including the improvement of civil aviation

311Budget Plan 1987, p. 21
312Budget papers 1987, p. 60
313Budget Speech 1987, p. 11
314Budget Papers 1987, p. 60
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security." 315 In the Budget Speech, security concerns were again emphasized: "The

air transportation tax recovers part of the cost of providing air transport facilities and

services. In order to recover a greater proportion of these costs from those who benefit

from the services, and to help provide enhanced levels of security at airports, I am

proposing to increase this tax." 316 Therefore, I label the measure exogenous, ideolog-

ical. This would apply "to tickets sold in Canada on or after May 1, 1987 and to tickets

sold outside Canada that include an international emplanement in Canada, on or after

August 1, 1987." 317 I take May 1st as the implementation date. Impact estimated in

first full fiscal year: +$45 mn

8. Alter interest accrual rules for pre-1982 investments. The argument given is

that the rules had to be simplified: "The rules introduced in 1982 with respect to the

taxation of accrued interest on investments are very complex. I am continuing to ex-

amine ways to simplify these rules." 318 Therefore, I classify it as exogenous, long run.

Impact estimated in first full fiscal year: -$25 mn

9. Restore duty-free entry on books, computer parts, Christmas trees and tea. In

June 1986, a number of tariffs had been implemented, they were now being lifted: "In

response to the imposition in June of 1986 by the United States of a 35-per-cent tariff

on Canadian exports of red cedar shakes and shingles, the government increased tariff

rates on a number of goods imported principally from the United States. The govern-

ment does not believe it is necessary to maintain these tariffs any longer. The rates of

duty in effect prior to June 6, 1986 will be reinstated, effective February 19, 1987." 319

The dispute with the United States was explained at length by the Minister of Finance

Michael Wilson: "The government acted last June when the United States moved to

impose a 35-per-cent tariff on Canadian exports of red cedar shakes and shingles. We

315Budget Papers 1987, p. 61
316Budget Speech 1987, p. 9
317Budget Papers 1987, p. 61
318Budget Speech 1987, p. 9
319Budget Papers 1987, p. 65
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needed to send a strong expression of concern to the United States about their pro-

tectionist action. We had to guard against a loss of Canadian jobs." He emphasized

that because of the Canadian reaction , "the U.S. tariff has not enhanced the competi-

tiveness of the American shakes and shingles industry" and that "its main impact has

been to increase costs to American consumers." Given that the competitive Canadian

position was secure, and that it was "able to return to almost normal production lev-

els," he announced that "for all products affected by the tariff measures the rates of

duty are being reduced, effective tomorrow." 320 The estimated impact in the first full

fiscal year was -$80 mn. Therefore, I enter the tariff increase as +$80 mn (measure

that took place between budgets) as externally motivated, exogenous, external, and

the decision to reverse it as endogenous, supply stimulus.

Other measures had a negligible impact.

Overall stance of the budget

Even though there were elements of long run tax reform on this budget, one of

the main concerns was to bring the deficit down to its projected path, in response to

contemporaneous events. This was explicitly stated in the Budget. Therefore, I label

the budget endogenous, deficit reduction.

1988 Feb 10th

(million Can. dollars, numbers taken from Budget Papers, Table from pp. 27 and

28)

Narrative without cancellations, excluding all tax credits given to individuals

320Budget Speech 1987, p. 10
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1988 Q1:

EXOG IL: -40

1988 Q2:

EXOG DC: 300

Narrative with cancellations, excluding all tax credits given to individuals

1988 Q1:

EXOG IL: -40

1988 Q2:

EXOG DC: 300

Narrative without transitory measures, excluding all tax credits given to individuals

1988 Q1:

EXOG IL: -40

1988 Q2:

EXOG DC: 300

Economic Context

The economic outlook was good. The Minister of Finances stated in the Budget

Speech that "the performance of our economy in 1987 surpassed most expectations.
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At the start of last year, forecasters were saying that the economy would grow by just

over 2 per cent. When the final numbers are in, the growth of the economy will be

close to 4 per cent" and that "for 1988, the Canadian economy is on course for a sixth

consecutive year of expansion. Business confidence remains high and our corporate

sector is in good financial health; we are competitive in international markets." 321 Fur-

thermore, inflation was only slightly above 4 percent over the previous three years.

Against this backdrop, the government vowed to keep tax reform. Several changes

had been introduced to the corporate and personal income tax system. However, the

federal sales tax still needed reform, as the Minister stated that "we will replace the

archaic and distorting sales tax system we now have with a multi-stage system that

will be effective in supporting growth and job creation." 322 The goal of subduing the

budget deficit remained a major concern of the government: "Today I am announcing

a reduction in non-statutory spending by government departments of $300 million

beginning in 1989-90. This reduction will be carried out in a similar way to the $500

million in expenditure cuts announced in the 1986 budget. (...) This is a real reduc-

tion, after inflation, of almost 20 per cent over a five-year period. To raise revenues,

the tax on gasoline will be increased by one cent per litre effective April 1." 323

Tax Measures

There were several measures on the budget, but most of them have no impact

estimated, and they are only mentioned as preventing losses or having a small impact.

The measures for which revenue impacts were presented are the following.

Major tax measures

1. Increase in excise tax on gasoline. "Motive fuels are now subject to specific rates

of federal sales and excise taxes. The budget proposes that, effective April 1, 1988,

321Budget Speech 1988, p. 8
322Budget Speech 1988, p. 4
323Budget Speech 1988, p. 7
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the excise tax on gasoline and aviation gasoline will be raised by one cent per litre.

The excise tax on diesel fuel will not be increased." 324 In the Budget Speech this was

announced as a way to increase revenue: "To raise revenues, the tax on gasoline will

be increased by one cent per litre effective April 1." 325 Therefore, I label it exogenous,

deficit consolidation. Impact estimated in first full year: +$300 mn

2. Increase in the child care expense deduction. "For the 1988 and subsequent tax-

ation years, the maximum child care expense deduction will be increased from $2,000

to $4,000 for each eligible child who is under seven years of age at the end of the year

or who has a severe and prolonged mental or physical impairment. In addition, the

overall maximum limit of $8,000 per taxpayer for child care expense deductions will

be abolished." 326 As Progressive Conservative MP Mary Collins said about this mea-

sure and the one below, "the effect of these changes in the tax system is to make child

care more affordable to Canadian families. They reduce the burden of child care as an

expense in employment for the working mother." 327 Therefore, I classify them both

as exogenous, ideological. Impact estimated in first full year: -$40 mn

3. Increase in the child credit. "To assist families with low and middle incomes,

and to recognize the contribution made by the parent who cares for the child at home,

a new $200 supplement in respect of children six years and under will be added to the

refundable child tax credit." 328 This is classified as exogenous, ideological. The im-

plementation date is the beginning of 1988. Impact estimated in first full year: -$340

mn

4. Other sales and excise tax measures. Modify licensed wholesaler provisions.

324Budget Papers 1988, p. 22
325Budget Speech 1988, p. 7
326Budget Papers 1988, p. 9
327Hansard Debates, March 9, 1988
328Budget Papers 1988, p. 9
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Several provisions for the distribution of licenses were modified, in order to give more

power to the Minister of Finance to control that the requirements of the license were

being fulfilled. "These changes will come into force on November 1, 1988. Transi-

tional rules will require all current licensees to file an annual report by December 31,

1988 for the 12-month period ending October 31, 1988. Where licensees do not meet

the new criteria for maintaining their license, the license will be cancelled effective

April 1, 1989." 329 The motivation was to end "an unfair competitive advantage over

competitors who are not licensed" on the part of a licensee. 330 I classify this as exoge-

nous, long run. I would take the implementation date from the table of the Budget

Papers, pp. 27 and 28, which is that it was implemented to last to the end of 1990.

The estimated impact in the first full year was +$200 mn. However, looking at Budget

Papers 1989, pp. 56 and 57, it is clear that this change would never really take place;

and the proposal, along with others in Budget 1988 was eventually dropped in the

1989 Budget. Therefore, I drop it.

Overall stance of the budget

There were not many significant tax changes in the budget and the government

stated that further deficit reduction would be mostly done through expenditure. Nev-

ertheless, the most immediate measures of any relevance for the revenue were exoge-

nous, ideological, so that’s how I label the budget.

1989 Apr 27th

(million Can. dollars, numbers taken from Budget Papers, Table D-1, pp. 59-61)

Narrative without cancellations, excluding all tax credits given to individuals

329Budget Papers 1988, p. 21
330Budget Papers 1988, p. 20
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1989 Q2:

EXOG IL: -5+160+20

EXOG DC: 140 (first stage of tax on high social transfers)

EXOG DC: 770+320

ENDOG DR: 70

1989 Q3:

ENDOG DR: 1075

EXOG DC: 965

ENDOG DR: 1600+110

EXOG IL: 165

1989 Q4:

EXOG DC: 60

EXOG IL: 45

1990 Q1:

EXOG DC: 180 (second stage of tax on high social transfers)

EXOG DC: 320

ENDOG DR: 250

EXOG LR: 10

EXOG IL: -125 (extension of part of the fuel tax rebate)

1991 Q1:

EXOG LR: 200

Chapter 3 198



Essays on Fiscal Policy and the Narrative Approach

Narrative with cancellations, excluding all tax credits given to individuals

1989 Q2:

EXOG IL: -5+160+20

EXOG DC: 140 (first stage of tax on high social transfers)

EXOG DC: 770+320

ENDOG DR: 70

1989 Q3:

ENDOG DR: 1075

EXOG DC: 965

ENDOG DR: 1600+110

EXOG IL: 165

1989 Q4:

EXOG DC: 60

EXOG IL: 45

1990 Q1:

EXOG DC: 180 (second stage of tax on high social transfers)

EXOG DC: 320

ENDOG DR: 250

EXOG LR: 10

EXOG IL: -125 (extension of part of the fuel tax rebate)

1991 Q1:

EXOG LR: 200

EXOG IL: +125 (expiration of extension of part of the fuel tax rebate)
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Narrative without transitory measures, excluding all tax credits given to individuals

1989 Q2:

EXOG IL: -5+160+20

EXOG DC: 140 (first stage of tax on high social transfers)

EXOG DC: 770+320

ENDOG DR: 70

1989 Q3:

ENDOG DR: 1075

EXOG DC: 965

ENDOG DR: 1600+110

EXOG IL: 165

1989 Q4:

EXOG DC: 60

EXOG IL: 45

1990 Q1:

EXOG DC: 180 (second stage of tax on high social transfers)

EXOG DC: 320

ENDOG DR: 250

EXOG LR: 10

1991 Q1:

EXOG LR: 200
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Economic Context

The government congratulated itself for the growth that Canada had been expe-

riencing in previous years. However, rising inflation and interest rates were a matter

of concern. The Minister of Finance stated: "Since 1984, Canadians have created one-

and-a-half million new jobs and our economy has expanded faster than most other

industrial nations. (...) But that progress is at risk because of rising inflationary pres-

sures here and in other countries. In response to these pressures, short-term interest

rates have risen; they will be much higher this year than was widely expected even a

few months ago." 331

The goals of reducing inflation and ensure a smaller budget balance went hand in

hand for the government: "In line with our goal of reducing inflationary pressure, I

expect economic growth to moderate and to average about 2 per cent at an annual

rate for the balance of 1989 and 1990. Employment will continue to grow during this

period, but at a somewhat slower rate than in recent years. It is clear that a period

of moderation in demand is required to keep the economy on a course of sustainable

growth. A healthier fiscal position will help to reduce inflationary pressures." 332 The

Minister emphasized the necessity to cut spending and increase taxes to control the

debt when he said that "a healthy economy is essential to control the debt. But it is

not enough. We must take further action to achieve our economic and fiscal goals. We

will, therefore, cut spending and increase taxes." 333 These quotes indicate that many

measures tend to be endogenous in this budget. Nevertheless, the government’s atti-

tude towards debt and the deficit indicates that at least some of the measures might be

exogenous; the Minister stated: "We recognized the seriousness of the debt problem

when we came to office. We have been acting to get it under control. We have suc-

331Budget Speech 1989, p. 3
332Budget Speech 1989, p. 4
333Budget Speech 1989, p. 5
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ceeded in reducing the growth of the debt" but "the recent surge of interest rates, in

Canada and abroad, shows how much our huge debt has left us exposed." 334 The spe-

cific motivation of the tax measures (endogenous demand management, endogenous

deficit reduction or exogenous deficit consolidation) has to be ascertained by looking

at the justification that is provided for each. Whenever no mention of the inflation

rate, or the interest rate level is given in the Budget, Budget Speech or the Debates,

there might be reason to believe the measure is exogenous, since the budget deficit

and the debt in themselves were not contemporaneous problems.

Tax Measures

Personal income tax measures

1. Increase surtax from 3% to 5%. "The budget proposes to increase the federal

surtax by 2 percentage points from 3 per cent to 5 per cent, effective July 1, 1989."

335 When asked about this measure by NDP MP Audrey McLaughlin, the Minister of

Finance responded that he would "continue to provide good financial economic man-

agement for this country so that we can continue to see the growth in this economy"

and added that "with the high interest rates we have seen over the course of the past

few months, (...) measures must be taken now to deal with that." 336 Therefore, I clas-

sify this measure as endogenous, deficit reduction. Impact estimated in first full year:

+$1075 mn

2. High-income surtax. " An additional surtax of 3 per cent on high-income indi-

viduals is also proposed. (...) The high-income surtax will also come into effect July

1, 1989." 337 Given that this was a surtax on income, it could be seen as part of the

measure above, which would place it as an endogenous, deficit reduction. Neverthe-

334Budget Speech 1989, p. 2
335Budget Speech 1989, p. 36
336Hansard Debates, May 5, 1989, pp. 1368 and 1369
337Budget Speech 1989, p. 36
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less, the specific surtax on high-incomes was repeatedly framed as a way to reduce

the deficit in a fairer way. The following quotes of the Minister of Finance present

evidence of this: "We brought in a high-income surtax, specifically to put a heavier

burden on those parts of the country, those people, those companies that are best able

to bear the burden;" 338 "there is a high income surtax on Canadians who are earn-

ing roughly $70,000 or more. The impact of the income tax changes on Canadians is

roughly .1 per cent or .3 per cent in the lower income brackets. It rises to over 1 per

cent for people who are earning $100,000 or more. Clearly, we have a very progressive

Budget here. It is affecting people in upper income brackets to a much greater extent

than is the case with people in the lower brackets." 339 This measure was quantitatively

much smaller than the general personal income surtax, therefore I choose to classify it

not as a deficit reduction measure, but as an exogenous, ideologicalmeasure. Impact

estimated in first full year: +$165 mn

3. Repayment of social transfers. The budget proposed that higher-income Cana-

dians paid a tax on transfers that they got from the government. "Canadians aged 65

and over are eligible for old age security pensions (OAS), and families with depen-

dent children under the age of 18 are eligible for family allowance (FA) payments,

regardless of the need for assistance. These payments are subject to personal income

tax. The budget proposes to recover these payments from higher-income Canadians.

Higher-income individuals will repay old age security pension and family allowance

benefits at a rate of 15 per cent of individual net income exceeding $50,000. (...) This

measure will be phased in over three years." 340 I will only enter the two first stages

of the measure, since there is no impact given for 1991. In 1989 Q2, the estimated

impact was $140 mn; in 1990 Q1, the impact was 320 - 140 = $180 mn. Progressive

Conservative Marie Gibeau emphasized the fact that "the $50,000 threshold ensures

that only benefits received by higher-income Canadians will be subject to repayment.

338Hansard Debates, May 3, 1989, p. 1251
339Hansard Debates, June 12, 1989, p. 2900
340Budget Papers 1989, p. 9
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Lower and middle-income Canadians in receipt of these benefits will not be affected."

341 Nevertheless, the main goal of the measure was not ideological, rather it was a

debt reduction measure targeted on high income people. Progressive Conservative

MP John McDermid said: "If I ever had a suggestion from the public presented to me

more on debt reduction, it was this one: that family allowances should be taxed back

from the high income people." 342 Therefore, I still label it exogenous, deficit consol-

idation.

4. Annual reporting of accrued investment income. "Taxpayers who hold more

than one investment subject to these [income reporting] rules often find the lack of

uniformity in reporting requirements confusing. (...) In order to limit the deferral,

to improve the reporting of investment income, and to reduce complexity, an annual

reporting system is proposed, applicable to the types of investment currently subject

to the three-year reporting rules. (...) This measure will increase revenues by an esti-

mated $200 million for the 1991 taxation year, by $300 million for the 1992 taxation

year, by very little in 1993, and by modest amounts thereafter." 343 I consider the im-

plementation date to be the beginning of 1991 and classify it as exogenous, long run.

5. Increase in refundable sales tax credit. Changes to the refundable sales tax

credit were to be introduced in two stages: "The federal sales tax credit will be in-

creased from $70 to $100 per adult in 1989 and to $140 in 1990 as part of the package

of changes to the federal sales tax. The credit for each dependent child under age 19

will be increased from $35 to $50 in 1989 and to $70 in 1990. In 1990, the income

threshold at which the credit starts to be reduced will be increased to $18,000 from

the present $16,000." 344 In the Budget Speech, the Minister of Finance stated that "the

existing refundable federal sales tax credits for adults and children will be doubled.

341Hansard Debates, May 11, 1989, p. 1622
342Hansard Debates, May 11, 1989, p. 1612
343Budget Papers 1989, p. 38
344Budget Papers 1989, p. 54
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(...) This measure will provide support totalling $655 million to lower-income Cana-

dians for the 1990 tax year." 345 In Parliament, the Minister of Finance referred to this

measure as a "generous" one, 346 and an "element of fairness." 347 This focus on aiding

low-income households leads me to classify the measure as exogenous, ideological.

The estimated impact for 1989 was -$270 mn and the impact in 1990 was -$655 mn.

The first implementation date, however, is indicated as being July 1, 1989 in Table

D-1, p. 59, of the Budget Papers. Therefore, I compute the impact of the first stage as

-540, in 1989 Q3, and of the second stage as -655 - (-540) = -115, in 1990 Q1.

6. Legal expenses. Impact estimated in first full year: negligible.

7. Tax rate on income not attributed to a province. Impact estimated in first full

year: negligible.

8. Deduction for part-time attendant care. "An individual certified as having a se-

vere and prolonged impairment will, effective January 1, 1989, be able to deduct the

costs of care provided by a part-time attendant who is an unrelated adult person. (...)

This measure will lower the employment barrier and create greater equity between

able-bodied earners and those who incur additional expenses owing to a disability."

348 This measure intends to support disabled people, so I label it exogenous, ideolog-

ical. Impact estimated in first full year: -$5 mn

Measures affecting corporations

Large corporations tax and modified corporate surtax. Having in mind the goal

of reducing the deficit, the government announced additional taxes on corporations:

345Budget Speech 1989, p. 12
346Hansard Debates, May 5, 1989, pp. 1366 and 1367
347Hansard Debates, May 9, 1989, p. 1496
348Budget papers 1989, p. 39
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"The budget proposes to levy additional taxes on the corporate sector to help reduce

the federal deficit. The source of these revenues will be a new tax, the Large Corpora-

tions Tax. The tax will be levied at a rate of 0.175 per cent on capital in excess of $10

million employed in Canada by corporations. The Large Corporations Tax will ensure

that all large corporations pay federal taxes and thus contribute to deficit reduction.

The new tax will be creditable against the existing 3 per cent surtax, so that a corpo-

ration will, in effect, be subject to the greater of the two taxes." 349 These tax changes

would apply "after June, 1989." 350 The measure was intended to "ensure that all large

corporations pay tax and contribute to debt control." 351 Given that I did not find a de-

scription of the motivation that pertained to contemporaneous events, I consider that

the main motivation was to reduce the budget deficit from its past high level. There-

fore, I classify this as exogenous, deficit consolidation. Impact estimated in first full

year: +$965 mn

Other income tax measures

Increase in interest rate on overdue taxes and tax refund. This was an anti-avoidance

measure designed to reduce the amount of late payments. "One of the principal pur-

poses of charging interest on overdue income tax payments is to ensure prompt pay-

ment. However, the interest rate charged is lower than the rate that taxpayers gener-

ally pay for borrowed money. Hence, it is not an adequate deterrent to late payment

and is considered to have contributed significantly to the increase in unpaid taxes in

recent years. (...) The formula in the Regulations for determining the rate of inter-

est for unpaid taxes and tax refunds is proposed to be amended so that the rate for

each quarter will be two percentage points higher than it would have been under the

current formula. The increase will be effective October 1, 1989." 352 The goal was to

"reverse the recent trend and cause tax accounts receivable to decline." 353 Since the

349Budget Papers 1989, p. 40
350Budget Papers 1989, pp. 86 and 87
351Budget Speech 1989, p. 10
352Budget Papers 1989, p. 53
353Budget Papers 1989, p. 53
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low penalty on overdue taxes was credited with having driven accounts receivable up

from $3.2 billion at March 31, 1987, to $4.5 billion at March 31, 1989, the problem to

be solved is not a contemporaneous one, and the measure is classified as exogenous,

deficit consolidation. Impact estimated in first full year: +$60 mn

Sales tax measures pending sales tax reform

1. Increase in federal sales tax rates

Several increases in the federal sales tax rates were put forward by the government:

"The increase in rates of sales tax and effective dates will be as follows. Construction

materials and equipment for buildings: 8 per cent to 9 per cent, January 1, 1990; al-

coholic beverages and tobacco products: 18 per cent to 19 per cent, April 28, 1989;

telecommunication services and programming services: 10 per cent to 11 per cent,

June 1, 1989; and all other taxable goods: 12 per cent to 13.5 per cent, June 1, 1989."

354 These increases were framed as a way to build up revenue ahead of the introduc-

tion of the new Goods and Services Tax in substitution of the federal sales tax. The

Minister of State (Finance) Gilles Loiselle explained the reasoning behind the measure

when she stated at some length: "One of the key elements of the Bill we are considering

today is an across-the-board increase in the existing federal sales tax rates in advance

of federal sales tax reform. Some Hon. Members may question why the Government

would raise the tax rates under the current federal sales tax system at this time, when it

is widely recognized as being seriously flawed. These rate increases provide a revenue

bridge to the new goods and services tax. They will provide much needed revenue to

address the deficit and debt problems pending sales tax reform, while avoiding more

substantial increases in other taxes, in particular personal income tax." 355 Thus, there

is a component of a long run reform, but the main motivation is essentially to build

up revenue so that the sales tax reform does not hurt revenue. Therefore, I classify all

of these increases, listed below, as endogenous, deficit reduction.

354Budget Papers 1989, p. 54
355Hansard Debates, June 6, 1989, p. 2640
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1.1 Construction materials and equipment for buildings. Impact estimated in first

full year: +$250 mn

1.2 Alcoholic beverages and tobacco products. Impact estimated in first full year:

+$70 mn

1.3 All other taxable goods. Impact estimated in first full year: +$1600 mn

1.4 Telecommunication services and programming services. Impact estimated in

first full year: +$110 mn

2. Shift of tax on laundry detergents to wholesale level. "To correct anomalies in

the application of the federal sales tax, the imposition of tax on laundry detergent will

be shifted from the manufacturer’s trade level to the wholesale level, effective January

1, 1990." 356 Gilles Loiselle, Minister of State (Finance) also justified the measure by

saying it would "correct anomalies in the application of sales tax." 357 Therefore, I clas-

sify it as exogenous, long run. Impact estimated in first full year: +$10 mn

3. Withdrawn initiatives that had been proposed in the February 1988 budget. "In-

terim changes to existing federal sales tax legislation that were planned pending the

introduction of the new sales tax on January 1, 1991, will not be implemented. (...)

These measures were intended to counter the threatened erosion of sales tax revenues

through the increasing creation of marketing and distribution companies and, to ad-

dress some of the most glaring anomalies of the existing manufacturers’ sales tax. The

first proposal concerned the treatment of marketing and distribution costs. The sec-

356Budget Papers 1989, p. 58
357Hansard Debates, June 6, 1989, p. 2642
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ond shifted the point of tax from the wholesale level back to the manufacturers level

for a selected range of goods, including pet foods, candy and confectionery, microwave

ovens, televisions and video recorders and players. The third revised the qualifying

criteria and compliance procedures for wholesaler licences. It is now not reasonable

to introduce these changes, given the additional compliance and administrative bur-

den that would be entailed and the short period before introduction of the new tax."

358 Overall, the impact of this was -$475 mn for 1988 and -$400 mn in 1989. In these

figures, -$200 mn mentioned above in Budget 1988 are included. The figures are said

to be "compared with the 1988 budget projection." 359 These proposals were proposed

in 1988 but never implemented, so I choose to drop the withdrawal of the proposals

as well.

4. Retain tax at wholesale level on certain items. Budget 1988 proposed that "the

wholesale tax on pet foods, snack foods, candy and confectionery, microwave ovens,

televisions and video recorders and players will be shifted back to the manufacturer’s

trade level, effective November 1, 1988." 360 However, this was never implemented.

And in Budget 1989, it was announced that the proposal would be withdrawn. "The

decision to retain taxes at the wholesale level on certain items will increase revenues

by about $30 million annually." 361 Since this measure pertains to the shift from col-

lecting the tax at the manufacturer’s level to the wholesale level, mentioned above, I

would label it exogenous, long run, as in other instances where this shift to the whole-

sale level has taken place. However, it is a proposal that was never implemented,

therefore I choose to drop it.

5. Extend sales tax portion of fuel tax rebate. "Rebates of sales tax on gasoline and

diesel fuel for off-highway production purposes will stay in force. (...) The program is

358Budget Papers 1989, p. 55
359Budget Papers 1989, p. 56
360Budget papers 1988, p. 20
361Budget Papers 1989, p. 56
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scheduled to expire December 31, 1989. The rebates of excise tax to primary produc-

ers will be allowed to expire as scheduled. Pending sales tax reform, however, rebates

of federal sales tax on motive fuels will be extended for another year, to December 31,

1990." 362 The estimated impact in the first full year was -$125 mn, therefore I enter it

as -$125 mn in 1990 Q1 and +$125 mn in 1991 Q1, the new expiration date. Progres-

sive Conservative MP Larry Schneider described the extension as an initiative which

highlighted the government’s "ongoing support for the farmer." 363 Therefore, I label

it as exogenous, ideological.

Excise measures

1. Increase excise levies on tobacco products. Cigarettes, cigars and manufactured

tobacco products all had a significant increase in excise taxes: "Effective tomorrow, the

excise levies on cigarettes will be increased by $4 a carton and the taxes on cigars will

be increased proportionately. For manufactured tobacco, the tax will rise at the same

time by $4 per 200 grams and by an additional $1.30 on October 1, 1989." 364 The

increases in the taxes on manufactured tobacco was primarily justified as a means to

deter avoidance and for health considerations: "The budget also proposes to narrow

the tax differential between manufactured tobacco (which includes fine-cut tobacco,

pipe tobacco and snuff) and cigarettes. (...) The existing differential in the tax burden

between cigarettes and manufactured tobacco — in particular, fine-cut tobacco — has

encouraged increased consumption of manufactured tobacco products. Users of these

products may expose themselves to even greater health risks than smokers of regular

cigarettes. As well, the existing lower rate on fine-cut tobacco provides an incentive

for tobacco companies to develop and market new products which are, effectively,

cigarettes but which, on technical grounds, fall outside the definition." 365 I classify

these increases as exogenous, ideological. The same argument is not made specifi-

362Budget Papers 1989, p. 57
363Hansard Debates, April 13, 1989, p. 478
364Budget Speech 1989, p. 11
365Budget Papers 1989, p. 56
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cally about the increase in excise taxes for cigarettes and cigars, which constitutes the

bulk of the measure; I classify those increases as exogenous, deficit consolidation.

1.1 Cigarettes, by $4 per carton and cigars, by $4.00 per thousand; excise tax from

30% to 40%. Impact estimated in first full year: +$770 mn

1.2 Manufactured tobacco, by $4 per 200 grams. Impact estimated in first full year:

+$160 mn

1.3 Manufactured tobacco, by $1.30 per 200 grams. Impact estimated in first full

year: +$45 mn

2. Increase excise tax on fuel. Several fuel taxes were increased. "The excise tax on

gasoline and aviation gasoline will be increased by one cent a litre on April 28, 1989,

and by another cent a litre on January 1, 1990. The excise tax on leaded gasoline and

aviation gasoline will be increased by an additional cent a litre on April 28, 1989, to

discourage the use of leaded fuel. This increase in tax will accelerate the decline in

the use of leaded fuel, which has clearly been shown to be harmful to the environment

and to human health." 366 Thus, this last increase was exogenous, ideological, given

that it was grounded on environmental and health related reasons.

The two increases in gasoline and aviation gasoline taxes were justified as a means

to fight the high debt level. Progressive Conservative MP Pat Sobeski stated that "these

increases will yield $215 million in 1989 and $640 million in 1990 in additional rev-

enues to be used to address the problem of the public debt." 367 I classify them as

exogenous, deficit consolidation.

366Budget Papers 1989, p. 57
367Hansard Debates, June 26, 1989, pp. 3646 and 3647
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2.1 Increase in gasoline and aviation gasoline, by 1 cent per litre. Impact estimated

in first full year: +$320 mn

2.2 Additional increase in gasoline and aviation gasoline, by 1 cent per litre. Im-

pact estimated in first full year: +$320 mn

2.3 Increase in leaded gasoline and aviation gasoline, by an additional 1 cent per

litre. Impact estimated in first full year: +$20 mn

Overall stance of the budget

The most relevant measures in the budget were endogenous, deficit reduction and

exogenous, deficit consolidation ones. The debt was already a problem before the

bump in interest rates that took place ahead of the budget; therefore, I considered

deficit reduction measures exogenous unless explicit indication of a concern about

recent developments was signaled regarding any one specific measure. The deficit re-

duction measures designed to accompany sales tax reform were deemed endogenous.

The most important measures in the budget turned out to be exogenous, deficit con-

solidation, and that’s how I classify the budget.

1990 Feb 20th

(million Can. dollars, numbers taken from Budget Papers 1990, Table A.5.1, p.

135)

Narrative without cancellations, excluding all tax credits given to individuals
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1991 Q1:

EXOG LR: 20755+(-18970)

EXOG LR: -600 (one-time measure on prepayment of GST credit)

EXOG LR: -1200 (FST inventory rebates)

ENDOG DR: 160+155

Narrative with cancellations, excluding all tax credits given to individuals

1991 Q1:

EXOG LR: 20755+(-18970)

EXOG LR: -600 (one-time measure on prepayment of GST credit)

EXOG LR: -1200 (FST inventory rebates)

ENDOG DR: 160+155

1991 Q2:

EXOG LR: +600 (cancellation of one-time measure on prepayment of GST credit)

1992 Q2:

EXOG LR: +1200 (cancellation of FST inventory rebates)

Narrative without transitory measures, excluding all tax credits given to individuals

1991 Q1:

EXOG LR: 20755+(-18970)

ENDOG DR: 160+155
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Political Context

Themajor fiscal change discussed in the budget was the replacement of the Federal

Sales Tax with the Goods and Services Tax. This reform had been proposed in 1989,

but only advanced in 1991. The change was blocked by the Senate for a while, but

eventually Prime Minister Brian Mulroney used a provision in the Constitution Act

of 1867 (section 26) that allowed the government to add eight more senators, and this

way the bill passed in the Senate. In the Senate, the decision to welcome eight new

senators was vigorously opposed. 368 The legality of the move was debated in the

House, with the Opposition strongly opposing it. Liberal leader of the Opposition

Herb Gray referred to the "doubt, uncertainty and controversy" that it entailed, if it

was not put before the Supreme Court of Canada. In response, the Prime Minister

responded by reading legal opinions that backed the government’s decision. 369

Tax Measures

The major reform in the budget was the Sales Tax reform, with only one signif-

icant unrelated measure presented in the budget. In Budget 1989, the reform was

scheduled "to be implemented on January 1, 1991". 370 This implementation date was

reaffirmed many times until the actual implementation of the change. Minister of Fi-

nance Michael Wilson stated that "we have had considerable discussion between the

Department of Finance and the Department of National Revenue. The implementa-

tion date of January 1, 1991, has been agreed upon between the two." 371 Early in 1990,

he said that "people want to get the information so they can plan and prepare so that

they can be ready for [the GST implementation] when January 1, 1991, comes around."

372 Later in 1990, he restated his certainty that the reform would pass despite of po-

litical opposition, and he stated "the GST is going to pass. Everybody in this country

368See for instance, Hansard Senate Debates, October 26, 1990, p. 3264 and following pages.
369Hansard Debates, October 4, 1990, p. 13797
370Budget Papers 1989, p. 57
371Hansard Debates, December 4, 1989, p. 6443
372Hansard Debates, February 6, 1990, p. 7892
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believes the GST is going to pass" and he asked "the Leader of the Opposition why he

is supporting the petty politicking of the senators in the other place in delaying the

GST when he knows that the Liberals have no alternative, when Jean Chrétien has said

there is no alternative." 373

Three types of tax changes related to the GST implementation were reported: sales

and excise measures directly related to the reform; indirect measures taken in order to

compensate for costs incurred in the course of the reform; and transitional one-time

measures. The impacts of all of these were shown, respectively, in Panels A, B and C of

Table A.5.1, p. 135, of the Budget Papers 1990. Given that the reform was scheduled

to take place in January 1, 1991, that’s the timing I ascribe to all of these changes,

except when otherwise indicated. The motivation for the reform, as discussed below,

was a long run one, so that’s the classification I choose, except if some other specific

motivation is presented by the government for a particular measure. 374

Sales and excise taxes

The major reform in the budget was the replacement of the existing federal man-

ufacturers sales tax (FST) with the Goods and Services Tax (GST). The justification

given for this change was that "the FST is an increasingly unreliable source of federal

revenues. As such, the tax is an impediment to sound fiscal planning and a threat to

the government’s strategy for getting the deficit under control. (...) The GST replaces

the FST and a number of miscellaneous excise taxes, including the cable program-

ming services tax. These taxes would have yielded projected net revenues of almost

$19 billion in 1991-92. In 1991-92, the first full year of implementation, the GST is

projected to yield $20.8 billion in net revenues." 375 In the Budget Speech, the Minis-

ter of Finance further elaborated on the structural problems of the existing tax, both

in harming competitiveness and in worsening the deficit: "The existing tax destroys

jobs. It makes our exports less competitive and favours imports over Canadian-made

373Hansard Debates, November 20, 1990, p. 15467
374For a detailed account of the motivation, timeline and workings of the GST, see chapter 2 in Smith

(1992).
375Budget Papers 1990, p. 134
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products. It costs Canada $9 billion in lost annual output. The GST will unlock that

potential for new growth and jobs. The benefits will be felt in every region of Canada.

The existing federal sales tax is subject to significant tax avoidance. By replacing this

unreliable tax, the GST will put our deficit reduction plan on a stronger foundation."

376 Thus, the motivation behind the reform is exogenous, long run. The measure was

almost revenue-neutral, but government expected the deficit to go down on account

of changes directly related to the sales tax reform, presented in Panel A of Table A.5.1.

1. Net Goods and Services Tax revenues. For the reasons explained above, I label

this exogenous, long run. Impact estimated in first full fiscal year: +$20,755 mn

2. Elimination of existing Federal Sales Tax and miscellaneous excise taxes. For the

reasons explained above, I label this exogenous, long run. Impact estimated in first

full fiscal year: -$18,970 mn

3. Enhanced Goods and Services Tax credit. This is part of the GST implementa-

tion that aims at helping poorer taxpayers. "To ensure that lower- and modest-income

Canadians are better off under the new system, the existing refundable FST credit will

be replaced by the new GST credit. The amount of the credit will be based on the pre-

vious year’s income and family status." 377 In the Budget Speech, the Minister further

emphasized the fact that "through the GST refundable credit, the fairness of the tax

system will be improved." 378 Therefore, I classify it as exogenous, ideological. As

part of the GST reform, I place this measure in the beginning of 1991. Impact esti-

mated in first full fiscal year: -$1270 mn

Consequential impacts / related fiscal actions

376Budget Speech 1990, p. 10
377Budget Papers 1990, p. 134
378Budget Speech 1990, p. 11
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These are presented in Panel B, which presents "the consequential impacts of sales

tax reform and the fiscal actions that the government undertook to achieve a fiscally

balanced GST at the 7-per-cent rate." 379 Out of the items presented in Panel B, one is

indexation and two of them are expenditure changes (administrative costs and expen-

diture reductions). The remaining are increases in taxes that intend to compensate for

other costs, so they are endogenous, deficit reduction.

1. Increase in high-income surtax. Impact estimated in first full fiscal year: +$160

mn

2. Increase in large corporation tax. Impact estimated in first full fiscal year: +$155

mn

Transitional impacts

These are one-time measures presented in Panel C. They were: "the prepayment

of the GST credit in December 1990; the transitional grant to small businesses; and

the rebate of FST paid on inventories, held on December 31, 1990, of new and unused

goods." 380 No indication of the date of the small business grants was provided, so I

drop it. Thesemeasures were all one-timemeasures; for the prepayment of GST credit,

I enter in on one quarter (1991 Q1) and cancel it on the next quarter (1991 Q2). As

for the rebate of FST paid on inventories, I enter it on 1991 Q1 and cancel it on 1992

Q2, since fiscal years 1990-91 and 1991-92 both have similar estimated impacts but

1992-93 has zero. In accordance with the general intention of the program, I classify

these exogenous, long run.

1. Prepayment of Goods and Services Tax credit. Impact estimated in first full fis-

cal year: -$600 mn

379Budget Papers 1990, p. 135
380Budget Papers 1990, p. 136

Chapter 3 217



Essays on Fiscal Policy and the Narrative Approach

2. Federal Sales Tax inventory rebates. Impact estimated in first full fiscal year:

-$1200 mn

Other measures

Prepayment of Child Tax Credit. "The prepayment of the child tax credit is equal

to two-thirds of the maximum credit and is paid in November to families with incomes

up to two-thirds of the maximum credit threshold. No special provision is made for

larger families with incomes above the prepayment income threshold, even though

they may need it more. It is proposed that families with three or more children will

now be entitled to the prepayment" 381 if their income is below a certain threshold.

This measure was temporary, and would merely "shift $30 million forward from the

1991-92 fiscal year to the 1990-91 fiscal year." 382 In Parliament, Dave Worthy, Parlia-

mentary Secretary to the Minister of State (Privatization and Regulatory Affairs) said

that "all children in Canada who are going to benefit from this bill would wish me to

thank all members of the House who have made it possible to put this through in such

quick order today." 383 Thus, I label the measure exogenous, ideological.

Overall stance of the budget

Since the main goal of the budget in terms of tax measures was the replacement

of the FST by the GST, on the grounds of improving Canada’s competitiveness and

getting rid of an unreliable tax, the main motivation of the budget was exogenous,

long run. All measures considered, the budget tended to be neutral in this regard, but

still it makes sense to classify it as such.

381Budget Papers 1990, p. 174
382Budget Papers 1990, p. 174
383Hansard Debates, November 5, 1990, p. 15168
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1991 Feb 26th

(million Can. dollars, numbers taken from Budget Papers 1991, pp. 144-157)

Narrative without cancellations, excluding all tax credits given to individuals 384

1991 Q2:

EXOG IL: (-10)+1140

Narrative without transitory measures, excluding all tax credits given to individuals

1991 Q2:

EXOG IL: (-10)+1140

Economic Context

Canada was hit by a recession in the early 90s, in sharp contrast with what had

happened in the 80s. "Although inflation pressures remained intense, and monetary

and fiscal policy tightened in response in 1988 and 1989, overall economic growth did

not begin to slow until late 1989. Economic activity declined in the second quarter of

1990. (...) All available indicators show that the contraction intensified in the fourth

quarter of 1990. (...) The downturn has been marked by consumer retrenchment,

cuts in business investment, and tight inventory control." 385 Inflation, for some time

subdued, increase by 1989: "After remaining virtually stable near 4 per cent for five

years, inflation measured by the consumer price index rose sharply to 5 per cent in

384This is the same as "Narrative with cancellations, excluding all tax credits given to individuals."
385Budget Papers 1991, pp. 23 and 24
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1989." 386 This threat of inflation "forced monetary conditions to remain tighter than

forecast in last year’s budget. Tighter monetary conditions, a faltering U.S. economy,

and declines in business and consumer confidence turned the projected slowdown into

a recession." 387 Further risks related to the volatility of oil prices after the Gulf War

and the fact that growth in other major countries had slowed down; for example, "the

U.S. economy contracted in the fourth quarter of 1990, due to a broad-based decline

in private final domestic demand." 388 Nevertheless, the government expected 1992 to

be much better provided a "substantial easing of domestic monetary conditions, along

with a recovery in the United States and declines in oil prices." 389

According to the Minister of Finance, the government’s plan to address the crisis

was to "put government finances firmly on the course to a balanced budget," as well as

"severely restrain the operations of government" 390 and, in agreement with the Bank

of Canada, being "committed to lowering inflation gradually to 2 per cent by 1995

and to making further progress toward price stability thereafter." 391 Therefore, the

budget was restrictive. The main tax measure presented in the budget was directed at

smoking.

Tax Measures

Tax measures for Canadians with disabilities

These measures had been first announced in November by the Minister of State

for the Status of Disabled Persons; the goal was "to promote equal opportunities for

Canadians with disabilities." 392

In the Budget Speech, the Minister of Finance described such measures as part of a

386Budget Papers 1991, p. 29
387Budget Papers 1991, p. 31
388Budget Papers 1991, p. 40
389Budget Papers 1991, p. 45
390Budget Speech 1991, p. 3
391Budget Speech 1991, p. 20
392Budget Papers 1991, p. 144

Chapter 3 220



Essays on Fiscal Policy and the Narrative Approach

strategy to "improve the effectiveness of the tax system in meeting the needs of dis-

abled Canadians." 393 Therefore, all of these measures were exogenous, ideological.

1. Disability tax credit. "To promote greater fairness, the disability tax credit will

be increased by $125 from $575 to $700 as of the 1991 taxation year." 394 Impact esti-

mated in first full fiscal year: -$35 mn

2. Medical expense credit (part time attendant care). "In order to extend benefits to

non-working disabled Canadians, up to $5,000 of part-time attendant care expenses

which are not otherwise deductible in computing income will qualify for the medical

expense tax credit. This provision will take effect for the 1991 and subsequent tax

years. (...) This change is expected to benefit 35,000 households at a cost of $20 mil-

lion per year." 395 Impact estimated in first full fiscal year: -$20 mn

3. Medical expense credit (new expenses eligible). New expenses were allowed to

be eligible for the medical expense credit: "Three such expenses are to be included as

eligible medical expenses, beginning in the 1991 taxation year: specially trained ser-

vice animals (...), modifications to the home in order to [assist] a person with a severe

and permanent mobility restriction (...) and incontinence products (...). The estimated

cost of these changes is $5 million per year." 396 Impact estimated in first full fiscal

year: -$5 mn

4. Access and employment-related initiatives for disabled persons. Employers

would be allowed "to fully deduct the costs of modifications to accommodate disabled

persons in the year they are incurred" and "allowances provided to employees for taxi

fares, para-transport, and parking will no longer be considered as taxable benefits" for

393Budget Speech 1991, p. 24
394Budget Papers 1991, p. 144
395Budget Papers 1991, p. 145
396Budget Papers 1991, p. 146
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disabled people. These changes would apply "for the 1991 and subsequent taxation

years." 397 Impact estimated in first full fiscal year: -$10 mn

Taxation of tobacco products. "The excise tax on cigarettes will be increased by 3

cents per cigarette, effective February 27, 1991." 398 In the Budget Papers, as well as

on the Budget Speech, the health concerns of the government were emphasized when

these increases were discussed: "Our national strategy to reduce tobacco use addresses

all aspects of the problem of tobacco consumption. In particular, it is aimed at dis-

couraging young people from beginning to smoke. (...) Studies show that tobacco

taxes are particularly important in discouraging younger Canadians from smoking."

399 In Parliament, in response to NDP MP Audrey McLaughlin, who criticized the tax

on cigarettes for being "inflationary" the Minister of Health and Welfare Perrin Beatty

restated the goal of these "measures taken by the Minister of Finance to reduce by

100,000 the number of teenage smokers in Canada." 400 The measure is exogenous,

ideological. Impact estimated in first full fiscal year: +$1140 mn

Overall stance of the budget

The greatest tax measure in the budget was the tobacco excise increase, which was

framed by the Minister of Finance, as well as by the Minister of Health and several

Progressive Conservative MPs, as an attempt to curb smoking. Therefore, I classify

the budget as a whole as exogenous, ideological.

397Budget Papers 1991, pp. 146 and 147
398Budget Papers 1991, p. 147
399Budget Speech 1991, pp. 21 and 22
400Hansard Debates, March 1, 1991, p. 17844
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1992 Feb 25th

(million Can. dollars, numbers taken from Budget Papers 1992, Table 4.1, p. 134;

Table 4.7, p. 149 and Section D, p. 162)

Narrative without cancellations, excluding all tax credits given to individuals 401

1992 Q2:

EXOG IL: (-15)+(-2.6)

EXOG LR: -110+(-5)

ENDOG DR: 210

ENDOG SS: -20

1992 Q3:

ENDOG DM: -375 (first stage of reduction in surtax)

1993 Q1:

ENDOG DM: -875 (second stage of reduction in surtax)

EXOG IL:(-10)+180

EXOG LR: -66.67 (first stage of reduction of the manufacturing and processing rate)

ENDOG SS: -95

1994 Q1:

EXOG LR: -333.33 (second stage of reduction of the manufacturing and processing

rate)

401This is the same as "Narrative with cancellations, excluding all tax credits given to individuals."
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Narrative without transitory measures, excluding all tax credits given to individuals

1992 Q2:

EXOG IL: (-15)+(-2.6)

EXOG LR: -110+(-5)

ENDOG DR: 210

ENDOG SS: -20

1992 Q3:

ENDOG DM: -375 (first stage of reduction in surtax)

1993 Q1:

ENDOG DM: -875 (second stage of reduction in surtax)

EXOG IL:(-10)+180

EXOG LR: -66.67 (first stage of reduction of the manufacturing and processing rate)

ENDOG SS: -95

1994 Q1:

EXOG LR: -333.33 (second stage of reduction of the manufacturing and processing

rate)

Political Context

The budget was presented by newly appointedMinister of Finance DonMazankowski,

appointed after a cabinet reshuffle. He would go on to present the 1993 budget as well.
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Economic Context

The Canadian economy was still suffering form the effects of the recession. "Now,

early in 1992, [the] recovery is being inhibited by a weaker-than-expected world econ-

omy and global restructuring. This has dealt a blow to confidence in Canada and

elsewhere. Canada’s high reliance on exports means that when our trading partners’

economies are weak, our economy is also weak." 402 The large build-up in private debt,

the slowdown in productivity and the crisis in the US were the main concerns. Regard-

ing the recession in the US, the Budget stated that "the U.S. economy surprised almost

all analysts last fall when it fell back from the modest pace of recovery experienced

in the second and third quarters." 403 Meanwhile, inflation had been subdued: "The

year-over-year inflation rate fell from 6.8 per cent in January last year to 3.8 per cent in

December and a remarkable 1.6 per cent in January this year" 404 and it was followed

by "a decline in longer-term interest rates in Canada." 405 The outlook was, however,

not bad for the remainder of the year: "available evidence suggests continued weak-

ness in the first quarter of 1992. By spring, however, a pickup in growth abroad will

be reinforced by improving domestic conditions." 406

Some measures to this end were included in the budget, namely to help small busi-

nesses and manufacturing and processing. The deficit was still relatively high. The

Minister of Finance announced: "We will cut spending and we will cut taxes. We will

cut spending by $1 billion in 1992-93 and by $7 billion over five years. These savings

will be used to cut taxes." 407

Tax Measures

Personal income tax measures

402Budget Papers 1992, p. 23
403Budget Papers 1992, p. 38
404Budget Papers 1992, p. 33
405Budget Papers 1992, p. 36
406Budget Papers 1992, p. 41
407Budget Speech 1992, p. 2
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1. Reduce surtax by 1% July 1, 1992 and by 1% January 1, 1993. "The budget pro-

poses that this surtax be reduced by 1 percentage point, from 5 per cent of basic federal

tax to 4 per cent, effective July 1, 1992, and by a further 1 percentage point, to 3 per

cent, effective January 1, 1993." 408 The Minister of Finance Dan Mazankowski stated

in the Budget Speech that this reduction, as well as the introduction of the Home Buy-

ers’ Plan had the intention to "help bolster the recovery by providing a welcome break

for Canadian taxpayers and home buyers. The equation is simple: we are reducing

spending in order to cut taxes." 409 I classify it endogenous, demand management.

The main drive behind the reduction in the surtax was not social concern because the

relief was widespread; the government admits that "the surtax not only provides ad-

ditional tax relief for low- and middle-income families, it also extends this relief to

all other taxpayers." 410 The impact for year 1992-93 was -500 and for year 1993-94

was -1250. Therefore I compute the cumulative impact of the surtax reduction on a

quarterly basis as -1250 / 4 = -312.5 and I compute the impact of the first change as

-500 - (312.5) / 2 = -93.75. This means that the impact of the first reduction can be

approximated as -375 and the impact of the second reduction can be approximated as

-1250 - (-375) = -875.

2. New Child Tax Benefit. "Beginning January 1993, the existing patchwork of

child benefits will be replaced by a new Child Tax Benefit paid monthly, generally to

the mother. (...) The new system is simpler, fairer and more responsive to the needs of

Canadians." 411 I classify the measure as exogenous, ideological. Impact estimated in

first full fiscal year: -$645 mn

3. Increase the Child Care Expense Deduction. "The budget increases by $1,000 the

maximum expenses for child care that may be claimed for the 1993 and subsequent

408Budget Papers 1992, pp. 134 and 135
409Budget Speech 1992, p. 12
410Budget Papers 1992, p. 138
411Budget Papers 1992, p. 136
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taxation years." 412 The Minister of Finance stated that "this will benefit 600,000 tax-

payers, 75 per cent of whom are women in the work force." 413 Suzanne Duplessis, the

Parliamentary Secretary to the Minister of External Relations and Minister of State

(Indian Affairs and Northern Development), further emphasized that "this measure

will help traditional families but will also greatly help the one parent families." 414

Therefore, I label the measure exogenous, ideological. Impact estimated in first full

fiscal year: -$10 mn

4. Equal tax treatment of common-law and married couples. "In some cases, the

differences in tax treatment can penalize common-law couples. For example, un-

der the current system, a one-income common-law couple cannot claim the married

credit. (...) This budget proposes changes to treat common-law couples the same as

married couples under the tax system for 1993 and subsequent taxation years." 415

The reason invoked in the Budget Speech was that "this will ensure consistent tax

treatment of different types of families — a key element in improving the fairness of

the tax system." 416 I therefore classify the measure as exogenous, ideological. Impact

estimated in first full fiscal year: +$180 mn

5. Tax assistance for education. "This budget provides additional tax relief to stu-

dents by increasing the education credit and the total value of the credits whichmay be

transferred to parents or other supporting taxpayers. This will assist full-time, post-

secondary students. The change will be effective for the 1992 and subsequent taxation

years." 417 Like other social measures in the budget, this increase in the education tax

credit was presented as a measure that was designed "to meet social responsabilities,"

412Budget Papers 1992, p. 136
413Budget Speech 1992, p. 15
414Hansard Debates, March 11, 1992, p. 8000
415Budget Papers 1992, p. 139
416Budget Speech 1992, p. 15
417Budget Papers 1992, p. 140
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418 therefore it is exogenous, ideological. Impact estimated in first full fiscal year:

-$25 mn

6. Tax measures for Canadians with disabilities. The budget proposed to "recog-

nize disability pensions under the Canada Pension Plan and Quebec Pension Plan as

earned income for purposes of contributions to registered retirement savings plans."

419 "The definition of earned income will be changed, effective for 1991, for the pur-

pose of RRSP contributions for the 1992 and subsequent taxation years." 420 Since this

measure, whose impact is provided, and others in the budget such as expanding the

medical expense tax credit, was intended to "assist and to promote employment op-

portunities for people with disabilities," 421 I classify it as exogenous, ideological. I

take the implementation date to be the second quarter of 1992. Impact estimated in

first full fiscal year: -$15 mn

7. Home Buyers Plan. Impact estimated in first full fiscal year: negligible.

8. Extension of payout period for RRIF. Impact estimated in first full fiscal year:

negligible.

9. Delay increase in pension and RRSP limits. "The budget proposes to delay the

phase-in of higher contribution limits for registered pension plans (RPPs) and reg-

istered retirement savings plans (RRSPs). This measure will produce fiscal savings

and help to encourage spending rather than saving during the period of economic

recovery." 422 I would thus label it exogenous, demand management. Yet no imple-

mentation date is provided, therefore I drop it.

418Budget Speech 1992, p. 24
419Budget Speech 1992, p. 16
420Budget Papers 1992, p. 142
421Budget Papers 1992, p. 140
422Budget Papers 1992, p. 145
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10. Interest-free procession period. The interest paid on tax refunds was decreased,

by making it start accumulate later. "In other countries, there is an interest free period

after the filing deadline for processing returns and sending out refunds. It is proposed

that the same approach be adopted in Canada. Under the proposed procedure, inter-

est will not start to accumulate until 45 days after the filing deadline (or 45 days after

actual filing if it is later). The change is to become effective for tax returns filed after

1992." 423 The impact estimated in first full fiscal year was +$55 mn. This measure

pertains to a transfer, therefore I drop it.

Measures to enhance competitiveness

Several tax changes were proposed with the goal of increasing competitiveness; all

of the following measures are, thus, classified as long run measures, unless some other

specific justification is provided.

The manufacturing sector was undergoing profound changes. "To help the Cana-

dian manufacturing and processing sector meet the challenges of globalization" at a

time when "this sector has been particularly hard hit as manufacturers in Canada and

other countries restructure their operations," 424 the Budget Papers stated that three

measures were being put forward with the goal of making manufacturing more com-

petitive. "More has to be done to ensure that Canada’s manufacturing and processing

sector remains competitive in world markets. Three tax changes have been identified

which will enhance the competitiveness of Canada’s manufacturing and processing

sector. These changes will assist it in restructuring its operations to improve produc-

tivity to take advantage of the opportunities presented by liberalized global markets:

an increased rate of capital cost allowance (CCA) in respect of purchases of manu-

facturing and processing machinery and equipment; a reduction of the tax rate on

423Budget Papers 1992, p. 145
424Budget Speech 1992, p. 13
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manufacturing and processing profits ; and a reduction of the withholding tax rate on

direct dividends." 425 Thus, these three measures are designed to address problems

in the manufacturing sector, which could frame them as supply stimulus measures.

Nevertheless, unless there is a clear link between a specific measure and a desire for

supply stimulus, I interpret these measures as a response to a structural problem in

manufacturing, given the international context (start of NAFTA) and since the Budget

Papers state that "Canada’s productivity growth in manufacturing significantly lagged

that in the United States between 1985 and 1990" 426 and "high growth of unit labour

costs in Canada’s manufacturing sector during the second half of the 1980s eroded our

competitive position." 427

1. Increase Capital Cost allowance rate on manufacturing and processing equip-

ment. "The rate at which the cost of capital can be deducted in calculating income

subject to tax plays a very important role in investment decisions. The early, or "up

front" deduction of CCA means that after-tax costs are lowered when they are most

important - in the early years. As a result, the financial rate of return on a project

can be increased. The government proposes to increase the capital cost allowance rate

for eligible manufacturing and processing machinery and equipment from the current

rate of 25 per cent to 30 per cent. The increased CCA rate will apply to acquisitions

after budget day of manufacturing and processing machinery and equipment." 428 For

the reasons mentioned above, this is labeled exogenous, long run. Impact estimated

in first full fiscal year: -$110 mn

2. Reduce tax rate on manufacturing and processing profits. "Currently, manu-

facturing and processing income is eligible for a five percentage point reduction from

the general tax rate - reducing the tax rate on these profits from 28 per cent to 23 per

cent. The budget proposes a further reduction in this rate to 21 per cent. This change

425Budget Papers 1992, p. 149
426Budget Papers 1992, p. 57
427Budget Papers 1992, p. 61
428Budget Papers 1992, p. 150
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will be phased in, with a one percentage point decline effective January 1, 1993 and

another percentage point decrease effective January 1, 1994." 429 Furthermore, Bar-

bara Sparrow, Parliamentary Secretary to the Min. of National Health and Welfare

stated that this measure intended to encourage "initiative, productive investment and

growth by reducing the tax burden on manufacturers and processors." 430 This quote

as well as the reasons mentioned above lead me to label this as exogenous, long run.

The estimated impact was -150 for 1993-1994 and -400 for 1994-1995. Therefore, the

cumulative impact of the second change was -400, and the impact of the first change

was -50 / 3 on a quarterly basis, or -66.67 on a quarterly basis. Thus, the impact of the

first change is computed as -66.67 and of the second change is -333.33.

3. Reduce withholding tax rate on direct dividends. "In today’s international en-

vironment where investment capital is mobile across international boundaries, a high

rate of withholding tax acts as an impediment to capital flows and inward investment.

In the midst of a process of worldwide restructuring, Canada must not act in ways

that hinder our ability to attract a good share of new worldwide investment. For this

reason, the government is prepared, in its tax treaty negotiations, to commence to re-

duce the withholding tax rate on direct dividends beginning January 1, 1993." 431 In

the Budget Speech, this measure was presented separated from the change in the CCA

and reduction of the tax rate on manufacturing; the Minister stated that "this will help

Canada compete for international direct investment. It is particularly important now,

as international businesses restructure their worldwide operations." 432 The Minister

of Finance has thus established a clear link between this measure and the need to

stimulate the economy, which is why I label this third measure endogenous, supply

stimulus. Impact estimated in first full fiscal year: -$95 mn

429Budget Papers 1992, pp. 150 and 151
430Hansard Debates, March 10, 1992, p. 7897
431Budget Papers 1992, p. 151
432Budget Speech 1992, p. 13
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4. Streamline administration on SR&D tax credits. "This budget proposes to stream-

line the administration of the SR&ED tax credit system to make it more effective." 433

The Minister stated that "the government recognizes the importance of research and

development. Canada’s system of tax incentives to support research and development

is already one of the most generous in the world. This budget commits an additional

$230 million over the next five years to improve these incentives by making them

more easily accessible to users." 434 I would label this exogenous, long run. The im-

pact estimated for 1993-94 was -$50; nevertheless, the details on this change were not

presented in the budget, so I have to drop it.

5. Target capital gains exemption toward equity. "The tax system contains a num-

ber of incentives to encourage investment. These incentives must be adjusted period-

ically to ensure that they reflect the fiscal capacity of the government and that they

respond to changing economic conditions. With this in mind, the budget proposes

to target the lifetime capital gains exemption (LCGE) toward equity investment by

no longer providing the $100,000 lifetime capital gains exemption on real estate pur-

chased after February 1992 and restricting it on real estate purchased before March

1992." 435 Since the restriction was due to the use of resources elsewhere, I label this

endogenous, deficit reduction. Impact estimated in first full fiscal year: +$210 mn

6. Enhance incentive for labor sponsored venture capital funds. The budget an-

nounced several improvements to the tax treatment of venture capital funds. The

justification was that "venture capital makes an important contribution to innovation,

wealth creation and job creation." 436 Therefore, I classify this as exogenous, long run.

The measure was to apply "for the 1992 and subsequent taxation years." 437 Impact

estimated in first full fiscal year: -$5 mn

433Budget Papers 1992, p. 155
434Budget Speech 1992, p. 13
435Budget Papers 1992,p. 156
436Budget Speech 1992, p. 14
437Budget Speech 1992, p. 168
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7. Small business financing measures. "The SBF program will permit eligible small

business corporations and unincorporated businesses to issue small business financing

instruments after budget day and before January 1993." 438 The argument presented

by the Minister of Finance was clearly about stimulating supply: "Small businesses

are key to the healthy growth of Canada’s economy. The federal tax treatment of small

businesses is among the most favourable in the world. In these difficult times, how-

ever, many small businesses are experiencing serious cash-flow problems." 439 There-

fore, I label it endogenous, supply stimulus. Impact estimated in first full fiscal year:

-$20 mn

Other Tax Measures

1. Life insurance. "The government is reviewing, with the industry, the taxation

of life insurance companies to ensure that they pay their fair share of federal tax. (...)

Over the next few months, the government will outline specific proposals to ensure

that life insurance companies pay an appropriate amount of tax over the short term

and the long term. On the basis of these proposals, it is expected that life insurance

companies will pay an additional $55 million in federal tax in fiscal year 1992-93 and

$75 million in fiscal year 1993-94." 440 The government also complained that "income

tax revenues from this industry remain low." 441 I would label it exogenous, deficit

consolidation. The estimated impact for fiscal year 1993-1994 was +$75 mn. How-

ever, no specific date is presented, therefore I drop it.

2. Ethanol and Methanol Fuels. Ethanol and methanol fuels were encouraged

by the budget: "The budget proposes to eliminate the excise tax on the ethanol and

438Budget Papers 1992, p. 160
439Budget Speech 1992, p. 14
440Budget Papers 1992, pp. 164 and 165
441Budget Papers 1992, p. 163
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methanol portions of blended fuels that are mainly gasoline, effective April 1, 1992.

(...) The purpose of this measure is to encourage the development in Canada and use

of ethanol and methanol fuels made from renewable feedstocks." 442 The Minister of

Enviroment Jean Charest referred to the measure as one that helped agriculture and

was also "good for the environment." 443 Given the environmental concerns of themea-

sure, I classify it as exogenous, ideological. Impact estimated in first full fiscal year:

-$2.6 mn

Overall stance of the budget

Most of the relevant measures in the budget are ideological tax cuts; therefore, I

classify the budget as exogenous, ideological.

1993 Mar 26th

(million Can. dollars, numbers taken from Budget Papers, p. 82)

Narrative 444

1993 Q2:

EXOG LR: -3+(-5)

1994 Q1:

EXOG LR: -11+(-40)

442Budget Papers 1992, p. 165
443Hansard Debates, March 12, 1992, p. 8128
444All variants are equivalent for this budget.
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Political Context

By 1993, the government was facing a big loss in popularity due to the crisis as

well as to the failure of the Meech Lake Accords in 1990, which aimed at closing

the process started in 1982 to patriate the Constitution. Soon after, Brian Mulroney

startedmore extensive talks in order to be able to change the Constitution. The Liberal

and the New Democratic Party supported the new agreement, the so-called Charlot-

tetown Accord. The new agreement failed to pass in a referendum in October, 1992.

The main opposition had come from the Bloc Québécois and the Reform Party, both

of which would go on to have significant gains in 1993, the first one in Quebec, the

second in the West. This added to the low popularity of the Prime Minister, and made

it very hard for the Progressive Conservative to keep its majority. Thus, the 1993 bud-

get would be the last budget under a Conservative PM until Stephen Harper’s first

minority government. 445

Economic Context

The Canadian economy was by now under recovery. The Budget stated that "real

GDP has grown for seven consecutive quarters and several developments point to sus-

tained non-inflationary growth in the period ahead." Furthermore, "success in reduc-

ing inflation permitted a dramatic easing in monetary conditions" in the form of low

interest rates and a weaker Canadian dollar. 446 Outside Canada, "the U.S. economy

showed considerable strength in the second half of 1992 when real GDP rose at an

annual rate of more than 4 per cent" and "while conditions are expected to improve

slightly in Japan and the U.K., Germany will likely see a further decline in economic

activity in 1993." 447 In this context, the Minister stated that he was "presenting a bud-

get that will deliver no new taxes, no tax increases, more than $30 billion in spending

445See Frizzell et al. (1994), pp. 4 to 6.
446The Budget 1993, p. 21
447The Budget 1993, p. 29
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cuts." 448 Indeed, there were very few tax measures on this budget, and the ones that

were presented were not quantitatively significant. 449

Tax Measures

The few tax measures that were put forward by the government aimed at improv-

ing the depreciation rate for technological goods and aiding small innovative firms.

In the Budget Speech, the Minister of Finance summarized the tax measures in one

paragraph: "Today I am proposing tax changes to improve the treatment of rapidly

depreciating new equipment; strengthen the ability of Canadian firms to access new

technologies; and improve the effectiveness of incentives, particularly for small inno-

vative companies." 450

1. Special class for Capital Cost Allowance. "Consultations with interested busi-

nesses and associations have revealed that, in some circumstances, the CCA system

does not adequately reflect variations in depreciation experience resulting from tech-

nological change. (...) The most frequently identified equipment for which such vari-

ation in depreciation was a concern was computer equipment and certain types of

office communication and electronic equipment. In response to these concerns, it is

proposed that the Income Tax Regulations be amended to enable taxpayers to elect to

place eligible property in a separate class for CCA purposes." 451 This change was to

be "effective for property acquired after April 26, 1993." 452 I classify the measure as

exogenous, long run. Impact estimated in first full fiscal year: $3 mn

2. Patents. Two measures were being introduced regarding patents. Both measures

448The Budget 1993, p. 1
449The online archive of Canadian federal budgets does not present a separate file for the Budget

Speech; however, the Budget Speech is presented in Budget 1993, chapter 1. Any reference to the

Budget Speech for 1993 is made with respect to the budget.
450The Budget 1993, p. 5
451The Budget 1993, pp. 75 and 76
452The Budget 1993, p. 76
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regarding patents were taken with the justification that "it is important for Canadian

businesses to acquire new technologies in order to maintain their ability to compete

in the global marketplace." 453 Therefore, I label both exogenous, long run.

2.1 New CCA rate for patents. The budget introduced "a new 25 per cent declining

balance capital cost allowance (CCA) class for all patents and rights to use patented

information acquired after April 26, 1993." 454 Impact estimated in first full fiscal

year: -$5 mn

2.2 Changes to withholding taxes. "When Canadian businesses acquire rights to

use new technologies from non-residents, the payments for these rights are subject

to withholding tax. (...) The Canadian government is prepared, in its tax treaty ne-

gotiations, to eliminate the withholding tax on arm’s length payments in respect of

rights to use patented information or information concerning scientific experience.(...)

Eliminating the withholding tax on these payments will reduce the cost to Canadian

firms of accessing technology developed by foreign firms." 455 The estimated impact

for 1994-95 was -$25 mn. However, no date was provided in the budget, therefore I

drop it.

3. Several incentives were in place to aid small firms. These were being expanded

since "as smaller firms begin to prosper and grow in size, they can lose access to some,

or all, of these incentives." 456 Given that the goal was to remove "impediments to

small innovative firms," 457 I classify both of these as exogenous, long run as well.

3.1 Extension of Scientific Research Credit benefits. The budget proposed the "ex-

tension of the enhanced R&D tax benefits to small expanding businesses.(...) These

new rules will be effective for SR&ED expenditures incurred in taxation years begin-

453The Budget 1993, p. 76
454The Budget 1993, p. 77
455The Budget 1993, p. 78
456The Budget 1993, p. 78
457The Budget 1993, p. 78
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ning after 1993." 458 Impact estimated in first full fiscal year: -$11 mn

3.2 Eliminating Investment Tax Credit limitation. "The tax reform measures of

1987 introduced a limitation on the amount of ITCs that could be utilized in a taxa-

tion year. This limitation was introduced to reduce the number of large corporations

that were profitable, but did not pay income tax. (...) Effective for taxation years be-

ginning after 1993, the existing annual limit on ITC claims will be eliminated." 459

Impact estimated in first full fiscal year: -$40 mn

Overall stance of the budget

The budget had few tax changes. The main focus of the budget was on spend-

ing restraint. All of the very few measures presented in the budget were long run

measures, therefore I classify it as exogenous, long run.

1994 Feb 22nd

(million Can. dollars, numbers taken from Budget Plan 1994, Table 10)

Narrative without cancellations, excluding all tax credits given to individuals

1994 Q1:

EXOG IL: 70 (temporary three year tobacco surtax on industries)

EXOG DC: -300 (decrease in tobacco excise taxes)

458The Budget 1993, pp. 79 and 80
459The Budget 1993, p. 81
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1994 Q2:

EXOG LR: +415+60 = 475

EXOG IL: +245

EXOG DC: +35+25 = 60

EXOG IL: +85 (potentially drop, because not all items in these 85 mn dollars have the

exact same motivation)

1994 Q3:

EXOG DC: 200+40 = 240

1995 Q1:

EXOG DC: +80

EXOG LR: +40

Narrative with cancellations, excluding all tax credits given to individuals

1994 Q1:

EXOG IL: 70 (temporary three year tobacco surtax on industries)

EXOG DC: -300 (decrease in tobacco excise taxes)

1994 Q2:

EXOG LR: +415+60 = 475

EXOG IL: +245

EXOG DC: +35+25 = 60

EXOG IL: +85 (potentially drop, because not all items in these 85 mn dollars have the

exact same motivation)
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1994 Q3:

EXOG DC: 200+40 = 240

1995 Q1:

EXOG DC: +80

EXOG LR: +40

1997 Q1:

EXOG IL: -70 (temporary three year tobacco surtax on industries)

Narrative without transitory measures, excluding all tax credits given to individuals

1994 Q1:

EXOG DC: -300 (decrease in tobacco excise taxes)

1994 Q2:

EXOG LR: +415+60 = 475

EXOG IL: +245

EXOG DC: +35+25 = 60

EXOG IL: +85 (potentially drop, because not all items in these 85 mn dollars have the

exact same motivation)

1994 Q3:

EXOG DC: 200+40 = 240

1995 Q1:

EXOG DC: +80
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EXOG LR: +40

Political Context

The October 25, 1993 federal elections turned out to be a massive victory for the

Liberal Party, led by Jean Chrétien. The Progressive Conservative Party, under a new

leader, KimCampbell, suffered a huge defeat, going from 156MPs (as ofMay 31, 1993)

to only 2 MPs. The Reform Party, led by Preston Manning, had massive gains in the

West, and the Bloc Québécois, led by a former member of the Mulroney government,

Lucien Bouchard, had massive gains in Quebec. The Liberal Party amassed a major

victory, winning 177 of the 295 seats. 460

Economic Context

In 1994, the overall economic outlook was good. Growth had picked up after

the 1991 recession and real GDP growth had hovered above 2% for several quarters

since the end of 1992. 461 The Budget Plan stated that "excess capacity in output and

labor markets" from previous years "combined with good productivity performance,

has pushed inflation and cost pressures down to the lowest levels in a generation."

Furthermore, the Budget Plan added that "interest rates are also close to 23-year lows."

462

Major Tax Measures

In the Budget Speech, Min. of Finance Paul Martin stated that there were three

main challenges that the Budget wanted to address. "The first is to build a frame-

work for economic renewal - to help business succeed and to turn innovation into a

460See Frizzell et al. (1994), chapter 1 and p. 161.
461Budget Plan 1994, p. 4
462Budget Plan 1994, p. 3
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more effective engine of Canadian economic growth. The second is to construct re-

sponsible social programs (...). And the third challenge is to restore fiscal sanity to

government." 463 The improvement in the budget deficit was to be achieved primarily

through spending cuts rather than through tax hikes, however the government did not

discard ideologically-minded tax measures aimed at increasing fairness. "The bulk of

the effort involves significant cuts in government spending. But part of it must also

involve looking at the tax system to ensure that all Canadians are paying their fair

share. For that reason, we are acting today to eliminate a number of tax breaks that

don’t meet the standard of fairness that Canadians expect." 464 This suggests that a

lot of the tax measures on the budget are in fact anti-avoidance measures, thus in line

with Cloyne (2013b), will be labeled ideological, unless some more specific reason is

given for them. 465

The tax base broadening measures are summarized in the Table 10 of the Budget

Plan, p. 46.

Personal Income Tax measures

1. Tax employer-paid private group life insurance premiums. The Budget Plan

states that "it is proposed that the taxation of employer-provided life insurance ben-

efits be extended to the first $25,000 of coverage. The proposed change will apply to

benefits provided after June 1994." 466 The date is, thus, the third quarter. No major

reason is presented directly. However, David Walker, Parliamentary Secretary to the

Minister of Finance, stated the following: "The tax and deficit relationship is a two-

way street. A higher deficit will lead to higher taxes, while a lower deficit will lead

to lower taxes. To reduce the deficit now some revenue increases are necessary. The

463Budget Speech, p. 3
464Budget Speech 1994, p. 16
465Mostly, Cloyne (2013b) tends to label anti-avoidance measures as spending driven, but that is ac-

tually not exactly the case here, since the stated goal of the government is not to maintain a certain

level of spending but, rather, while cutting spending, correcting certain perceived injustices in the tax

system.
466Tax Measures: Supplementary Information, February 22, 1994, p. 7
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government has decided that the fairest way to raise revenue is to broaden the tax base

and to bring greater equity and fairness to the tax system. The $100,000 lifetime cap-

ital gains exemption will no longer be available for gains realized after budget night.

For individuals, the full value of employer paid life insurance premiums will be tax-

able. The income tax credit provided to persons over the age of 65 will be income

tested. I should note that only one senior in four will be affected by this change." 467

Thus, the goal seems to be exogenous, deficit consolidation. Impact estimated in first

full year: +$200 mn

2. Eliminate $100 000 lifetime capital gains exemption. Many reasons are pre-

sented in "Tax Measures: Supplementary Information." It states that the current sys-

tem creates distortions, it’s inequitable and it is complex. Thus, the government de-

cided to "eliminate the $100,000 lifetime capital gains exemption," but in such a way

that "capital gains that have accrued up to budget day will continue to be eligible for

the exemption." The $500 000 large capital gains exemption for small businesses and

farm property, however, was not altered.468 The challenge, thus, is to find the primary

motivation for this reform. It cannot be labeled as spending-driven since the goal is

not to fund a certain level of spending but it is instead to help reduce the deficit, for

which spending cuts are supposed to give a bigger contribution. For this reason it

should also not be labeled as deficit consolidation. I turn to the Budget Speech itself,

for it is supposed to be more precise on this. Indeed, after presenting the measure,

anticipating future extensions to other exemptions, Paul Martin states that "as cir-

cumstances permit, a general lowering of the capital gains tax rate for small business

and farmers could provide a greater incentive to entrepreneurship." Thus, it seems to

be appropriate to label it as exogenous, long run. 469 The implementation date is the

budget day. Impact estimated in first full year: +$415 mn

3. Income-tested age credit. There was a credit for Canadians 65 and over. "The

budget proposes that the age credit be subject to an income test that would target the

467Hansard Debates, February 25, 1994, 1015
468Tax Measures: Supplementary information", February 22, 1994, p. 1.
469Budget Speech 1994, p. 17
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assistance to seniors with low or modest incomes." 470 Since this is phrased as socially

concerned, I will label it exogenous, ideological.471 In the absence of a date, I take it

to be the budget date. Impact estimated in first full year: +$170 mn

Business income tax

1. Business meals and entertainment expenses. By saying that "the government

believes the tax system will be made fairer, and will better reflect the personal con-

sumption element, by reducing the income tax deduction and the GST [Goods and

Services Tax] credit for eligible business meals and entertainment expenses" 472, the

government is pointing out for an ideological reason. So I label it exogenous, ideolog-

ical. The date is the budget date: "This restriction will apply to expenses in respect

of meals, beverages and entertainment consumed or enjoyed after February 1994." 473

Impact on first full-year: +$245 mn

2. Eliminate preferential tax rate for large private corporations. Although the ma-

jority of corporations that qualify for the lower tax rate are indeed small businesses,

very large CCPCs [Canadian-controlled private corporations] may also obtain this

benefit under the current rules. This budget proposes changes that will make large

CCPCs ineligible for this small business benefit (...). This measure applies to taxa-

tion years ending after June 30, 1994." 474 So I consider this to be exogenous, deficit

consolidation. Impact on first full-year: +$40 mn

470Tax Measures: Supplementary Information, February 22, 1994, p. 8
471Yvan Loubier, of the Bloc Quebecois, in the debate of February 23, 1994, stated that "by eliminating

the age credit for seniors, the Minister of Finance is widening the tax base at the expense of 800,000

older people. That is social justice! That is how we reward seniors who worked hard all their lives

to start a family and build this country that this government claims to stand for" (Hansard Debates,

February 23, 1994, 1734). In my database, in general I am disregarding the statements of the opposition

parties. If I did not, however, in this case it is clear that I should still label this policy change as

exogenous,deficit consolidation, i.e, its exogeneity should not be in question.
472Tax Measures: Supplementary Information, February 22, 1994, p. 15.
473Tax Measures: Supplementary Information, February 22, 1994, p. 15.
474Tax Measures: Supplementary Information, February 22, 1994, p. 16
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3. Securities held by financial institutions. "The budget proposes that the profits

and losses of all securities (with the exception of qualified small business shares, as

discussed below) held by a financial institution in the ordinary course of its business

that are disposed of after February 21, 1994 be treated as on income account (...)."

475 Furthermore, "the current rules provide taxpayers with an opportunity to reduce

taxable income by disposing of securities that have decreased in value while retain-

ing those that have appreciated. To address these concerns, the budget proposes that

certain securities be marked to market, meaning that the appreciation or depreciation

in their value each taxation year must be recognized in the year." 476 I label this as

exogenous, long run since I interpret it as a simplification of the taxation of income

from securities that reduces distortions in the long run. Impact on the first full year:

+$60 mn

4. Regional investment tax credits. "There are currently three regionally-based In-

vestment Tax Credits (...). These credits have not been cost effective in attracting new

investments to designated regions or reducing economic disparity. The budget pro-

poses to eliminate the Special Investment Tax Credit, to reduce the Atlantic-Gaspe In-

vestment Tax Credit rate from 15 per cent to 10 per cent, and to eliminate the Atlantic

component of the Scientific Research and Experimental Development Tax Credit, ef-

fective, December 31, 1994." 477 Since the reason presented is explicitly to reduce costs

and since the deficit the government is addressing was inherited form the past, I label

these exogenous, deficit consolidation. Impact in the first full year: +$80 mn

5. Private corporations dividends. A "refundable tax is imposed on certain divi-

dends received by private corporations (and certain closely-held public corporations).

The rate of this tax will be increased, as of January 1, 1995, to 33% per cent to bring

it more into line with the personal income tax imposed on dividends." 478 The moti-

vation for such an initiative is described as follows: "Dividends are generally taxable

475 tax Measures: Supplementary Information, p. 21
476 tax Measures: Supplementary Information, p. 21
477Budget Plan 1994, p. 44
478Budget Plan 1994, p. 44
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when received by an individual, but not when received by one Canadian corporation

from another. As a result, an individual could, but for Part IV, defer tax by estab-

lishing a company to hold shares and receive dividends, instead of holding the shares

directly. Part IV tax is intended to prevent this deferral opportunity (...). For Part IV

tax to work as it should, it must approximate the tax an individual would pay if the

dividend income were earned directly." 479 This is essentially a tax-avoidance measure,

designed not to fund specific expenditure, but attempting to change the nature of tax-

ation of dividends in order to reduce distortions such as the one described above. I

simply label it exogenous, long run. Impact in the first full year: +$40 mn

6. Reserves of insurance companies. The budget determined that "all tax reserves

for unpaid claims be determined on a fully discounted basis for taxation years ending

after February 22, 1994." I label this exogenous, deficit consolidation. Impact in the

first full year: +$35 mn

7. The rules that provide "accelerated capital cost allowance rates for equipment

acquired by a taxpayer to reduce water or air pollution (Classes 24 and 27) and certain

energy conservation equipment (Class 34)" were made more stringent. The date men-

tioned is the budget date. 480 Even though this is a specific measure about specific

sectors, its intent is not to boost supply, but to broaden the base. I thus label this as

exogenous, deficit consolidation. Impact in the first full year: +$25 mn

8. Other tightening measures involve measures regarding foreign affiliates, the tax

treatment of debt forgiveness, divisive corporate reorganizations, R & D tax incentives

and tax shelter investments. We only have the full impact of all these measures com-

bined, so it is impossible to separate them. "New measures will prevent Canadian-

based companies from using foreign affiliates to avoid paying Canadian taxes, and

ensure that the income of financial institutions is measured appropriately for tax pur-

poses," as stated in the Budget in Brief, p. 17. Also, "corporate tax rules relating to

tax shelters, research and development incentives, debt forgiveness and asset sales are

479Tax Measures: Supplementary Information, February 22, 1994, p. 26
480Tax Measures: Supplementary Information, February 22, 1994, p. 29
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tightened." 481

The change in rules concerning the definition of "active business" and "losses for

foreign affiliates" is aimed at attacking tax avoidance. As Paul Martin puts it, "certain

Canadian corporations are not paying an appropriate level of tax. Accordingly, we are

taking measures to prevent companies from using foreign affiliates to avoid paying

Canadian taxes which are otherwise due. We are taking steps to ensure that the in-

come of financial institutions is measured appropriately for tax purposes." 482 Patrick

Gagnon, Liberal M.P., states himself that "this government will prevent Canadian-

based companies from using foreign affiliates to avoid paying taxes." 483 This indicates

that the measure can be classified as exogenous, ideological. If I interpret it as a sim-

plification with long term effects over the economy, it could also be exogenous, long

run, but I think it is too narrow to be accurately described that way.

Divisive corporate changes refer to "the tax avoidance technique (...) "purchase

butterfly" " that enabled the shareholder to receive the proceeds of a sale rather than

the corporate entity receiving them. The long run consequences for the economy are

not clear to be, so this motivation can be described as exogenous, ideological.

Debt forgiveness has tax implications. "To the extent that debt is forgiven, the cost

of the expenditures has not been borne by the debtor and should therefore not be

recognized for tax purposes." 484 Among other things, the list of undeducted expendi-

tures against a forgiven debt could be applied was changed. It is not obvious how to

classify this measure.

The changes in R & D tax incentives were justified "to further strengthen admin-

istrative efficiency and fairness in the tax system" and to focus the incentive on pro-

viding actual "new research and development rather than on providing an incentive

to reopen the calculation of tax credits for expenditures made in prior years." The

481Budget in Brief 1994, p. 18
482Hansard Debates, February 22nd, 1994, 1713
483Hansard Debates. February 23rd, 1994, (1415)
484Tax Measures: Supplementary Information, p. 36
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motivation seems to be exogenous, long run.

Tax shelter changes were made to deter tax-avoidance that might offer larger and

safer benefits to firms compared to their original investment. There is a clear focus on

perverse incentives of the current legislation and how they should be changed. Thus,

I label them exogenous, long run.

Given all this, and given some contradiction in the motivations of these amalga-

mated items, I can label this last item conservatively as exogenous, ideological or,

given it is relatively small, I can drop it altogether. The timing indicated for all of

them is the same: the budget date. 485

Impact on the first full year: +85$.

Measures announced prior to the budget date:

Tobacco manufacturers’ surtax. The Budget Plan refers to this measure saying that

"the Prime Minister announced, on February 8, 1994, an aggressive action plan to deal

with the serious problem of tobacco smuggling. The federal and certain provincial

governments have undertaken a number of measures, including increased enforce-

ment, health promotion, the lowering of the excise tax on tobacco products, a surtax

on tobacco - manufacturers and the reimposition of an export tax on tobacco Products.

These measures will curtail the current smuggling problem. However, there will be a

fiscal cost in both 1994-95 and 1995-96."

The reason for this measure is exogenous, deficit consolidation, since when it

was announced, Prime Minister Jean Chrétien said in Parliament that "illegal tobacco

now accounts for about 40 per cent of the $12.4 billion Canadian tobacco market.

Organized crime now controls up to 95 per cent of the contraband tobacco entering

the country. More than two million Canadians are purchasing this contraband. More

than $1 billion in federal tobacco tax revenues and $1 billion in provincial revenues

were lost in 1993. These losses will climb steadily if action is not taken, and the

social costs in terms of increased crime and violence in loss of business to law abiding

485Tax Measures: Supplementary Information, February 22, 1994, pages 33 to 43
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merchants and in lawlessness are considerable and growing." 486 In general I take the

middle column in the impact table as a measure of the size of the shock, but there is

a challenge in the computation of the budgetary impact of this measure, since Table

5 on page 23 of the Budget Plan presents very different revenue impacts for 1994/95

(-$300) and 1995/96 (-$25), but knowing that the measure is presented in the first

quarter of 1994, I will adopt -300 as the first full year impact. The motivation is

exogenous, deficit consolidation.

The Prime Minister goes on to present another measure designed to compensate

for the decrease in excise taxes: "We do not want tobacco manufacturers to receive any

benefit from the difficult decision we have made today. The fact is that Canadian man-

ufacturers have benefited directly from this illegal trade. They have known perfectly

well that their tobacco exports to the United States have been re-entering Canada il-

legally. I believe they have not acted responsibly. It is going to end now with taxation

and regulatory measures. The government is imposing immediately an export tax of

$8 per carton on Canadian tobacco exports. This export tax reflects the fact that 80

per cent of cigarettes being sold on the black market are Canadian cigarettes that were

manufactured for export. The new export tax will work to reduce the profitability of

tobacco smuggling. We are imposing, effective immediately, a substantial increase in

corporate taxes on Canadian tobacco manufacturers. We are imposing a three-year

health promotion surtax on tobacco manufacturing profits. The surtax will increase

the federal tax rate on manufacturing and processing tobacco products from 21 per

cent to 30 per cent. Companies will pay 40 per cent more federal tax on manufactur-

ing profits than they have in the past and the federal government will receive up to

$200 million in extra revenue over the three years." 487 Thus, the government will col-

lect approximately 70 million dollars on an annual basis. 488 Since this measure will

be in place for three years, it can be placed in the first quarter of 1994 and canceled in

1997; the measure that ignores cancellations will only have the 70 dollars in the first

486Hansard Debates, February 8, 1994, 1029
487Hansard Debates, February 8, 1994, 1031
488That is the figure reported in Table 5 of the Budget Plan 1994, p. 23.
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quarter of 1994.

Overall stance of the budget

The budget was designed to cut spending and increase taxation by broadening

the tax base. The economy was growing, so if I have to find one motivation for this

budget it is purely budget control. The government could have postponed this, but

it decided to fight the deficit while the economy had already well recovered from the

1991 recession. I would thus label it exogenous, deficit consolidation or, due to the

strong focus on measures of simplification, exogenous, ideological.

1995 Feb 27th

(million Can. dollars, numbers taken from Budget Plan, Annex 6)

Narrative without cancellations, excluding all tax credits given to individuals

1995 Q2:

EXOG LR: +170

EXOG DC: +155

EXOG DC: +115

EXOG IL: +120

EXOG IL: +40 (temporary capital tax increase)

EXOG IL: +65

EXOG DC: +500

EXOG DC: -40 (delay)

1996 Q1:
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EXOG IL: +10

EXOG IL: +15

EXOG IL: +70 (temporary reduction in contribution limit of RRSP)

Narrative with cancellations, excluding all tax credits given to individuals

1995 Q2:

EXOG LR: +170

EXOG DC: +155

EXOG DC: +115

EXOG IL: +120

EXOG IL: +40 (temporary capital tax increase)

EXOG IL: +65

EXOG DC: +500

EXOG DC: -40 (delay)

1995 Q3:

EXOG DC: +40 (delay)

1996 Q1:

EXOG IL: +10

EXOG IL: +15

EXOG IL: +70 (temporary reduction in contribution limit of RRSP)

1996 Q4:

EXOG IL: -40 (temporary capital tax increase)
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1998 Q1:

EXOG IL: -70 (temporary reduction in contribution limit of RRSP)

Narrative without transitory measures, excluding all tax credits given to individuals

1995 Q2:

EXOG LR: +170

EXOG DC: +155

EXOG DC: +115

EXOG IL: +120

EXOG IL: +65

EXOG DC: +500

1995 Q3:

1996 Q1:

EXOG IL: +10

EXOG IL: +15

Economic Context

Just as in 1994, the economic outlook was good. In the Budget Speech, Paul Mar-

tin refers to the "extraordinary opportunity" created by the fact that in the previous

year economic growth in Canada was "the highest of any G-7 country." 489 He also

refers to the the fact that "although unemployment is still far too high, the rate has

fallen by almost 2 full percentage points" and states that "Canada’s exports have never

489Budget Speech 1995, p. 4
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been higher." 490 After pointing to a good performance of productivity, the balance of

payments and inflation, he sets the main direction of the budget as one of deficit con-

solidation. He explicitly repeats a quote from PrimeMinister Jean Chrétien: "The time

to reduce deficits is when the economy is growing. So now is the time." 491 However,

the government sees a need to keep exerting an effort to reduce the budget deficit.

In this respect, the Minister of Finance states that "looking ahead, we pledged in our

last budget that the deficit in 1995-96 would not exceed $32.7 billion and would be

reduced to 3 per cent of GDP – now estimated to be $24.3 billion – by 1996-97. It is

now evident, and has been for some time, that unless we take further direct action,

those deficit targets will not be met." 492

Major Tax Measures

Just like the previous budget, most of the consolidation was supposed to come

from spending. 493 Accordingly, the government states that "tax measures play a

small role in this budget. Personal income tax rates are not being increased. Some tax

measures are being taken, however, to ensure that all taxpayers pay what is owing.

Other measures will increase fairness. Finally, a small number of corporate and excise

tax increases are proposed to complement much greater action on program spending."

494

Tax measures were tabled in two broad groups: measures to increase fairness and

tighten the tax system and measures related to tax rate increases.

Measures to increase fairness and tighten the tax system

1. Reduction of the contribution limit for registered pension plans (RPPs), and reg-

istered retirement savings plans (RRSPs) to $13,500 in 1996. However, "these limits

490Budget Speech 1995, p. 4
491Budget Speech 1995, p. 5
492Budget Speech 1995, p. 6
493Budget Speech 1995, p.8
494Budget Plan 1995, p. 7
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will be increased beginning in 1997" according to a schedule presented in the Bud-

get,495 which is why this measure should be taken as temporary. In accordance with

Table 6.2 in the Budget Plan, I consider that the policy is completely reversed by 1998,

so I cancel it then, when writing that version of the narrative. Impact estimated in first

full year: +$70 mn

2. Reduction in RRSPs overcontribution allowance from $8,000 to $2,000. "To con-

trol unintended tax deferrals, the Income Tax Act imposes a penalty tax of 1 per cent

per month on excess contributions to RRSPs. In determining the amount of this tax, an

allowance of $8,000 of excess contributions is provided. (...) This budget proposes to

reduce the allowance to $2,000, starting in January 1996." 496 Thus I place this change

in the first quarter of 1996. The intention is to close a loophole. Impact estimated in

first full year: +$10 mn

3. Retiring allowance rollovers were phased out. The government stated: "individ-

uals who receive payments on termination from employment in respect of long service

may transfer to an RRSP up to $2,000 for each year of service plus up to $1,500 for each

year before 1989 in which they earned no pension or DPSP [shared profits] benefits.

(...) The rationale for this measure has been eliminated by the maturation of pension

plans, the increase in RRSP limits for those not in pension plans, and the ability to

carry forward unused RRSP limits. The budget proposes to eliminate this rollover in

respect of years of service after 1995." 497 Impact estimated in first full year: +$15 mn

The motivation of the above three measures is stated as coming from the need to

"bring the rules of the private component of the retirement system in line with a key

principle of pension reform. The principle is that tax assistance should be provided

for contributions to registered savings plans based on earnings up to two-and-one half

times the average wage, and no more." 498 This focus on increasing fairness makes the

above three measures mostly exogenous, ideological.

495Budget Plan 1995, p. 149
496Budget Plan 1995, pp. 149-150
497Budget Plan 1995, p. 150
498Budget Plan 1995, p. 59
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4. Additional tax in investment income of private corporations. "The budget pro-

poses to introduce an additional refundable tax of 6 2/3 per cent on the investment

income (other than deductible dividends) of Canadian-controlled private corporations

to reduce this deferral advantage." 499 The measure was schedule to "apply after June

30, 1995." The motivation is bluntly stated in the Budget Speech, p. 22: "The tax

deferral advantages for investment income earned by private holding companies will

be taken away. That advantage is unjust." So I label this as exogenous, ideological.

Impact estimated in first full year: +$120 mn

5. Eliminate deferral of tax on business income. The business year was made to

end in December 31 for several businesses, which meant that there would be no more

possibility of deferring taxes on income earned between the end of business year and

December 31. "Effective for fiscal periods beginning after 1994, all sole proprietor-

ships, professional corporations and partnerships (where at least one member of the

partnership is an individual, professional corporation or another affected partnership)

will be required to have their fiscal periods end on December 31." 500 A transitional

period of 10 years was granted to add the missing amounts to income in order not to

force the tax burden to be too heavy in any single year. The goal of this reform is to

simplify the system, so it fits into the exogenous, long run label. Impact estimated in

first full year: +$170 mn

6. Restrict Scientific R & D tax incentives. "R & D tax incentives, like all tax expen-

ditures, need to be monitored continually and modified to ensure effectiveness and

integrity." 501 Also, in the Budget in Brief, the government states that "pending the

completion of a review of information technology R & D, all such R & D performed

after February 27, 1995 by financial institutions will be excluded from the definition

of Scientific Research and Experimental Development (SR & ED)." 502 There is an em-

phasis on effectiveness and integrity, so the label can either be ideological or long run.

499Budget Plan 1995, p. 155
500Budget Plan 1995, p. 159
501Budget Speech 1995, p. 22
502Budget in Brief 1995, February 27th, p. 18
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I go with long run, because I interpret this measure as a way to enforce stricter cri-

teria into the assessment of R & D projects. I label it exogenous, long run. Impact

estimated in first full year: +$15 mn

Tax rate increases

The increases in all tax rates were justified in the Budget Plan as follows. "To help

meet the deficit reduction targets, tax rates on the corporate sector, and in particu-

lar on large corporations and deposit-taking institutions, are being increased. Also in

support of meeting the deficit targets, the excise tax on gasoline is being increased." 503

The government also states: "To help achieve the deficit reduction targets, the budget

proposes to increase the rates of the large corporations tax (LCT) and the corporate

surtax. In addition, the budget proposes that the tax on the capital of financial in-

stitutions (Part VI tax) be increased, on a temporary basis, for banks and other large

deposit-taking institutions." 504 The temporary capital tax is somewhat singled out,

possibly only because it is temporary.

So the goal for all or most of the following tax rate increases is exogenous, deficit

consolidation.

1. Large corporations tax increase and corporate surtax increase. The Budget Plan

states that "the rate of the LCT [Large corporations tax] will be increased from 0.2 per

cent to 0.225 per cent" and that "the corporate surtax, currently levied at a rate of 3

per cent of the basic federal corporate income tax, will be increased to 4 per cent."

505 About the implementation date of both measures, it is further stated that both

measures will apply for taxation years ending after February 27, 1995. I label them

exogenous, deficit consolidation. Impact estimated in first full year: +$155 mn for

the LCT and +$115 mn for the corporate surtax.

2.Temporary capital tax increase for large-deposit taking institutions. This mea-

503Budget Plan 1995, p. 148
504Budget Plan 1995, p. 171
505Budget Plan 1995, p. 172
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sure is presented as a way to have banks pay their fair share. David Walker, Parlia-

mentary Secretary to theMinister of Finance stated that "several banks reported record

profits in 1994. This has led observers to wonder whether the banks are paying their

fair share of taxes." 506 Regarding the timing, the government further states: "The

capital tax imposed on banks and other large deposit-taking institutions will be tem-

porarily increased. The tax will take effect immediately and will remain until October

31, 1996." 507 I will label it exogenous, ideological but it could also be argued, given

the emphasis on the profits of the banks that it was exogenous, deficit consolidation.

Impact estimated in first full year: +$40 mn. The measure is temporary, it will enter

positively in 1995 Q2 (and is canceled in 1996 Q4 for that version of the narrative).

3. Excise tax rate increases. The timing of the tax rate increases was the budget

date since the government stated that "the increase in the federal excise tax rates for

cigarettes became effective as of February 18, 1995" 508 and it also stated that "the

budget proposes to increase the excise taxes on leaded and unleaded gasoline and avi-

ation gasoline by 1.5 cents a litre, effective February 28, 1995," 509 which places these

rate increases in the budget date, February 27th 1995, i.e. for our purposes the second

quarter of 1995. The motivation for these is different. The fuel tax change is directly

related to the budget deficit, as mentioned above, so it is exogenous, deficit consoli-

dation. The more modest tobacco tax increase has specific justifications that are not

directly related to the deficit; it represents "a first step toward the long-term restora-

tion of uniform federal tax rates for tobacco products across Canada" and "the gov-

ernment remains committed to reducing tobacco consumption among all Canadians.

Toward this end, Health Canada will be proceeding with programs and initiatives un-

der its Tobacco Demand Reduction Strategy, funded by the special surtax on tobacco

manufacturers." 510 Thus it has some ideological component but also is reasoned to-

wards the convergence of rates on tobacco products. Given the clear health concern

506Hansard Debates, March 13th, 1995, 10427
507Budget in Brief 1995, p. 18
508Budget Plan 1995, p. 174
509Budget Plan 1995, p. 174
510Budget Plan 1995, p. 174
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stated I label it exogenous, ideological. Impact estimated in first full year: +65$ for

tobacco and +500$ for gasoline.

Beyond the tabled measures, the government announced a delay in the implemen-

tation of the private corporations dividend tax (see Budget Plan for 1994) until July.

The way to quantify this is to cancel out the original shock (i.e., enter -$40 mn in 1995

Q2); furthermore, for the narrative with cancellations of measures, I place an entry of

$40 mn for 1995 Q3 while keeping the same goal as stated in 1994 (exogenous, deficit

consolidation).

Also, three measures do not have any tabled impacts on revenue. A set of more

stringent rules that frame "government assistance available to certified Canadian film

productions" had too small an impact on revenues. Changes in the taxation of family

trusts intended to kick in only in 1999 and institutional changes designed to strengthen

Revenue Canada’s ability to enforce the law have no tabled revenue impacts as well.

Overall stance of the budget

Similarly to 1994, given the statements made by Paul Martin in his Budget Speech,

it is clear that if a single label was to be assigned to the budget it should be exogenous,

deficit consolidation.

1996 March 6th

(million Can. dollars, numbers taken from Budget 1996, Annex 5)

Narrative without cancellations, excluding all tax credits given to individuals

1996 Q2:

EXOG DC: +15
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EXOG LR: +5+(-60)+(-10)+(-5)+(-5)+20 = -55

EXOG IL: +10+60 = 70

1996 Q4:

EXOG IL: +40 (extension of the temporary capital tax surcharge on large deposit-

taking institutions)

1997 Q1:

EXOG IL: +10+40

1998 Q1:

EXOG IL: +70 (reversal of the decrease in limit is delayed to 2005)

Narrative with cancellations, excluding all tax credits given to individuals

1996 Q2:

EXOG DC: +15

EXOG LR: +5+(-60)+(-10)+(-5)+(-5)+20 = -55

EXOG IL: +10+60 = 70

1996 Q4:

EXOG IL: +40 (extension of the temporary capital tax surcharge on large deposit-

taking institutions)

1997 Q1:

EXOG IL: +10+40
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1997 Q4: EXOG IL: -40 (extension of the temporary capital tax surcharge on large

deposit-taking institutions)

1998 Q1:

EXOG IL: +70 (reversal of the decrease in limit is delayed to 2005)

2005 Q1:

EXOG IL: -70 (reversal of the decrease in limit is delayed to 2005)

Narrative without transitory measures, excluding all tax credits given to individuals

1996 Q2:

EXOG DC: +15

EXOG LR: +5+(-60)+(-10)+(-5)+(-5)+20 = -55

EXOG IL: +10+60 = 70

1997 Q1:

EXOG IL: +10+40

Economic Context

The Budget Plan refers some negative developments throughout 1995 that might

have constituted a cause for concern for the government. "After rising 4.6 per cent

in 1994, real GDP increased 2.2 per cent in 1995. (...) Export growth decelerated

dramatically during 1995 as growth in the U.S. economy, particularly the automotive

and housing sectors, slowed. Final domestic demand inched ahead about 0.7 per cent,

down from 2.9 per cent growth in 1994, as high real interest rates solicited uncertainty
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and fragile confidence restrained household spending." Nevertheless, there were also

reasons for hope: "housing resales surged more than 20 per cent in January [1996],"

"manufacturing shipments also showed some strength at the end of 1995" and "em-

ployment rose 93,000 from November to January as an increase of 123,000 private

sector jobs was partially offset by declining public sector employment." 511 Further-

more, using the CPI, "the 12-month inflation rate down from 2.9 per cent [in May

1995] to 1.6 per cent in January [1996];" "the rate on 3-month Treasury bills was 5.2

per cent in late February, down about 300 basis points from its peak in March 1995."

512 Lower rates at home and abroad were seen as helpful in boosting the GDP growth

rate in the future. All in all, the government acknowledged that certain indicators

were not as good as they should be, but chose to stay the course in cutting back the

deficit.

Tax Measures

The government made it clear that the strategy contained in this budget was a

continuation of the one present in the previous budget: "This budget is our third in

a comprehensive and determined effort to restore fiscal health to this country. In this

budget, we are keeping on course. We are maintaining our pace. We are not letting

up. Indeed, this government will never let up. The attack on the deficit is irrevocable

and irreversible. Let there be no doubt about that." 513 That means that this was still a

budget of deficit consolidation. In fact, the Minister of Finance adds that the previous

deficit targets are being met, and that the government wishes to go beyond them: " We

will hit the 3-per-cent deficit target. We will hit the 2-per-cent target announced last

November. Indeed, we are announcing the actions today which will enable us to go

beyond those targets, to keep us moving towards budget balance." 514

Like the previous budgets, the government emphasizes spending cuts and in fact

511Budget Plan 1996, p. 82
512Budget Plan 1996, pp. 84 and 85
513Budget Speech 1996, p. 4
514Budget Speech 1996, p. 4
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announces tax rates won’t be raised. "Because we are focusing on spending cuts, not

tax increases, over the three budgets taken together, we will have cut seven dollars

in spending for every one dollar in new revenues. In this budget, we are not raising

personal taxes. We are not raising corporate taxes. We are not raising excise taxes. In

fact, we are not raising taxes. This government does not rely on tax increases to hit

its deficit targets. Nor does it rely on rosy forecasts." 515 Furthermore, the government

promises that the budget "will show how we will sustain the federal government’s

commitment to healthcare and other social programs into the 21st century," 516 which

points to social concerns that might indicate the budget measures have an ideological

bent as well. The determination of whether the measures are ideological or aimed at

deficit consolidation has to be made measure by measure. Overall, there were several

tax hikes and tax cuts, so that the macro stance of the budget in terms of revenue-

changes (i.e expansionary or contractionary) turned out to be somewhat mixed.

Personal income tax measures

1. Reduce Special Incentives for LSVCCs. The Canadian government gave tax

credits for all investors that invested in Labor-sponsored venture capital corporations

(LSVCCs), which is a form of venture capital. The intention behind these restrictive

measures stated in the Budget Speech is that, since these funds were already "very

well established," it would be good to "reduce the unique incentives in place for these

funds." 517 The intention becomes clearer in the debate. In response to Richard Bélisle

(Bloc Québecois), who asked "How can the government justify attacking a tax haven

which benefits mostly the middle class, instead of reducing the number of tax havens

available to major corporations and the rich?," Minister of Finance Paul Martin replied

"Mr. Speaker, there is no doubt in my mind that these funds, which can be found

across Canada, are meeting a very important need. (...) This being said, now that

these funds are well established, and since some of the money has not yet been in-

vested, the vast majority of experts and provinces agree that these advantages should

515Budget Speech, p. 5
516Budget Speech, p. 6
517Budget Speech 1996, p. 24
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be reduced as they are very costly for taxpayers. This money could be used to stim-

ulate job creation elsewhere, through a youth program, for instance." 518 Given that

there is no clear link between the measure and new expenditure elsewhere, the reason

seems to be exogenous, deficit consolidation.

1.1 Reduce tax credit to a maximum of 15 per cent. "First, the budget proposes

to reduce the rate of the federal LSVCC tax credit from 20 per cent of the cost of

LSVCC shares to a maximum of 15 per cent for shares acquired after March 5, 1996."

519 Impact estimated in first full year: +$45 mn

1.2 Reduce contribution limit to $3,500. "Furthermore, the budget proposes that

the maximum annual investment eligible for a federal LSVCC credit be reduced from

$5,000 to $3,500 for acquisitions of shares after March 5, 1996." 520 Impact estimated

in first full year: +$15 mn

1.3 Increase minimum holding period. "The budget proposes to increase the min-

imum holding period normally applying to federally registered LSVCC shares from

five years to eight years. (...) This measure is to apply to LSVCC shares acquired after

March 5, 1996." Regarding this measure, the Budget points to future savings and does

not indicate actual figures, thus this measure will be dropped.

2. Tax-Assisted Retirement Savings. The measures in the budget in this regard

have an ideological flavor to them. "We are proposing a number of changes that will

better target this assistance to modest- and middle-income Canadians, while limiting

the cost to taxpayers." 521 Thus by default all of the following measures are labeled

exogenous, ideological, unless something specific is stated otherwise (and in some

cases, it is). In the case of the limit to the RRSP contributions, it is also ideological in

accordance with the corresponding measure from Budget 1995, which is being altered

in Budget 1996.

518Hansard Debates, March 7, 1996, 429
519Budget Plan 1996, p. 144
520Budget Plan 1996, p. 145
521Budget Speech 1996, p. 23
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2.1 Restrict tax assistance to retirement saving. In particular, "the RRSP dollar

limit will be frozen at $13,500 until 2003, then increased to $14,500 in 2004 and to

$15,500 in 2005." 522 Also, there would be an "elimination of the seven-year limit

on the carry-forward of unused RRSP deduction room" and "the budget proposes to

reduce to 69 the current age 71 limit for maturing RPPs, RRSPs and DPSPs," 523 with

"the revised maturation requirements [taking] effect as of January 1, 1997." There are

many measures contained in the number +$40 that shows up in the table, and we

cannot distinguish between them all. However, it is important to cancel the change

from Budget 1995, so that 1998 Q1 gets assigned +$70 mn (and for the narrative with

cancellations, 2005 Q1 gets assigned -$70). As for the number $40 in the table, I

assume it includes only the remaining measures, since unlike the delay, those produce

effects right in year 1997-1998. I take those to be exogenous, ideological, and I assign

them to 1997, first quarter.

2.2 Deny deductibility of RRSP fees. "Administrative fees for RRSPs and RRIFs are

deductible if paid outside the plan. Since other RRSP and RRIF investment expenses

are not deductible and these plans already provide generous tax deferrals, the budget

proposes to eliminate the deduction for such fees paid on or after budget day." 524 The

explicit reason pointed out is a convergence between different RRSP (Registered Re-

tirement Savings Plans) and RRIF (Registered Retirement Income Funds). Therefore,

I label it exogenous, long run. Impact estimated in first full year: +$5 mn

2.3 Tax non-residents on worldwide income. "The budget proposes to limit the

extent to which relief from the withholding tax rate can be obtained by determining

the ordinary tax rate using the greater of Canadian-source or world-wide income." 525

The impact estimated in the first full year in the budget is +$10 mn. However, there

is no date in the Budget Plan, so I take the budget date to be the implementation date.

3. Strengthen Revenue Canada’s - Underground Economy Initiatives. "An impor-

522Budget Plan 1996, p. 146; also, see Table A.5.2, in the same page
523Budget Plan 1996, pp. 147 and 148
524Budget Plan 1996, p. 150
525Budget Plan 1996, p. 150
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tant part of fairness in the tax system is ensuring that everyone pays their fair share

of taxes. For this reason, Revenue Canada continues to take measures to strengthen

its ability to ensure compliance. The budget proposes to devote more resources to

Revenue Canada’s audit program for unincorporated businesses and self-employed

individuals in order to increase the audit coverage rate for these groups and bring it

more in line with the continued growth in this sector." 526 This is an anti-avoidance

measure, thus I apply the general rule of labeling it exogenous, ideological. Since no

date is given, I take the budget date to be that date. Impact estimated in first full year:

+$60 mn

4. Securing the Future of Social Programs

4.1 New tax treatment of child support. "As of May 1, 1997, child support paid

pursuant to a written agreement or court order made on or after that day will not be

deductible to the payer nor included in the income of the recipient for tax purposes."

527 The measure is clearly ideologically motivated, as can be seen from the debates,

where Peter Adams (Liberal) stated that "in his latest budget, the Minister of Finance

has agreed to a long standing request made by women all over the country. Starting

in May, child support payments will not be included in the income of the custodial

parent for tax purposes nor be tax deductible for the payer. This change to a system

left untouched for 50 years will put an end to the unfair distinctions made under

the tax system between separated spouses and parents who still live together." 528

Thus it should be exogenous, ideological There is a problem, however, concerning

the quantification of this measure, since in fiscal years 1996-97 and 1997-98 losses of

-$10 mn are reported, but a gain of $ 40 mn is tabled for 1998-99. Given that Adams

mentions the increase in revenue, I am inclined to user this number and place it in the

first quarter of 1997. Given that that would imply a distortion in the information in

the table, I choose to drop this measure as a matter of caution.

526Budget Plan 1996, p. 150
527Budget Plan 1996, p. 151
528Hansard Debate, March 7 1996, 421
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4.2 Increase the Working Income Supplement. "The Working Income Supplement

(WIS) is a component of the Child Tax Benefit. It targets assistance to low-income

working families with children," 529 which makes it an expenditure. Thus, I choose

not to include this measure.

4.3 Increase assistance for care of infirm dependants. In the Budget Speech, the

Min. of Finance stated that "increasingly large numbers of Canadians are providing

in-home care for adult children and other relatives with disabilities. This work is

both invaluable and difficult. Therefore, this budget proposes to increase the value of

the infirm dependent credit from $270 to $400 and to raise the income threshold for

the reduction of this benefit from $2,690 to $4,103." 530 Thus, this is an exogenous,

ideologicalmeasure. Given that there is not a clear date for this measure, I assign the

budget date. Impact estimated in first full year: -$35 mn

4.4 Increase incentives for charitable donations. The Min. of Finance stated in the

Budget Speech that "every day in every community, Canadians give freely of their time

and money to support the work of non-profit, voluntary and charitable organizations.

(...) Governments must support Canadians in their effort." 531 The government further

states that "this proposal will apply to donations claimed for the 1996 and subsequent

taxation years." 532 Therefore, I label it exogenous, ideological and assign it to the

budget date. Impact estimated in first full year: -$20 mn

5. Investing in the Future

The following measures were justified specifically with long run concerns. The

Min. of Finance clearly stated that "there is a clear role for government in helping our

young people to prepare for a rapidly changing economy – through the acquisition of

the right skills, and the provision of opportunities to gain work experience." 533 Thus,

unless otherwise clearly stated, they are labeled exogenous, long run.

529Budget Plan 1996, p. 153
530Budget Speech 1996, p. 16
531Budget Speech 1996, p. 17
532budget Plan 1996, p. 156
533Budget Speech 1996, p. 19
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5.1 Increase education credit and increase limit on transfer of tuition and educa-

tion credits. These measures were justified with long run concerns with the economy:

"Increasingly, achieving higher education and continuously updating skills is essential

to securing a prosperous future for Canadians. Tax assistance to students and those

supporting them helps Canadians meet these challenges. (...) These changes will be

effective for the 1996 and subsequent taxation years." 534 Thus it is labeled as exoge-

nous, long run and dated by the time of the budget. Impact estimated in the first full

year: -$60 mn

5.2 Increase Registered Education Savings Plans (RESP) limits. "In light of increas-

ing tuition costs, the budget proposes to increase the annual limit on RESP contri-

butions to $2,000, and the lifetime limit per beneficiary to $42,000. At present, a

beneficiary of an RESP cannot simultaneously receive assistance for education pur-

poses from another grantor at arm’s length, unless the assistance is in the form of a

scholarship or student loan. The budget proposes to remove this restriction. "These

changes will be effective for 1996." 535 Impact estimated in first full year: -$10 mn

5.3 Broaden eligibility for child care expense deduction. The government aimed

at broadening eligibility for the child care expense deduction. This measure will as-

sist parents to undertake education or retraining. Single parents will be allowed the

same deductions that today are only available to couples. And for the first time, the

child care expense deduction will apply to those completing high school, not only post

secondary education." 536 "All the above changes will apply for 1996 and subsequent

taxation years." 537 Impact estimated in first full year: -$10 mn

Business taxation measures

1. Resource sector. There were a number of measures concerning the resource sec-

tor. The government justifies them as a means to make the rules for different sources

534Budget Plan 1996, p. 156
535Budget Plan 1996, p. 157
536Budget Speech 1996, p. 19
537Budget Plan 1996, p. 159
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of energy more consistent, so the reason seems to be a simplification of the rules con-

cerning energy resource exploration, thus long run for our purposes ("This budget

announces income tax changes that will provide an essentially level playing field be-

tween certain renewable and non-renewable energy investments." 538

1.1 Tighten flow-through shares for non-renewable sector.539 As it stood, FTS al-

lowed corporations to renounce income tax deductions associated with certain activ-

ities in exchange for the sale of their shares to investors. In the Budget Plan, the

government outlines the notion that the rules concerning these incentives have to be

made stricter. "These tightening measures will ensure that FTS are only used to fi-

nance more risky expenditures, such as exploration and development costs;" 540 also,

to this end "the government promised to deny FTS treatment for certain seismic ex-

penses. “Off-the-shelf” seismic costs will no longer be eligible for FTS. This measure

will reduce the opportunity for tax shelter abuses that have taken place due to their

valuation." 541 These measures are explicitly made to "better target the incentive to

exploration and development activities and to end certain abuses." 542 It could thus

be labeled ideological, but the fact that the tax-avoidance reason was not particularly

stressed in the Speech nor in the Budget, and the fact that the government said that

renewable energies were to be stimulated, leads me to label it as exogenous, long run.

the implementation date is the March 5th, 1996. Impact estimated in first full year:

+$ 20 mn

1.2 Extend 60-day rule for flow-through shares and Repeal Joint Exploration Cor-

poration rules (negligible).

538Budget Speech 1996, p. 24
539Flow-through shares (FTS) are a tax-incentive described as follows by the Canada Revenue Agency.

"The FTS program provides tax incentives to investors who acquire FTSs by allowing: i) deductions

for resource expenses renounced by eligible corporations; and ii) investment tax credits for individu-

als (excluding trusts) on resource expenses in the mining sector that qualify as flow-through mining

expenditures."
540Budget Plan 1996, p. 165
541Budget Plan 1996, p. 166
542Budget Plan 1996, p. 165
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1.3 Oil sands - qualifying mine expansions. "The existing rules for accelerated

CCA for new mines and major mine expansions are being relaxed to permit mining

companies to claim accelerated CCA when they undertake large capital expenditures

in a year but do not satisfy the existing criteria of a 25 per cent expansion in capacity

(...) These changes will be applicable to all eligible expenditures incurred after March

6, 1996." 543 The ultimate goal is "that all types of oil sands recovery projects are

treated more consistently." Thus I label it exogenous, long run. Impact estimated in

first full year: -$5 mn

1.4 Broaden investor base for renewable energy. "The budget proposes to relax

the “specified energy property” rules in order to permit corporations whose principal

business is manufacturing and processing (M & P) or mining to claim CCA [Capi-

tal Cost Allowance] deductions in respect of such property against income from all

sources. This change will encourage more investments in renewable energy and en-

ergy conservation projects and will increase the environmental benefits and job cre-

ation associated with them. The changes to the “specified energy property” rules will

come into force for property acquired after March 6, 1996." 544 The goal, thus, is la-

beled exogenous, long run. Impact estimated in first full year: $-5 mn

1.6 Expand flow-through shares to renewable energy (negligible).

2. Other

2.1 Extension of temporary tax on large deposit-taking institutions. "The tempo-

rary capital tax surcharge on large deposit-taking institutions, which was introduced

in the 1995 budget and which is scheduled to expire on October 31, 1996, will be ex-

tended until October 31, 1997." 545 This means that there is a shock (increase in this

tax) at the moment of the previously scheduled expiration date, which is met with a

new expiration date (reduction in in this tax) in the third quarter of 1997. This I will

enter +$40 mn in 1996 Q4; and for the narrative with canceled terms in the future, I

543Budget Plan 1996, pp. 168 and 169
544Budget Speech 1996, p. 171
545Budget Plan 1996, p. 178
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will cancel it in 1997 Q4. The motivation is still exogenous, ideological, as before.

2.2 Overseas employment tax credit. This is clearly an anti-avoidance measure.

The goal is to "deny the OETC [Overseas Employment Tax Credit] for an individual’s

employment income from an employer where, but for the employer’s existence, ser-

vices which the employer has contracted to provide to another person would have

been provided by the individual as that other person’s employee. (...) This modifi-

cation is to take effect for the 1997 and subsequent taxation years." 546 Thus, I label

it exogenous, ideological and place it in the beginning of 1997. Impact estimated in

first full year: +$10 mn

Overall stance of the budget

One of the goals of the government was still to get the deficit under control. Nev-

ertheless, given that the deficit goals were being achieved, the government was able to

create a budget where other types of concerns could get their attention, particularly

regarding tax measures. The overall stance of the budget was ideological and long-

run. Given the number of measures purportedly stemming from social concerns, I

label it exogenous, ideological overall.

1997 February 18th

(million Can. dollars, numbers taken from Budget 1997, Annex 6)

Narrative without cancellations, excluding all tax credits given to individuals

1997 Q1:

EXOG IL: +75

EXOG IL: +65 (temporary three year extension of tobacco surtax)

546Budget Plan 1996, p. 179
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1997 Q2:

EXOG IL: (-25)+(-100) = -125

EXOG LR: -180 (change in remittance frequency to quarterly - temporary measure)

1997 Q4:

EXOG IL: +45 (extension of the temporary capital tax surcharge on large deposit-

taking institutions)

Narrative with cancellations, excluding all tax credits given to individuals

1997 Q1:

EXOG IL: +75

EXOG IL: +65 (temporary three year extension of tobacco surtax)

1997 Q2:

EXOG IL: (-25)+(-100) = -125

EXOG LR: -180 (change in remittance frequency to quarterly - temporary measure)

1997 Q3:

EXOG LR: +180 (change in remittance frequency to quarterly - temporary measure)

1997 Q4:

EXOG IL: +45 (extension of the temporary capital tax surcharge on large deposit-

taking institutions)

1998 Q4:

EXOG IL: -45 (extension of the temporary capital tax surcharge on large deposit-

taking institutions)
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2000 Q1:

EXOG IL: -65 (temporary three year extension of tobacco surtax)

Narrative without transitory measures, excluding all tax credits given to individuals

1997 Q1:

EXOG IL: +75

1997 Q2:

EXOG IL: (-25)+(-100) = -125

Economic Context

The fiscal outlook was positive. Not only would the government be able to surpass

its own deficit target, but the debt ratio was announced to be about to be placed on

a permanent downward trend ("For the third consecutive year, the government has

bettered its deficit targets;" 547 "The economy will soon be growing faster than the

government’s debt. As a result, the debt will become more manageable and the debt-

to-GDP ratio will be on a permanent downward track – a goal that is now within reach

for the first time in 20 years." 548). Inflation was low, and Canada was enjoying his-

torically low short-term interest rates. Regarding growth, the government stated that

"during the first half of last year [i.e 1996], expectations for 1996 growth were steadily

revised down as successive indicators showing continued weakness in the economy

were released. At the time of the 1996 budget, private sector forecasters expected

547Budget Speech 1997, p. 7
548Budget Speech 1997, p. 8
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growth to average 1.9 per cent in 1996. It now appears likely that growth for 1996 av-

eraged about 1.4 per cent." 549 However, judging by the statements of Prime Minister

Jean Chrétien in Parliament, this was not a grave concern for the government ("When

we travel, the financial press from around the world recognize that this government

has done a very good job. All the experts outside the government are predicting that

in 1997 we will see more than 3 per cent growth in Canada. It is the same thing for

next year. They are predicting that there will be more than 300,000 new jobs created

per year in the next two years for Canada, and Canada is the country in the best finan-

cial position of all G-7 countries." 550 Instead, the Liberal Party seemed determined

to keep fiscal discipline and strengthen social programs, as in the aftermath of the

Budget Speech Liberal M.P. Jean Augustine put it: "If the government were to offer the

Canadian public, as the Reformers and the Ontario finance minister suggest, a broad

based tax cut, not only will we lose the war on the deficit but we will surely lose the

vital social programs we have been fighting to protect." 551

Tax Measures

Personal income tax measures 552

1. Enhance tax assistance to education and training. The tax assistance provided by

the previous budget was expanded. These measures were presented under the banner

of "investing in long-term job creation and growth," so I take them to be exogenous,

long run, unless they are specifically targeting low-income households, in which case

they are more accurately described as exogenous, ideological.

1.1 Increase education credit. The government announced "the budget proposes to

double the education amount, from $100 to $200 per month of full-time study. The

549Budget Plan 1997, p. 24
550Hansard Debates, February 11, 1997, 7968
551Hansard Debate, February 19th, 1997, 8331
552All the measures listed in the Budget Plan as having been taken prior to the 1997 budget, in Table

4.1, p. 100, are expenditure changes, thus are excluded.
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education amount will rise to $150 in 1997 and reach $200 for 1998 and subsequent

years." 553 I label this as exogenous, long run. Impact estimated in first full year: -$45

mn

1.2 Make ancillary fees eligible for the tuition credit. "The budget proposes to

extend the tuition tax credit to covermandatory ancillary fees imposed by universities,

colleges and other post-secondary institutions to cover the cost of education." 554 I

label this as exogenous, long run. Impact estimated in first full year: -$30 mn

1.3 Allow a carry-forward of unused tuition and education credits. "To permit

all students to take full advantage of the tuition and education credits, the budget

proposes to allow the student to carry forward these credits indefinitely until they

have sufficient tax liability to make use of them. The carry-forward will apply with

respect to tuition and education amounts earned in 1997 and subsequent taxation

years." 555 The government justifies this as a way to help poorer students: "Under the

current rules, some students or their parents cannot take advantage of these tuition

and education credits because they do not have sufficient income in a particular year to

utilize them." 556 Therefore, I label this as exogenous, ideological. Impact estimated

in first full year: -$10 mn

The previous three measures were set to start with the 1997 taxation year, thus I

will place them at the date of the budget, 1997, second quarter.

1.4 Increase RESP annual limit to $4,000 and allow transfers to RRSPs or to con-

tributor. In the Budget Speech, Paul Martin, the Minister of Finance, states: "But

increasingly, parents with young children are worried that they will not be able to af-

ford the costs of their education. Registered education savings plans (RESPs) exist to

provide parents with incentives to save for their children’s education. The full bene-

fits of these plans are reaped by parents who start saving when their children are very

553Budget Plan 1997, p. 179
554Budget Plan 1997, p. 179
555Budget Plan 1997, p. 180
556Budget Speech 1997, p. 14
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young. This is because these funds grow tax free until the child is ready to attend

higher education. Today, we are announcing measures to make RESPs more attractive

and flexible. In order to help parents save more in RESPs, the annual contribution

limit will be doubled to $4,000. This will enable those parents who do not start until

their children are older to still accumulate substantial savings. Finally, we have found

that some parents may be reluctant to invest in RESPs because they fear losing their

investment if their children do not pursue higher education. Therefore, we are allow-

ing individuals to transfer unused RESP income into their RRSPs if they have room."

557 There is a clear social reason for this measure, so I label it exogenous, ideologi-

cal. The date is set in the Budget Plan: "the provisions regarding the return of RESP

income to the contributor, and additional information requirements, will apply after

1997." 558 Impact estimated in first full year: -$25 mn

2. Helping small businesses

2.1 Reduction of the frequency of remittances for very small employers. This mea-

sure is justified as ameans to reduce the administrative burden from filingmonthly re-

mittances for small employers: "Through the Joint Forum to Reduce Paper Burden on

Small Business, the small business community told the federal government that very

small employers view the monthly remittance of withholding amounts to be overly

burdensome." 559 Thus, it should be considered as exogenous, long run. This measure

had a large impact but mostly in the year of the budget: -$180 mn, as remittances due

in the first quarter could be postponed to the second quarter. The government admits

this: "This is largely a one-time impact due to withholding amounts from January and

February 1998 being paid April 15 and credited to the 1998-99 fiscal year, rather than

the 1997-98 fiscal year as would have been the case with monthly remittances." 560 To

account for this measure, which is significant in scale, I enter it as -$180 mn at the

time of the budget (and I reverse it the next quarter for the corresponding narrative

557Budget Speech 1997, p. 15
558Budget Plan 1997, p. 183
559Budget Plan 1997, p. 183
560Budget Plan 1997, p.184
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with cancellations, even though the Table in Annex 6 does not present this reversal).

Furthermore, there is a permanent full year impact estimated to be only -$5mn, which

I place at the budget date as well.

2.2 Enhancing effectiveness of LSVCCs - negligible.

3. Improving the retirement income system. 3.1 PAR (Pension Adjustment Rever-

sal): restoring lost RRSP (Registered Retirement Savings Plan) room - negligible. 3.2

Averaging of CPP/QPP (Canada Pension Plan (CPP) / Quebec Pension Plan (QPP))

lump sum payments - negligible.

4. Towards a National Child Benefit System (Enrichment and restructuring of the

Child Tax Benefit). "The Government of Canada is proposing to allocate $600 million

in new funds, in addition to the $250 million announced in the 1996 budget, to in-

troduce a $6.0 billion Canada Child Tax Benefit effective July 1998, or sooner if that

proves possible." 561 This is in fact an expenditure, so I will exclude it.

5. Measures to assist Canadians with disabilities. The budget proposes a pack-

age of tax measures aimed at increasing assistance to people with disabilities. "These

changes, except where noted, will be effective for the 1997 and subsequent taxation

years." 562 The type of measure indicated points to an exogenous, ideologicalmotiva-

tion.

5.1 There was a broadening of technical specifications of the medical expense tax

credit, so that eligibility for the tax credit was made more likely. Impact estimated in

first full year: -$30 mn

5.2 Refundable medical expense supplement for earners. "The budget proposes to

introduce a refundable tax credit for low-income working Canadians with higher than

average medical expenses." 563 Impact estimated in first full year: -$30 mn

561Budget Plan 1997, p. 192
562Budget Plan 1997, p. 195
563Budget Plan 1997, p. 195
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6. Measures to enhance tax assistance to charitable giving. All the changes to the

tax treatment of charitable donations are placed in February 18, 1997 or February 19,

1997, so I will date themwith the budget date. These changes were justified as ameans

to pursue social goals, so they are exogenous, ideological: "Millions of Canadians give

freely of their time to support the work of non-profit, voluntary and charitable orga-

nizations. The generosity they show and the good work they do is invaluable. Their

participation as citizens builds and maintains the quality of life in our communities.

Government have a very clear obligation to support their involvement and their dedi-

cation. Today, we are announcing important measures to encourage charitable giving."

564 These measures add up to a full year impact of -$100 mn

There is a secondary reason to these measures. Carolyn Parrish, a Liberal MP

stated: "In 1995, I chaired a caucus subcommittee looking at government grants and

contributions, primarily to the volunteer sector. Our committee met with many chari-

table groups, including the National Volunteer Organization and the Canadian Centre

for Philanthropy. They realized that reductions in government grants and contribu-

tions were both necessary and inevitable as governments scale down across the board.

(...) The government should consider ways to stimulate private charitable giving while

it continues to reduce direct funding." 565 Thus, in part it may be seen as endogenous,

spending driven. However, the Budget documents clearly point to social reasons to

implement this measure, and that’s the motivation I choose.

Business taxation measures

1. Review of transfer pricing rules - Table only indicated that this measure prevents

revenue losses, does not give any quantitative impact.

2. Restricting investment tax credit claims - Table only indicated that this measure

prevents revenue losses, does not give any quantitative impact.

3. Extension of temporary tax on large deposit-taking institutions. This was an

564Budget Speech 1997, p. 24
565Hansard Debates, February 27th 1997, 8413

Chapter 3 277



Essays on Fiscal Policy and the Narrative Approach

extension similar to the ones in previous years. It was presented by the government as

such: The temporary capital tax surcharge on large deposit-taking institutions, which

was originally introduced in the 1995 budget, extended in the 1996 budget and is

scheduled to expire on October 31, 1997, is proposed to be extended until October 31,

1998." 566 The motivation is still exogenous, ideological in accordance with previous

budgets. The impact estimated in the first full year is $45 mn. Thus, I will place a

positive entry on the previous expiration date (fourth quarter of 1997); and I cancel it

in the new expiration date (fourth quarter of 1998) for the narrative with cancellations.

Environmental initiatives were implemented, "extending income tax deductions

for contributions to environmental trusts, encouraging donations of easements and

covenants." 567 These were presented as following other measures taken in the past

that tried to pursue "environmental objectives through conservation and protection

measures dealing with mining reclamation trusts, donations of ecologically sensitive

lands, energy efficiency and renewable energy." 568 The implementation date was the

budget date: "it is proposed that the changes will take effect with respect to qualify-

ing environmental trusts after February 18, 1997." 569 Given that these were clearly

stated as ecologically minded, they should be labeled exogenous, ideological. Impact

estimated in first full year: -$25 mn

Sales and excise taxes (clarify measurement of fuel volumes) - negligible.

There were some measures regarding tobacco excise rate changes that were an-

nounced prior to the budget, in November 28, 1996. 570

The most relevant measures were an increase in tobacco tax rates, on the one hand:

"The motion proposes that the Excise Tax Act be amended to increase by 70 cents per

carton of 200, the federal excise taxes for cigarettes for sale in Ontario, Quebec, New

Brunswick andNova Scotia – four provinces wherematching federal-provincial tax re-

566Budget Plan 1997, p. 205
567Budget in Brief 1997, p. 12
568Budget Plan 1997, p. 205
569Budget Plan 1997, p. 208
570Department of Finance News Release November 28, 1996
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ductions were implemented as part of the National Action Plan (...) The tax increases,

which mark another step toward the long-term restoration of uniform federal excise

tax rates for tobacco products across Canada, are effective at midnight tonight and will

generate $75 million in federal revenue on a full fiscal year basis." 571 The argument

was that the war against smuggling was working, thus generating room to gradually

increase taxes to their previous level. Paul Martin issued a statement saying that the

government’s "approach to taxation and enforcement is working. Our measured steps

are leading to real progress. We identified a shared federal-provincial problem and

immediately got to work on a co-operative solution. As of midnight tonight, we are

one step closer to the long-term restoration of uniform federal tobacco tax rates across

the country – a process that will lead to a healthier and safer Canada." 572 This is

made even clearer by the Minister of Health David Dingwall, who participates in the

parliamentary debates and said "this bill is a central element in our government’s com-

prehensive tobacco control strategy. It complements the tobacco tax increase and the

anti-smuggling initiatives announced last week, as well as the education programs de-

signed to make Canadians more aware of the health consequences of tobacco use. The

focus of the bill is simple: health. (...) While there are many interests involved in this

debate, health, especially the health of young Canadians, is of paramount concern."

573 Thus the goal is exogenous, ideological.

On the other hand, the tobacco manufacturers’ surtax was extended for a further

three-year period. "The motion proposes that the Income Tax Act be amended to ex-

tend the surtax on the profits of tobacco manufacturers at its current rate of 40 per

cent for an additional three year period. The surtax was originally announced as part

of the National Action Plan in February 1994 to apply for a period of three years. Ex-

tending the surtax will raise $65 million in federal revenue on a full fiscal year basis."

574 In keeping with the labeling of this measure in 1994, I will label this one as exoge-

nous, ideological. The implementation date of this one is February 1997, when the

571Department of Finance News Release November 28, 1996
572Statement by Minister of Finance, November 28, 1996
573Hansard Debates, December 5 1996, 7112
574Department of Finance News Release November 28, 1996
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previous surtax increase was supposed to expire; for the measure with cancellations,

I will place an entry in the first quarter of 1997 and reverse it in the first quarter of

2000.

Further tobacco tax increases were announced in December 11, 1996 with no ob-

vious impact written down explicitly in the respective News Release.

Overall stance of the budget

The 1997 budget was a mix of exogenous, ideological and exogenous, long run.

There are several measures with clear social goals (helping people with disabilities,

protecting the environment, etc.). Thus, I will label it exogenous, ideological.

1998 February 24th

(million Can. dollars, numbers taken from Budget 1998, Annex 7)

Narrative without cancellations, excluding all tax credits given to individuals

1998 Q1:

EXOG IL: +70

1998 Q2:

ENDOG SS: -5

1998 Q2:

EXOG LR: -200 (this measure, Canadian Savings Grants) includes expenditure and

revenue, so it is possible it should have to be dropped in the future)
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EXOG LR: -20 (note that the announcement for this measure happened in 1997 Q4)

EXOG IL: (-90)+(-45)+(-10)

EXOG IL: -70 (temporary measure relative to the RRSP contributions and AMT)

1998 Q3:

EXOG IL: (-1175)

1998 Q4:

EXOG IL: +50 (extension of the temporary capital tax surcharge on large deposit-

taking institutions)

1999 Q1:

EXOG LR: -40

EXOG IL: -20 (permanent measure relative to the RRSP contribution and AMT)

Narrative with cancellations, excluding all tax credits given to individuals

1998 Q1:

EXOG IL: +70

1998 Q2:

ENDOG SS: -5

1998 Q2:

EXOG LR: -200 (this measure, Canadian Savings Grants) includes expenditure and

revenue, so it is possible it should have to be dropped in the future)

EXOG LR: -20 (note that the announcement for this measure happened in 1997 Q4)
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EXOG IL: (-90)+(-45)+(-10)

EXOG IL: -70 (temporary measure relative to the RRSP contributions and AMT)

1998 Q3:

EXOG IL: (-1175)

EXOG IL: +70 (temporary measure relative to the RRSP contributions and AMT)

1998 Q4:

EXOG IL: +50 (extension of the temporary capital tax surcharge on large deposit-

taking institutions)

1999 Q1:

EXOG LR: -40

EXOG IL: -20 (permanent measure relative to the RRSP contribution and AMT)

1999 Q4:

EXOG IL: -50(extension of the temporary capital tax surcharge on large deposit-taking

institutions)

Narrative without transitory measures, excluding all tax credits given to individuals

1998 Q1:

EXOG IL: +70

1998 Q2:

ENDOG SS: -5
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1998 Q2:

EXOG LR: -200 (this measure, Canadian Savings Grants) includes expenditure and

revenue, so it is possible it should have to be dropped in the future)

EXOG LR: -20 (note that the announcement for this measure happened in 1997 Q4)

EXOG IL: (-90)+(-45)+(-10)

1998 Q3:

EXOG IL: (-1175)

1998 Q4:

1999 Q1:

EXOG LR: -40

EXOG IL: -20 (permanent measure relative to the RRSP contribution and AMT)

Economic Context

The government presented the new budget as a culmination of a process that

started in 1994: "Canadians understood that fundamental problems require funda-

mental change. They wanted clear priorities established. And they wanted a long-

term plan to achieve them. In 1994, that plan was put in place. We have pursued it

for more than four years. It is paying off today. This budget marks a further stage

in that plan. It makes it very clear – our resolve will not weaken. This budget will

demonstrate that we have left the era of chronic deficits behind, that we are now on an

irrevocable course to reduce the debt." 575 The focus of the budget would thus be "to

expand opportunity," "to reduce taxes, starting with those who need it most," which

575Budget Speech 1998, p.3
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points mostly to an ideological motivation behind it. 576 The Minister of Finance went

on to state that the economy was behaving well in terms of growth and job creation:

"In 1993, the unemployment rate stood at 11.2 per cent. It has fallen since then and is

now below 9 per cent. While not satisfactory, the trend is clear. Consumer confidence

has rebounded. The economic recovery is now supported by strong domestic demand.

Business confidence is at record levels. Investment is surging. Stimulated by lower in-

terest rates and renewed confidence, economic growth reached a level in excess of 3.5

per cent last year." 577 The budgetary outlook was also good according to the Minister

of Finance, who suggested that the government would be able to balance the budget

not only that year but also in the two years after that. The government presented the

balancing of the budget as a milestone, by saying that "in 1997-98, the budget will be

balanced for the first time since 1969-70" and that "in almost 50 years (...) the federal

government will have balanced its books for three years in a row." 578

Tax Measures

Personal Income Tax Measures

1. General income tax relief

Regarding the next two measures, the government’s intention is clearly to use the

balancing of the budget to satisfy social needs, so they will be labeled exogenous, ide-

ological. In the Budget Plan, the government states that these are "two tax measures

providing general personal income tax relief to low- and middle-income Canadians in

this budget." 579

1.1 Increasing tax-free income for low-income Canadians.

The government proposed to "introduce a supplement of $500 to the basic per-

576Budget Speech 1998, p. 3
577Budget Speech 1998, p. 4
578Budget in Brief 1998, p. 8
579Budget Plan 1998, p. 169
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sonal, spousal, and equivalent-to-spouse credits for low-income tax filers. This effec-

tively increases the amount of income received on a tax-free basis by up to $500 for

single individuals with incomes under $20,000, and up to $1,000 for individuals with

incomes up to about $40,000 who also have an eligible dependant. This will reduce

federal income tax by up to $85 for a single individual, and up to $170 for a fam-

ily." 580 The government announced it would implement it in July: "This measure will

come into effect July 1, 1998, and will reduce taxes paid by low income individuals

and families by $170 million in 1998-1999, and $270 million in 1999-2000." 581 This

is a personal tax credit, so it is excluded from the alternative narrative series. Impact

estimated in first full-year: -$270 mn

1.2 General surtax

The government proposed to eliminate a surtax imposed on individuals since 1986

when it was introduced as a means to reduce the deficit. "The budget proposes to elim-

inate the general surtax for individuals with income up to about $50,000. Individuals

with income between approximately $50,000 and $65,000will see their surtax reduced

on a sliding scale. To ensure that tax relief is focused on low- and middle-income lev-

els, the surtax reduction will have a maximum value of $250 per taxable individual

by 1999, and will be reduced at a rate of 6 per cent of basic federal tax over $8,333.

For 1998, individuals will receive half the full value of the 1999 surtax reduction." 582

The implementation date is given in the Budget Speech: "Effective July 1, taxpayers

earning between $50,000 and $65,000 will see the surtax reduced, and 83 per cent of

all taxpayers, those earning up to $50,000, will see it eliminated in its entirety." 583

Impact estimated in first full year: -$1175 mn

2. Canadian Opportunities Strategy

In the Budget Speech, the Minister of Finance declared that he wanted to "set out

580Budget Plan 1998, p. 169
581Budget Plan 1998, p. 170
582Budget Plan 1998, p. 171
583Budget Speech 1998, p. 27
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the Canadian Opportunities Strategy – a co-ordinated set of measures building on

the thrust of the last budget, designed to create opportunity by expanding access to

lifelong learning," 584 which is an indication that this set of measures should be labeled

exogenous, long run, given the focus on learning. I will adopt this label, unless some

other specific motivation is given for some particular measure.

2.1 Tax relief for interest on student loans

"To ease the burden of student debt, the budget proposes to allow all individuals

repaying student loans to claim a credit on the interest they pay (...) This measure is ef-

fective for 1998 and subsequent years." 585 Thus, it is assigned to the budget date. The

motivation can be found in the Budget Speech when the Minister of Finance said that

"businesses are able to deduct the interest cost of buying equipment when investing

in their future. We believe that individual Canadians should receive similar treatment

when investing in their future." 586 Thus, this measure is labeled exogenous, long run.

This a tax credit, so excluded in the alternative measure. Impact estimated in first full

year: -$130 mn

2.2 Tax-free RRSP withdrawals for lifelong learning

"Lifelong learning is a key factor in preserving future employment income. How-

ever, individuals may have limited access to financial resources when the need for

training occurs. For many people, the most readily available source of funds is their

registered retirement savings plans (RRSPs). Although saving for retirement is impor-

tant, keeping or finding a job is crucial to preserving retirement income. The budget

therefore proposes to allow RRSP withdrawals for skills enhancement." 587 The gov-

ernment announced that "RRSP withdrawals may be made under the plan after 1998."

588 The fact that the measure is aimed at changing incentives with regards to skills

improvement means that this measure is exogenous, long run. Impact estimated in

584Budget Speech 1998, p. 12
585Budget Plan 1998, p. 179
586Budget Speech 1998, p. 15
587Budget Plan 1998, p. 179
588Budget Plan 1998, p. 181
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first full year: -$40 mn

2.3 Tax relief for part-time students

"The budget proposes to increase tax assistance to part-time students by allowing

them to claim the education credit and the child care expense deduction. This measure

is effective for 1998 and subsequent years." 589 Thus, it is assigned to the budget date.

I did not find a specific motivation for the measure, so I would stick to the overall

intention of this section of the budget; I label it exogenous, long run. This a tax

credit, so excluded in the alternative measure. Impact estimated in first full year: -$90

mn

2.4 Canada Education Savings Grants (affects both spending and tax revenues)

The government announced a diverse set of measures with the goal of making

"registered education savings plans (RESPs) a more attractive vehicle for saving for

children’s education." 590 These are directly related to education, so should be labeled

exogenous, long run. A look at the Budget Plan, pp. 183-191, places these measures

in the budget date. Since this measure affects both spending and revenues, the possi-

bility of dropping it altogether should be considered. The long run aim of this package

of measures can also be found in Bill Murphy’s intervention in the Standing Commit-

tee of Finance: "With the Canada Education Savings Grant an RESP will be a very

attractive vehicle for saving for a child’s education. The majority of people out there

are not maximizing their RRSP room now. If they want to save for a child’s education

and the child does not go on to higher education, then they will have the flexibility and

the ability in those cases to use the investment income for purposes of retirement." 591

Impact estimated in first full year: -$200 mn

3. Improving Canada’s health care system

"To improve equity in the treatment of self-employed Canadians, owner-operators

589Budget Plan 1998, p. 181
590Budget Speech 1998, p. 182
591Standing Committee of Finance minutes, April 2nd 1998, 1015
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of businesses will now be able to deduct premiums for health and dental insurance

against their business income." 592 "These changes will improve access to supplemen-

tary health and dental coverage for the self-employed. They will be effective for fiscal

periods commencing after 1997." 593 The Minister of Finance called the previous situ-

ation an "unfair situation," thus this places this measure well into the label exogenous,

ideological and I will date it from the budget date. In Parliament this is further made

clear by Wayne Easter, Parliamentary Secretary to Minister of Fisheries and Oceans,

when he stated that "the group that will benefit most from the 1998 budget initiative

to allow self-employed Canadians to deduct the cost of health and dental insurance

premiums is rural Canada. That is a very important initiative, especially for the farm-

ing community." 594 Impact estimated in first full year: -$90 mn

4. Retirement income system - Alternative minimum tax & RRSPs

Alternative Minimum Tax exists with the goal of stopping high income individu-

als from paying low income taxes. The basic idea is that the tax an individual would

ordinarily compute and pay is compared to the tax payable had the individual made

no deductions and been subjected to the lowest income tax rate. If the tax ordinarily

computed happens to be too low, the individual ends up paying more than that, al-

though he may recover his taxes in future years, depending on having taxable income

or not. The government proposes in the budget to exclude certain contributions from

AMT. "The budget proposes that RRSP roll-overs and contributions, as well as con-

tributions to registered pension plans, be exempted from the AMT. To reflect recent

increases in the volume of severance arrangements, this change will be effective from

1994 (...)This measure will provide $70 million in tax relief in 1998-99, as a result of

its application to previous years, and about $20 million annually thereafter." 595 The

basic goal is stated as an increase in "the fairness of private tax-assisted saving for re-

tirement." 596 Thus, I will label it asexogenous, ideological. Most importantly, this

592Budget in Brief 1998, p. 25
593Budget Plan 1998, p. 192
594Hansard Debates, March 10 1998, 1700
595Budget Plan 1998, p. 193
596Budget in Brief 1998, p. 26
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measure is retroactive in part (since there is a refund of 70 million in 1998-99 corre-

sponding to contributions made from 1994 to 1997), which I will date from the budget

quarter, and there is a permanent change of 20 afterwards, which I will date from the

first quarter of the year next to the budget year (i.e. first quarter of 1999). The exact

quarter for any of the two measures is not entirely clear from the documents. Impact

estimated in first full year: -$70 (one-time measure); -$20 (permanent measure)

5. Support for families

5.1 Raising limits for child care expense deduction

"The child care expense deduction recognizes the additional financial burden borne

by families incurring those expenses (...) [T]he budget proposes that the deduction

limits be increased by $2,000 for children under age 7 and by $1,000 for older chil-

dren." 597 The measure was announced "for 1998 and subsequent years" so I set the

implementation date at the budget date. Paddy Torsney, Liberal vice-chair of House

of Commons Standing Committee on Finance, mentioned the measure in Parliament

saying: "This budget does cut taxes in a strategic way. It supports families by increas-

ing the child care expense deduction to more accurately reflect the true cost of child

care allowing young families more flexibility in their budgets." 598 The fact that the

measure is being mentioned as something aimed at targeting a disadvantaged group

of people makes it a social measure, so that I will label it exogenous, ideological.

Impact estimated in first full year: -$45 mn

5.2 Further increase in Canada Child Tax Benefit

The government announced it would strengthen the Child Tax Benefit. In fact, this

information had already been put forward in Budget 1997: "As outlined in the 1997

budget, the government proposes to meet this commitment by replacing the existing

Child Tax Benefit and WIS by an enriched and simplified program, the Canada Child

Tax Benefit (CCTB). Effective in July 1998, the CCTB will provide benefits of $1,625

597Budget Plan 1998, p. 193
598Hansard Debates, February 26th 1998, 0955
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for the first child and $1,425 for each additional child for all families with net income

up to $20,921." 599 This could be labeled as exogenous, ideological because as Elinor

Caplan, Liberal MP, stated in Parliament, "in this budget the government has acted on

our commitment to add an additional $850 million to the Canada child tax benefit,

bringing our total commitment to $1.7 billion. This is important progress in the battle

to end child poverty." 600 Hedy Fry, Secretary of State of Multiculturalism and Status

of Women also said in Parliament that "this budget has built on the last budget when

we committed $850 million to the child tax benefit. This budget commits another

$850 million over two years. This brings it to a total of $1.7 billion to help low income

families with children, which consist of very many single women." 601 Thus the goal

of the measure is clearly social. However, this measure pertains to an expenditure, so

it will be left out, which is consistent with what I did in previous budgets. Impact

estimated in first full year: -$320 mn ; Announcement in Budget 1997, February 18th.

5.3 New tax credit for caregivers

"To provide additional tax assistance to Canadians providing in-home care for el-

derly or infirm relatives, the budget proposes to introduce a new tax credit for care-

givers (...) This measure is effective for 1998 and subsequent years." 602 These care-

givers include "individuals supporting a spouse, child, grandchild, parent or grand-

parent with a severe and prolonged mental or physical impairment." 603 Thus there is

a clear social goal, which leads me to label the measure exogenous, ideological. This

a personal tax credit. Impact estimated in first full year: -$120 mn

5.4 Enhanced tax assistance for persons with disabilities

The government increased the tax assistance for people with disabilities. The rea-

son was clearly a social concern, which points to an exogenous, ideological label.

"The government is committed to continue helping Canadians with disabilities and

599Budget Plan 1998, p. 194
600Hansard Debates, February 26th 1998, 1105
601Hansard Debates, March 9th 1998, 1145
602Budget Plan 1998, p. 196
603Budget Plan 1998, p. 195
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their families by building on the significant level of tax assistance provided under

existing legislation (...) The budget proposes to further improve tax assistance for per-

sons with disabilities." 604 Some of these measures were: making the Home Buyers’

Plan less restrictive for people that qualify for the disability tax credit, allowing "sup-

porting individuals to claim under the METC expenses for training courses related to

the care of dependent relatives with mental or physical infirmities" and facilitating the

recognition of disability for receiving the disability tax credit. 605 There are several

implementation dates for different parts of this package, the impact of the measure is

fairly small (the estimated impact in the first full year is only -$5 mn), and there are

other much more significant personal income tax changes with an ideological motiva-

tion, so I believe it is harmless to drop it.

6. Strengthening communities and the voluntary sector - emergency volunteers

The budget proposes to aid volunteers out of social concerns. "The government rec-

ognizes that smaller communities are often unable to maintain full-time emergency

staffs, and depend on the vital services of these volunteers. To further support volun-

teer emergency service providers, beginning January 1, 1998, the tax-free allowance

for volunteer firefighters will be increased from $500 to $1,000, and extended to other

emergency service volunteers." 606 Furthermore, this tax exemption on the allowances

these voluntary workers get from the government was to be converted into a deduc-

tion when computing employment income. The social concern of the measure points

to an exogenous, ideologicalmotivation. To avoid retroactivity, I will take the date of

the budget as the implementation date. Impact estimated in first full year: -$10 mn

7. Other measures (underground economy, meal expenses, clarify tax treatment

of relocation expenses, strengthening integrity of certified cultural property regime,

mutual fund trust units). Impact estimated in first full year: neligible.

Business Income Tax Measures

604Budget Plan 1998, p. 196
605Budget Plan 1998, pp. 196-198
606Budget Plan 1998, p. 114
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1. Temporary capital tax surcharge on large deposit-taking institutions

This is a repetition of a measure taken in other budgets, essentially another exten-

sion of the capital tax surcharge. The government declares that "the temporary capital

tax surcharge on large deposit-taking institutions, which was introduced in the 1995

budget, and extended in the 1996 and 1997 budgets, will be further extended to Octo-

ber 31, 1999." 607 The estimated impact in the first full year is indicated as $50 mn, so

consistently with the treatment of this measure in previous budgets, I will enter +$50

mn in 1998 Q4 (slightly different from the previous -$45), and enter -$50 mn in 1999

Q4, the new expiration date, for the narrative where such cancellations are displayed.

This negative entry will not appear for the narrative without such cancellations. The

motivation of the measure is not stated clearly this time around, so I will stick to the

previous motivation: exogenous, ideological.

2. Earthquake reserves

The budget requires higher financial preparedness on the part of insurers to pre-

pare them for the case of an earthquake, the goal was to "build the financial capacity

of insurers to prepare for the cost of a major earthquake. This framework is set out

in an OSFI [Office of the Superintendent of Financial Institutions] guideline on Earth-

quake Sound Practices (Guideline B-9) issued in August 1997," specifically proposing

"an earthquake reserve to be composed of two parts: the first element, the “earthquake

premium reserve,” is based on a percentage of net earthquake premiums written; the

second element, the “earthquake reserve complement,” takes into account the earth-

quake exposure reinsured with another insurance company and a proportion of the

capital and surplus of the company. These reserves will first be required in 1998." 608

So I take the budget date as the implementation date. The main goal of the measure,

thus, is to achieve financial soundness of the financial institutions. Cloyne (2013b)

generally considers simplification and deregulation as long run measures, however I

will consider an increase in regulation a exogenous, long run measure as well, since

607Budget Plan 1998, p. 204
608Budget Plan 1998, p. 206
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the goal is clearly to strengthen the long run soundness of the financial system. One

important issue regarding this measure is that it is based on an OSFI report from

November 1997, so the announcement can be taken to have been in the last quarter of

1997. Impact estimated in first full year: -$20 mn. Announcement in November 1997,

via an Office of the Superintendent of Financial Institutions set of guidelines.

3. Other measures regarding business taxation include a proposal, in accordance

with WTO rules, that "cash outlays for duties be deductible in computing income sub-

ject to tax in the year that they are paid," a proposal "to ensure that taxpayers are

treated consistently, whether they receive the funding directly or indirectly from gov-

ernment, via non-profit entities" and others. They are considered to have a negligible

effect on revenues. 609

International Taxation - negligible

Sales Tax Measures

1. The Visitors’ Rebate Program

The budget announced enhancements to the Visitor’s Rebate Program: "The Visi-

tors’ Rebate Program provides rebates of GST/HST [Goods and Services Tax/Harmonized

Sales Tax] to non-residents on eligible goods exported from Canada, short-term ac-

commodation and certain goods and services used in the course of a foreign conven-

tion." 610 This rebate was extended for foreign conventions to include food and bever-

ages (starting in the budget day), for accommodation to include campsites ("where the

convention begins after June 1998 and all the supplies of admissions to the convention

aremade after February 24, 1998"), 611 and to allow for non-resident individuals to file

any number of rebate applications each calendar quarter and for non-resident busi-

nesses to file any number of rebate claims eachmonth (starting in the budget day). The

goal of the measure is "to further promote Canada as a tourist destination and a place

609Budget Plan 1998, pp. 204-207
610Budget Plan 1998, p. 223
611Budget Plan 1998, p. 272
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to convene conventions." 612 Thus, the implementation date is the budget date. The

measure was, in reality, announced in Budget 1997, February 18th, though not in the

detail it appears in Budget 1998. However, a look at Budget Plan of 1997 helps in de-

termining the motivation of the measure, when it reads "the Visitors’ Rebate Program

was established to minimize the impact of the GST on the tourism industry, thereby

encouraging the continued interest in Canada as an attractive vacation destination

as well as a place to convene trade shows and conventions. The program will apply

equally to the harmonized sales tax (HST) (...) Therefore, the government is propos-

ing a review of the Visitors’ Rebate Program in order to evaluate its efficiency and

effectiveness in encouraging tourism in Canada and thereby promoting the growth of

employment in the tourism sector." 613 The fact that this program exists to compensate

for another tax measure and the fact that it is targeted for one particular sector leads

me to label this as endogenous, supply stimulus. Impact estimated in first full year:

-$5 mn; Announcement date (latu sensu): February 18th, 1997

2. Other measures (measures relating to charities, rsspite care, direct sellers). Im-

pact estimated in first full year: negligible

Excise tax Measures - Tobacco tax increases

The budget implemented tobacco tax increases. "The federal government will be

introducing legislation amending the Excise Tax Act to implement increases in the ex-

cise taxes on tobacco products proposed on February 13, 1998 (...) These tax increases

apply to cigarettes and tobacco sticks sold or imported after February 13, 1998." 614

In a news release in February 13th, the government introduced a "motion to amend

the Excise Tax Act, effective February 14, 1998, to increase excise taxes on cigarettes

and tobacco sticks." 615 More specifically, the news release states that "Minister Martin

said, "today’s changes further the government’s plan to increase tobacco taxes, without

risking the renewal of smuggling activity." Allan Rock, the Minister of Health, added,

612Budget Plan 1998, p. 223
613Budget Plan 1997, p. 215
614Budget Plan 1998, p. 229
615Department of Finance, News Release, Ottawa, 13 February 1998
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"this tax increase is part of our efforts to improve the health of Canadians, particularly

youth, by encouraging them to stop smoking or remain non-smokers." "These changes

will reduce the difference in price between cigarettes and tobacco sticks", stated Herb

Dhaliwal, Minister of National Revenue. "Over the coming months, I will be dis-

cussing with the provinces the feasibility of further narrowing or eliminating the tax

differences between these two product categories." 616 This kind of language in the

news release opens the possibility that the measure is ideological (because of health

concerns) or long run (because different taxes on tobacco are converging). Since con-

vergence could have happened downward and it didn’t, I choose as a motivation for

this measure exogenous, ideological. Notice that, consistent with our dating conven-

tion, this increase happened in the first quarter, even though the budget was presented

in the second quarter. This should be dated as having happened in the first quarter

without risk of considering any retroactive element to it, since it was announced at

that time (February 13th). Impact estimated in first full year: +$70 mn

Regarding excise taxes, reductions in the air transportation tax were announced in

1997, but no revenue impacts were offered for these.

First Nations Taxation - Impact estimated in first full year: negligible.

Overall stance of the budget

The stance of the budget is mostly exogenous, ideological. This is clear form

the start, since, after considering that the budgetary problems had been overcome,

the Minister of Finance says that the government’s "first focus must be on low- and

middle-income Canadians. The place to start, therefore, is with those least able to pay

taxes." 617

616Department of Finance, News Release, Ottawa, 13 February 1998
617Budget Speech 1998, p. 26
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1999 February 16th

(million Can. dollars, numbers taken from Budget 1999, Annex 7)

Narrative without cancellations, excluding all tax credits given to individuals

1999 Q2:

ENDOG SS: -30

1999 Q3:

EXOG LR: -995

1999 Q4:

EXOG IL: +50 (extension of the temporary capital tax surcharge on large deposit-

taking institutions)

2000 Q2:

EXOG LR: -10 (change in tax treatment of retroactive payments when they occur)

Narrative with cancellations, excluding all tax credits given to individuals

1999 Q2:

ENDOG SS: -30

1999 Q3:

EXOG LR: -995
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1999 Q4:

EXOG IL: +50 (extension of the temporary capital tax surcharge on large deposit-

taking institutions)

2000 Q2:

EXOG LR: -10 (change in tax treatment of retroactive payments when they occur)

2000 Q4:

EXOG IL: -50 (extension of the temporary capital tax surcharge on large deposit-

taking institutions)

Narrative without transitory measures, excluding all tax credits given to individuals

1999 Q2:

ENDOG SS: -30

1999 Q3:

EXOG LR: -995

2000 Q2:

EXOG LR: -10 (change in tax treatment of retroactive payments when they occur)
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Economic Context

The greatest challenge for Canada was the Asian crisis and its negative effects

over Canada. Paul Martin mentions that, saying that because of "the Asian crisis and

its repercussions, our growth slowed from the robust pace of 1997 and early 1998.

Canada’s West, particularly our forestry, energy and farming sectors, has suffered," 618

which can be attributed to the fall in commodity prices; given the weight of resource

companies this had a detrimental effect on the stock exchange and in consumer con-

fidence. The risk of a spillover was underlined by "the financial volatility that cul-

minated in Brazil floating its currency." 619 Consumption, business investment and

inventory accumulation also slowed down. In the meantime, central banks in major

industrial countries reacted by lowering interest rates; in Europe this happened as

the Euro was being introduced. Canada was described by the government as having a

"relatively strong performance" due to "sound underlying economic policies." 620 More

specifically, the Minister of Finance stated howwell the economy was behaving by say-

ing that "strong job performance has continued in 1999, with 87,000 jobs created in

January alone. This pushed the unemployment rate down to 7.8 per cent – still too

high – but its lowest level in almost nine years." 621

In this budget, the government announced ahead of the budget many measures

that came to be included in the budget. Paul Martin, Minister of Finance, mentioned

this in the beginning of his Budget Speech: "Mr. Speaker, let me begin, on behalf of

the government, by expressing our appreciation to the Standing Committee of Finance

and the many committees of caucus for the valuable work they have done in the lead-

up to this budget. Let me also express our gratitude to the great number of Canadians

who have come forward to present their views." 622

618Budget Speech 1999, p. 4
619Budget Plan 1999, p. 27
620Budget Plan 1999, p. 30
621Budget Speech 1999, p. 4
622Budget Speech 1999, p. 3
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Tax Measures

The government rejoiced at the favorable behavior of the budget deficit and the

debt, and renewed the commitment to further decrease the debt ratio. "Looking be-

yond that, our commitment is to keep the debt ratio on a steady downward track, year

after year (...) Last year, with the debt ratio dropping, the portion of each revenue

dollar servicing the debt also dropped – to 27 cents. This means the beginning of a

new flexibility, a new freedom to strengthen health care, to provide needed tax relief,

to fight child poverty, to protect the environment and to invest in a more productive

economy. In short, balancing the books means a new strength to build today for a bet-

ter tomorrow. Therefore, the Debt Repayment Plan we announced in the last budget

will remain in place." 623 The Minister of Finance puts it bluntly: "We are not here to

sit back and simply build up surpluses or pay down debt. Our purpose is not just to

build a better bottom line. It is to build a stronger nation." 624 In the Budget Speech,

social concerns with the health care system are emphasized, as well as the creation of

knowledge, of which the Minister said "breakthroughs don’t just happen[,] they re-

quire sustained investment." 625 This points to a budget with both ideological as well

as long run motivations behind it. Regarding taxes specifically, the goal was to re-

duce them, with the Minister admitting he wanted "to reduce taxes – as quickly and

as broadly" as possible, and "without prejudicing the soundness of our finances or the

security of our society." 626 The focus on having a balanced budget is not lost, though,

in the budget, and the Minister underlines it: "There will be no rewind to the reckless

spending of other people’s money. We must – and we will – govern as if every dollar

counts – because every dollar does." 627

General Tax Relief and Canada Child Tax Benefits (CCTB). To assess the motiva-

623Budget Speech 1999, p. 7
624Budget Speech 1999, p. 9
625Budget Speech 1999, p. 20
626Budget Speech 1999, p. 23
627Budget Speech 1999, p. 5
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tion behind this package of measures, we can turn to the Minister of Finance, who

in the Budget Speech, went through the consequences of these measures for low and

middle-income families, emphasizing fairness. Regarding the consequences of such

measures, the Minister of Finance said this: "Let me illustrate the impact of the 1998

and 1999 budgets on typical Canadian families. Consider the impact on a middle-

income family – a family of four with two incomes totalling $50,000 (...) This budget

provides an additional $373 to that family – $189 through the increase in credits and

$184 in increased Canada Child Tax Benefit payments. Putting last year’s and this

year’s budgets together, that means $556 more for such families – a 15-per-cent reduc-

tion in their net federal tax. And this does not include any consequential reductions in

provincial taxes. Consider as well a one-earner family of four earning $30,000. (...) As

a result of today’s budget, that family will receive $353 more – $169 through the in-

crease in personal credits and $184 in increased Canada Child Tax Benefit payments.

In fact, when the GST credit is included, this means that as a result of measures in this

and the last budget, such families will now pay no net federal income tax whatsoever."

628 He goes on to say that the measures are significant and improve fairness: "Mr.

Speaker, the tax measures we have announced today are important and they are fair."

629 Thus, the measures should be labeled exogenous, ideological, unless some more

specific motivation is provided. All of the three following measures are said to "come

into effect on July 1, 1999." 630 The application of the CCTB changes was predicted to

happen in two stages.

1. Extension of $500 supplement to all taxpayers. In the previous budget, the

amount of income that low-income Canadians can receive on a tax-free basis was in-

creased by $500. "This budget [i.e, 1999] extends to all taxpayers the tax relief pro-

vided by the $500 supplementary amounts by increasing the personal credit amounts

by $500 and eliminating the supplements." 631 Both this measure and the following

measure are described as changes in "basic personal credit and spousal and equivalent-

628Budget Speech 1999, pp. 25 and 26
629Budget Speech 1999, p. 26
630Budget Plan 1999, p. 179
631Budget Plan 1999, p. 179
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to-spouse (“spousal”) credits to allow individuals and families to receive a basic amount

of income on a tax-free basis." 632 Impact estimated in the first full year: -$1110 mn

2. $175 increase in tax-free income. "This budget also proposes to increase these

personal amounts by a further $175 effective July 1, 1999. Applying this change as of

July 1, 1999 means that taxpayers will be entitled to one-half of the amount (rounded

up to $88) for the 1999 tax year." 633 Impact estimated in the first full year: -$450 mn

3. Elimination of the 3% surtax for all taxpayers. Ahead of the Budget debate,

many Members of Parliament asked for the removal of the 3% surtax. For example,

Liberal MP John McKay said "if there is a budget in which to accomplish tax cuts, I

would like to suggest this is the budget. Surely the beleaguered middle class taxpayer

deserves something of a break. The surtax can be removed at this stage. This was a tax

imposed on Canadian taxpayers in order to fight the deficit. The fight for the deficit

is now over. Deficit reduction has been completed and we are now into the realm of

debt reduction. The rationale for that tax no longer exists. I urge the finance minister

that this should be a priority tax cut. In addition, 10% of the taxpayers pay 50% of the

taxes. As difficult as it may seem, we need to recognize these are the people who carry

the financial burdens of the country. When someone is carrying the financial burdens

of the country such as this 10% group is they need to be recognized on this level of

taxation." 634 Liberal MP Bryan Wilfert said the same: "Canadians want further tax

reductions. The government responded in the 1998 budget with a $7 billion tax cut

over three years to low and middle income families. I support the elimination of the

temporary 3% surtax." 635 Many other such statements can be found in the days ahead

of the budget date. Thus, what was in the previous budget a clear concern for low

income taxpayers became in this budget a very direct concern with all taxpayers as

a whole, and the high income in particular. In fact, the opposition to the left very

openly criticized the move; as NDP MP Libby Davies puts it, "the central message of

632Budget Plan 1999, p. 179
633Budget Plan 1999, p. 180
634Hansard Debates February 1st 1999, 1755
635Hansard Debates February 2nd 1999, 2125
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the Liberal majority report spending proposals is “the time has come for personal tax

reductions directed at middle and higher income Canadians”. Their report calls for

a flattening of the progressive income tax by presenting a three year tax reduction

plan at a cost of tens of billions of dollars. They call for the elimination of the 3%

surtax on incomes over $65,000." 636 The Conservative Party supported the move; as

PC MP Scott Brison puts it, the thought the government should start "phasing out

the surtaxes that are currently driving some of our best and brightest elsewhere." 637

In the Budget Speech, Minister of Finance Paul Martin echoed the concerns of most

MPs, particularly those of the government’s party, and discussed the reasoning behind

the surtax and why it needed to be removed. "Mr. Speaker, in 1986, the previous

government introduced a 3-per-cent general surtax – a tax on tax – in order to help

bring the deficit down. Last year, with the books in balance, we began to eliminate

that surtax, starting with taxpayers earning less than $50,000, and reducing it for

those earning between $50,000 and $65,000. This year, we complete the job. As of

July 1, the 3-per-cent surtax will be eliminated for each and every Canadian taxpayer."

638 The fact that this is not a surtax reduction anymore, but an outright elimination of

the rate for all makes me label themeasure exogenous, long run instead of exogenous,

ideological. Impact estimated in the first full year: -$995 mn

4. Increase to CCTB for middle-income families. "We are announcing, therefore,

that the Canada Child Tax Benefit payments for low-income families will be increased

by a further $350 per child. This will be done in two stages – July 1, 1999 and July 1,

2000 (...) Taken together, our two previous budgets provided $1.7 billion for the chil-

dren of low-income families. Mr. Speaker, building on this effort, we are announcing

today that a further $300 million is being allocated to enhance the Canada Child Tax

Benefit for modest- and middle-income families. As a result, 100,000 more families

will become eligible for all or part of the base benefit." 639 The measure corresponds

to an increase in the National Child benefit (NCB) in two stages. "Effective July 1999,

636Hansard Debates, February 2nd, 1999, 2320
637Hansard Debates, February 8th, 1999, 1145
638Budget Speech 1999, p. 24
639Budget Speech 1999, p. 25
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the maximum NCB supplement will increase by $180 per child" and "effective July

2000, the NCB supplement will increase by an additional $170 per child." 640 The goal

of such a measure is clearly ideological, but in accordance with the criterion I am us-

ing, I drop it, since it pertains to the Child Tax Benefit, so it clearly corresponds to an

expenditure. Impact estimated in the first full year: -$225 mn

Tax Fairness measures

1. The goods and services tax credit. "The goods and services tax credit (GSTC)

was introduced in 1991 to help offset the impact of the goods and services tax (GST)

on low- and modest-income Canadians." 641 The budget proposes to increase the sup-

plement in the case of single parents (which "will complement the National Child Ben-

efit’s objective of providing greater benefits to low-income families with children"), 642

as well as "to reduce the amount of time it takes to reflect a change in personal and

family circumstances [such as the birth of a child] in the amount of GSTC benefits." 643

This second part was scheduled to be introduced in 2001, whereas the first was sched-

uled to come into force in July, 1999. The table only presents the impact of the first

measure since the Budget Plan says of it that "this measure will provide additional

annual benefits of $20 million to 300,000 single-parent families with incomes under

$12,000." 644 This is clearly a social measure, thus labeled exogenous, ideological.

Impact estimated in the first full year: -$20 mn

2. Retroactive lump-sum payments. The goal of this measure was to determine

the most advantageous tax liability for the taxpayer. "Individuals are generally tax-

able on retroactive lump-sum payments in the year they are received, even though a

significant portion may relate to prior years (...) This budget proposes that individ-

uals receiving qualifying retroactive lump-sum payments be allowed to use a special

mechanism to compute the tax on those payments. These taxpayers will be able to

640Budget Plan 1999, p. 25
641Budget Plan 1999, p. 199
642Budget Plan 1999, p. 200
643Budget Plan 1999, p. 200
644Budget Plan 1999, p. 199
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request that Revenue Canada determine if the special mechanism is advantageous to

them (...) These changes will apply to qualifying lump-sum payments received after

1994." 645 Thus, this measure is not so much a retroactive measure as it is a change in

the tax treatment of retroactive payments. Since it applied to retroactive payments,

its budgetary effects start only with fiscal year 2000-2001, which means it must be

dated from the second quarter of 2000. Since the goal of the measure is to mitigate

the progressivity of the tax for the sake of harmonizing the tax treatment of one large

lump-sum payment in comparison to several payments, it is appropriate to label it

exogenous, long run. Impact estimated in the first full year: -$10 mn

3. Medical expense tax credit - persons with disabilities. Once again, just like in the

previous budget, the government puts forward this social measure, admitting that it

aims at "helping Canadians with disabilities by building on the significant level of tax

assistance that is already available." 646 Specifically, the budget extends the previous

medical tax credit to "expenses in respect of the remuneration for the care and super-

vision of persons with severe and prolonged disabilities living in a group home; ther-

apy for persons with severe and prolonged disabilities; and tutoring for persons with

learning disabilities (or other mental impairments) (...) These measures will apply to

the 1999 and subsequent taxation years." 647 This is labeled exogenous, ideological.

It is dated by the budget date. Impact estimated in the first full year: -$15 mn

4. Temporary capital tax surcharge on large deposit-taking institutions. "The cap-

ital tax surcharge on large deposit-taking institutions, which was introduced in the

1995 budget, and extended in subsequent budgets, will be further extended to Octo-

ber 31, 2000." 648 In accordance to previous budget, I label it as exogenous, ideological

and I enter +$50 in 1999 Q4, and -$50 in 2000 Q4, dropping the cancellation term for

the variants of the narrative where no cancellations are being recorded. However, this

extension is just like the ones that occurred since 1995. By now, it seems that this kind

645Budget Plan 1999, pp 200-202
646Budget Plan 1999, p. 209
647Budget Plan 1999, p. 209
648Budget Plan 1999, p. 210
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of measure is really something that Canadians ought to expect. Thus, removing all

these entries should be considered, in favor of leaving only the initial entry as a "de

facto" permanent shock.

5. Manufacturing & Processing tax rate reduction extended to electricity generat-

ing sector. "This budget proposes to extend the M & P tax credit to corporations that

produce electrical energy or steam for sale. Access to the credit would be phased in

beginning January 1, 1999, with a one percentage point reduction." 649 I will date this

from the budget date. The argument used for this kind of sector-targeted measure

is that "the electricity generating industry is currently undergoing significant change

and restructuring throughout North America (...) While the pace of change varies

considerably among jurisdictions, the general direction of restructuring is to trans-

form electricity markets from regulated markets to more competitive ones. The Cana-

dian electricity supply sector is a major component of the overall energy system in

North America, and Canada is becoming increasingly integrated with the U.S. market.

These developments have put increased competitive pressure on Canadian producers

of electricity." 650 Thus I label it endogenous, supply stimulus. Impact estimated in

the first full year: -$30 mn

6. Other (First Nations taxation, Capital cost allowance (CCA) for the productive

use of flare gas, Tobacco contraband and others) - negligible.

Overall stance of the budget

The overall stance of the budget is exogenous, ideological and exogenous, long

run. However, the Minister’s statements point ot a long run goal. "We are not here

to sit back and simply build up surpluses or pay down debt. Our purpose is not just

to build a better bottom line. It is to build a stronger nation." 651 Also, when he says

"we want tax relief to be permanent – not temporary. The worst thing we could do

649Budget Plan 1999, p.212
650Budget Plan 1999, p. 211
651Budget Speech 1999, p. 9

Chapter 3 305



Essays on Fiscal Policy and the Narrative Approach

would be to provide structural tax relief one year – only to have to rescind it the next

– as a result of the country going back into deficit." 652 Considering the tax credits,

ideological motives seem relevant in size; whereas if we take them out of the picture,

long run concerns seem to be more important (due to the measure eliminating the 3%

surtax). Given the government’s rethoric about how broad the tax relief would be, I

will stick with the exogenous, long run label for the budget as whole.

2000 February 28th

(million Can. dollars, numbers taken from Budget 2000, Annex 7)

Narrative without cancellations, excluding all tax credits given to individuals

1999 Q4:

EXOG IL: 70 (tobacco tax announced and increased in November 6, 1999)

2000 Q1:

EXOG IL: 70 (tobacco manufacturers surtax announced in November 6, 1999 to be-

come permanent starting February 8, 2000)

2000 Q2:

EXOG LR: -1165.85+(-153.84)+(-23.93)+(-135)+(-75)+(-75)+(-30)+60=-1598.62

EXOG IL: -166.38+(-45)+(-5)=-216.38

ENDOG DM: -5

EXOG IL: -10 (temporary improved tax treatment for stock options that revert to char-

ity)

ENDOG SS: -45

652Budget Speech 1999, p. 23
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2000 Q3:

EXOG LR: -217.50+(-2145)=-2362.5 (announced in a package to get rid of the 5% sur-

tax in two stages)

2000 Q4:

EXOG IL: +50 (extension of the temporary capital tax surcharge on large deposit-

taking institutions)

2001 Q1:

EXOG LR: -87.5+(-375)+(-90)+50=-502.5 (announced in a package to get rid of the

5% surtax in two stages)

2003 Q1:

EXOG IL: +5

Narrative with cancellations, excluding all tax credits given to individuals

1999 Q4:

EXOG IL: 70 (tobacco tax announced and increased in November 6, 1999)

2000 Q1:

EXOG IL: 70 (tobacco manufacturers surtax announced in November 6, 1999 to be-

come permanent starting February 8, 2000)

2000 Q2:
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EXOG LR: -1165.85+(-153.84)+(-23.93)+(-135)+(-75)+(-75)+(-30)+60=-1598.62

EXOG IL: -166.38+(-45)+(-5)=-216.38

ENDOG DM: -5

EXOG IL: -10 (temporary improved tax treatment for stock options that revert to char-

ity)

ENDOG SS: -45

2000 Q3:

EXOG LR: -217.50+(-2145)=-2362.5 (announced in a package to get rid of the 5% sur-

tax in two stages)

2000 Q4:

EXOG IL: +50 (extension of the temporary capital tax surcharge on large deposit-

taking institutions)

2001 Q1:

EXOG LR: -87.5+(-375)+(-90)+50=-502.5 (announced in a package to get rid of the

5% surtax in two stages)

2001 Q4:

EXOG IL: -50 (extension of the temporary capital tax surcharge on large deposit-

taking institutions)

2002 Q1:

EXOG IL: +10 (temporary improved tax treatment for stock options that revert to char-

ity)
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2003 Q1:

EXOG IL: +5

Narrative without transitory measures, excluding all tax credits given to individuals

1999 Q4:

EXOG IL: 70 (tobacco tax announced and increased in November 6, 1999)

2000 Q1:

EXOG IL: 70 (tobacco manufacturers surtax announced in November 6, 1999 to be-

come permanent starting February 8, 2000)

2000 Q2:

EXOG LR: -1165.85+(-153.84)+(-23.93)+(-135)+(-75)+(-75)+(-30)+60=-1598.62

EXOG IL: -166.38+(-45)+(-5)=-216.38

ENDOG DM: -5

ENDOG SS: -45

2000 Q3:

EXOG LR: -217.50+(-2145)=-2362.5 (announced in a package to get rid of the 5% sur-

tax in two stages)

2001 Q1:

EXOG LR: -87.5+(-375)+(-90)+50=-502.5 (announced in a package to get rid of the

5% surtax in two stages)

2003 Q1:
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EXOG IL: +5

Economic Context

The Budget for 2000 states in its chapter 2 that "the Canadian economy grew

strongly in 1999, surpassing forecasters’ expectations" and that "the unemployment

rate was down to 6.8 per cent". Furthermore, the Minister of Finance Paul Martin

of the Liberal party, stated in the Budget Speech: "The deficit is a matter of history.

Indeed, today we project the third, fourth and fifth balanced budgets in a row – some-

thing that has not been done in nearly half a century. Inflation remains in check.

The government debt burden is declining. Canada’s foreign debt burden is declining.

Consumer and business confidence are at near-record levels." 653 Thus, the overall

economic prospects were good at the time of the budget. The government attributed

the relatively high real GDP growth (3.8% in 1999; 4.7 % in the third quarter of 1999)

to "the Government’s commitment to sound economic and financial policies – low in-

flation and balanced budgets." 654 This set the tone for the budget as a budget that

moved away from deficit concerns to a budget concerned about the future growth and

employment. To this end Paul Martin bluntly stated: "In 1993, we established a plan

to eliminate the deficit, to turn our economy around and create new jobs. That plan

has worked. Now – two months into the year 2000 – we must take Canada further. We

must create a greater prosperity and see to it that the benefits of that prosperity are

shared widely. Our challenge now is to build on our new-found strength." 655

Tax Measures

Like Budget 1999, there is an important weight of expenditure increases; in the

1999 budget, the focus was on health care, whereas the 2000 budget emphasized that

653Canada Budget Speech 2000, p. 3
654Budget 2000, p. 23
655Budget Speech 2000, p. 4
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the government would "increase funding for post-secondary education and health

care." 656 However, a number of important measures regarding taxes were imple-

mented. In the previous budget, a concern for reversing past tax hikes was already

present but the Minister of Finance now said that "with surpluses projected for the

coming years, the time has come to do more. Today we are setting out a five-year tax

plan so that individuals, families, small businesses and others will know for certain

that their taxes will fall this year, next year and in the years to come." 657

The bulk of the tax measures from this budget is summarized in Table A7.1, p.

203, of the Budget Plan. These measures are presented under the title "General Tax

Relief."

1. Eliminate automatic increases in the tax burden due to inflation

1.1 Restore full indexation to the tax system effective January 1, 2000. The govern-

ment decided "to reinstate full indexation effective January 1, 2000, for all amounts

that are presently partially indexed." 658 Since 1986, there had only been partial in-

dexation. The basic reasons to bring full indexation through the use of an indexation

factor that used the average of recent changes in the CPI, are that it was deemed nec-

essary to have a current and stable indexation factor. The essential motivation for the

measure is that "inflation should not force lower-income Canadians onto the tax rolls

and others into higher tax brackets. Nor should inflation erode the real value of the

Canada Child Tax Benefit and the goods and services tax (GST) credit. Nor should

it erode the real value of the age credit for Canadian seniors, nor the income level at

which the Old Age Security begins to be reduced." 659 Thus, the goal of the measure is

to avoid the distortion caused by increasing real tax burdens when agents are pushed

into higher tax brackets, which means it should be exogenous, long run. Insofar as

the shift to full indexation was a new policy decision, it should be considered a shock

656Budget Speech 2000, p. 6
657Budget Speech 2009, p. 18
658Budget Plan 2000, p. 216
659Budget Speech 2000, p.18
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(since it it is not merely an automatic updating of the brackets). In the table in Annex

7 of the Budget Plan, the loss of revenue due to the shift to full indexation is shown

in the last line, with the indication that there are five items in the table that include

some of this impact. Given that out of all those items, the weight of the full indexation

impact over the full summation of those items is about 77% in 2001-2002, I include

the full indexation as a measure in its own right and spread the not-indexed part of

those measures proportionally through each of those five measures. The impact esti-

mated in first full year is -$2185 mn, but removing the part of indexation attributable

to the Child Tax Benefit (obtained by multiplying the percentage of indexation in all

of the five items, which is approximately 77%, by the amount of impact of the changes

in CCTB), I get an estimated impact of the return to full indexation of -$2185 mn - (-

$787.53 mn), or -$1397.47 mn. Moreover, removing the part of indexation that comes

from the item "Other indexation," for which there insufficient information, I obtain

-$1397.47 mn - (-$231.63 mn), or -$1165.85 mn. The exact computation of these fig-

ures along with the reasons of why they have to be dropped are explained thoroughly

below.

1.2 Indexation of income amounts Canadians can earn tax free the amount Cana-

dians are able to get without having any taxation went up from $7,131 to $7,231. And

the government announced further increases in the course of the next five years. "In-

stead of $7,131, within five years Canadians will be able to earn up to at least $8,000

and pay no tax. Increasing tax-free amounts has been the first priority area for gen-

eral tax relief for the Government since the elimination of the deficit because it de-

livers proportionally more tax relief to low-income taxpayers." 660 This is part of the

new full indexation policy, but this focus on the necessity of delivering proportionally

more tax relief for low income taxpayers, makes the motivation more ideological than

long run. Thus the motivation is exogenous, ideological. I take as the implementation

date the budget date (see Table A.7.16). This could also be labeled as long run, like

other indexation measures, but the government explicitly thought of this measure as

660Budget Plan 2000, p. 88

Chapter 3 312



Essays on Fiscal Policy and the Narrative Approach

directed towards the correction of a situation perceived as unfair, which justifies me

labeling it as ideological instead. As Roy Allen, Parliamentary Secretary to the Min-

ister of Finance, puts it: "Why is restoring indexation the right thing to do? It puts

an end to bracket creep and gives people real and permanent tax relief. It protects

taxpayers against hidden tax increases caused by inflation. Without indexation, if we

were to receive a 2% pay raise it would just cover inflation. Our real income would

not have grown at all. For many low income Canadians that unreal raise forces them

onto the tax rolls while middle income earners find themselves pushed into a higher

bracket. In other words, their incomes have not really gone up but their tax bite has.

That is just not fair and that is why, now that the deficit is behind us, we are putting

that protection back into the tax system and more money back into the pockets of

Canadians." 661 Impact estimated in first full fiscal year: -$166.38 mn

2. Reduce high tax burden at middle income level

2.1 Reduce the 26% tax rate to 24% effective July 1, 2000. "The budget proposes

to reduce the middle tax rate from 26 per cent to 24 per cent effective July 1, 2000.

Tax forms for the year 2000 would show a rate of 25 per cent. The middle tax rate

will drop further to 23 per cent within the next five years." 662 Thus the implemen-

tation date is the third quarter of 2000. Quantitatively this is an important measure,

and in Parliament it was hailed as one of the "structural changes to the tax file" 663 by

Liberal MP Tony Valeri and as a "significant reform to the income tax system" 664 by

Liberal MP John McKay. In line with most other fundamental tax relief measures in

the budget, I label this as exogenous, long run. Impact estimated in first full fiscal

year: -$2145 mn

2.2 Increase the income level at which the middle tax rate begins to apply. Among

661Hansard Debates, February 29, 2000, 1255
662Budget Plan 2000, p. 218
663Hansard Debates, February 29, 2000, 1535
664Hansard Debates, March 1, 2000, 1635
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the "parameters to be fully indexed for 2000 beginning January 1, 2000," there is the

taxable income threshold at which the 26-per-cent rate (the middle tax rate) begins to

apply, which goes from 29,590 to 30,004. 665 Since this is essentially just part of the

indexation policy, I label it exogenous, long run. Impact estimated in first full fiscal

year: -$153.84 mn

2.3 Increase the income level at which the top tax rate begins to apply. Again from

the Table A.7.16, we can see that the taxable income threshold at which the 29-per-

cent rate begins to apply moves from 59,180 to 60,009. 666 Since this is essentially just

part of the indexation policy, I label it exogenous, long run. Impact estimated in first

full fiscal year: -$23.93 mn

2.4 Eliminate the 5% surtax for basic federal tax up, effective January 1, 2000. The

budget proposes "raising the surtax threshold to $18,500 of basic federal tax as of July

1, 2000" and also reducing "the surtax rate from 5 per cent to 4 per cent effective Jan-

uary 1, 2001. The 5-per-cent surtax will be eliminated within the next five years."

667 It is not possible to immediately tell apart the two parts of this policy since the

measures impact table presents only one line for them and no impact for the period

between July 2000 and December 2000. Compounded the two elements, the impact

estimated in first full fiscal year is -$305 mn. It is possible, however to infer that the

impact of the first measure, implemented in the third quarter of 2000, is ((-185-(-

305/4))/2)*4 = -$217.50 mn. This means that the impact of the second measure in the

first full fiscal year is -305-(-217.50)= -$87.50 mn. Thus, I will enter these two figures

as -217.50 in 2000 Q3 and -87.50 in 2001 Q1. The motivation behind them can be

inferred from the Budget Speech, as a means to help small growing businesses: "This

budget proposes a measure which specifically benefits small but growing businesses

– a major engine of both innovation and job growth in our economy. Small businesses

665Budget Plan 2000, p. 217
666Budget Plan 2000, p. 217
667Budget Plan 2000, p.218
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have told us that the most important steps we could take to assist them would be to

lower personal income taxes, provide for rollovers, remove the 5-per-cent surtax and

reduce the tax on capital gains." 668 Thus I will label both of these exogenous, long

run.

3. Increase Support children - Canada Child Tax Benefit improvements. The bud-

get proposes enhancements to the Canada Child Tax Benefit, partly due to indexation.

"Effective January 2000, CCTB parameters will be fully indexed based on the change

in the CPI over the 12-month period ending on September 30 of the preceding year.

As the CCTB program year begins in July, benefits will be adjusted in July 2000 and

indexation benefits for the January to June 2000 period will be paid in the second half

of the year. The higher level of benefits from July to December 2000 will be main-

tained until future indexation raises benefits further. In July 2000, the CCTB base

benefit will increase by $70 per child, including indexation (...) By July 2001, the NCB

supplement will be increased by $200 per child." 669 The estimated annualized im-

pact is -$1020 mn, with -$232.47 mn attributable to measured other than indexation

(assuming the impact of indexation is spread proportionally among the five items of

Table A7.1 of the Budget Plan, that include the impact of indexation). In any case and

consistently with previous budgets, I do not include this measure since I take it to

represent an expenditure.

4. Make Canadian Economy more internationally competitive. The goal of this set

of measures is clear in the Budget Speech: "To sustain the growth which underpins

our economy, we need a corporate tax system that is internationally competitive." 670

The goal of all of these measures is thus to foster long run by supporting sectors that

are able to boots innovation in the future.

668Budget Speech 2000, pp. 21-22
669Budget Plan 2000, pp. 219 and 220
670Budget Speech 2000, p. 20
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4.1 Reduce federal corporate income tax rate on business income not currently

eligible for special tax treatment. Regarding the tax treatment of certain sectors con-

sidered to be crucial for innovation and growth, Minister of Finance Paul Martin said

that "at the moment a number of Canadian industries enjoy competitive tax rates of

about 21%. But there are others, where much of the new job creation is occurring,

such as high tech services, which shoulder tax rates that are much higher, yet they

are up against companies operating around the world that pay lower taxes in their

home countries. If we are to unleash the creative energies of our economy, if we are to

encourage innovation and expand job creation, then these tax rates must be brought

down to allow our companies to compete vigorously. Therefore, we are announcing

that over the next five years we will lower the rate for these higher taxed industries

from 28% to 21%, putting all sectors of the Canadian economy on an internationally

competitive footing. As a first step, the rate will drop on January 1, 2001 to 27%."

671 In the Budget Plan, it is further explained that these "sectors of the economy are

subject to the high general corporate tax rate without any special provisions. These

highest taxed sectors include fast growing service and high-technology firms that will

influence the pace of Canada’s future economic and social development." 672 Thus,

this measure is exogenous, long run. Impact estimated in first full fiscal year: -$375

mn

4.2 Reduce federal corporate income tax rate on small business. "The corporate tax

rate on income between $200,000 and $300,000 earned by a Canadian-controlled pri-

vate corporation (CCPC) from an active business carried on in Canada will be reduced

to 21 per cent from 28 per cent, effective January 1, 2001." 673 This measure should be

labeled as exogenous, long run, which can be seen from the Budget Speech, when the

Minister of Finance states that the budget "proposes a measure which specifically ben-

efits small but growing businesses – a major engine of both innovation and job growth

671Budget Speech 2000, p. 21
672Budget Plan 2000, p. 92
673Budget Plan 2000, p. 223
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in our economy. Small businesses have told us that the most important steps we could

take to assist them would be to lower personal income taxes, provide for rollovers,

remove the 5-per-cent surtax and reduce the tax on capital gains." 674 The focus on

competitiveness is also visible in the words of Roy Cullen, Parliamentary Secretary to

the Minister of Finance, in Parliament: "He [Scott Brison, Progressive Conservative

MP] talked about making business more competitive. The budget reduces the corpo-

rate tax rate from 28% to 21% for the highly taxed sectors. That is a pretty bold move.

It takes the 21% rate and for small businesses applies that immediately for income

between $200,000 and $300,000." 675 Also, some of the Liberal MPs make a similar

case in their statements in Parliament; for example, MP John McKay makes the case

that these changes favoring small business will help keeping talented people inside

Canada, when he states "I am not arguing that the magic of changes to a tax environ-

ment is the panacea to high tech business, or any other business for that matter, in

terms of vacating the jurisdiction, but lowering the high tech rates generally and on

small business immediately is the right thing to do. It is clear that some of our most

talented people leave for opportunities in other jurisdictions. It is my opinion that

the tax environment does not drive them out of Canada rather it is factors such as

career opportunities and research and development opportunities. However, the tax

environment is still a factor of some significance and I believe that the Government

of Canada made a significant step in the right direction." 676 Impact estimated in first

full fiscal year: -$90 mn

4.3 Reduce capital gains inclusion rate from 0.75 to 0.(6). Again, this measure is

exogenous, long run. In the Budget Plan, the government says: "The high-technology

sector and other fast-growing industries are particularly important to Canada’s future

economic growth. Our tax system must be conducive to innovation, and must ensure

that businesses have access to the capital they need in an economy that is becoming

674Budget Speech 2000, pp. 21 and 22
675Hansard Debates, February 29, 2000, 1245
676Hansard Debates, March 1, 2000, 1640
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increasingly competitive and knowledge-based." 677 Thus the government proposes

"a reduction in the inclusion rate of capital gains from the current three-quarters to

two-thirds. The budget proposes this change be effective after February 27, 2000." 678

Impact estimated in first full fiscal year: -$135 mn

4.4 Postpone taxation of gains on stock options. The taxation of gains on stock op-

tions was changed to apply when the shares are sold instead of the moment when the

options are exercised. The broad reason presented for this measure as well as for the

capital gains inclusion rate and the rollover of capital gains was to "stimulate risk-

taking and greater access to financing for small businesses." 679 More specifically, the

motivation of this change was "to assist corporations in attracting and retaining high-

calibre workers and make our tax treatment of employee stock options more compet-

itive with the United States." 680 In Parliament, Roy Cullen emphasized the impact in

the high-tech sector: "The objective here is a simple one that makes sense. Stock op-

tions are one way of encouraging employees to play a greater role in the development

of the company in which they work. The high tech sector in particular will benefit

from this measure, which will help it to attract the best innovators and entrepreneurs

to Canada and keep them here, resulting in the creation of jobs for Canadians." 681 So,

again this is exogenous, long run. The implementation date is the budget date: "The

measure applies to options exercised after February 27, 2000." 682 Impact estimated

in first full fiscal year: -$75 mn

4.5 Allow tax free rollover of capital gains. "To improve access to capital for small

business corporations, the budget proposes to permit individuals a rollover of capital

gains on the disposition of a small business investment where the proceeds of disposi-

677Budget Plan 2000, p. 94
678Budget Plan 2000, p. 94
679Budget Plan 2000, p. 14
680Budget Plan 2000, p. 230
681Hansard Debates, February 29, 2000, 1305
682Budget Plan 2000, p. 233
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tion are used to make other small business investments." 683 The measure was meant

to be effective from February 27, 2000. 684 The motivation for the measure again is

clearly long run growth considerations: "This measure, in combination with the reduc-

tion in the capital gains inclusion rate, improves access to capital for small businesses

with high growth potential. This will be of particular benefit to the fast-growing high-

technology industries." 685 Thus, this should be labeled exogenous, long run. Impact

estimated in first full fiscal year: -$75 mn

4.6 Other indexation. These measures, for which I did not find any relevant infor-

mation outside of the tables, were estimated to have an impact of -$300 mn. Since I

found no details on what these would be, I am unable to label them, and I drop them.

The indexation part is computed as being 77% of -300, or -$231.63; whatever else

might be in this measure is the difference: -$68.37 mn. In any case, the whole of the

-300 will simply be dropped, since I found the information on this figure too limited.

Additional specific and smaller measures are presented in Table A7.2, p. 204.

These additional measures relate to different kinds of taxes (personal, corporate, goods

and services, and others) and are much smaller and much more specific than the first

set of measures.

Additional Measures

1. Personal Income Tax

1.1 Federal surtax for deemed residents. The budget proposed a reduction in the

rate applicable to the income of individuals who have income which is considered to

have been earned in Canada, but not considered to have been earned in a province.

683Budget Plan 2000, p. 233
684Budget Plan 2000, p. 95
685Budget Plan 2000, p. 95

Chapter 3 319



Essays on Fiscal Policy and the Narrative Approach

"In light of recent changes in provincial tax rates, the budget proposes to reduce the

federal surtax on income not earned in a province from 52 per cent of basic federal

tax to 48 per cent (...) This measure will apply for the 2000 and subsequent taxation

years." 686 Thus this measure intends to harmonize taxation between province resi-

dents and non-residents in accordance with reductions that have occurred in the taxes

of residents. The fact that the federal government is reducing the tax burden on these

individuals as a response to current changes in provincial taxes makes me label this

as endogenous, demand management. I will date it from the budget date. Impact

estimated in first full fiscal year: -$5 mn

1.2 Persons with disabilities. "The Government is committed to promoting the full

participation of persons with disabilities in Canadian society. The budget provides

additional tax assistance for persons with disabilities (...) These measures will be ef-

fective for 2000 and subsequent years." 687 This measure is clearly exogenous, ideo-

logical, as can be seen fromMinister of Human Resources Development Jane Stewart’s

statement that "it cannot be a waste to support Canadians with disabilities so that they

can have an opportunity," 688 and it includes changes to deductions as well as a broad-

ening in tax credits such as the Disability tax Credit and the Medical Expense Tax

Credit. For this reason, when taking note of the narrative without personal tax cred-

its, I will leave this measure out. Impact estimated in first full fiscal year: -$45 mn

1.3 Ecologically sensitive land. "The protection of Canada’s natural heritage, and

especially its species at risk, is a critical objective of the Government (...) The budget

proposes a further enhancement of the incentives for the protection of ecologically

sensitive lands, including areas containing habitat for species at risk. Specifically, it is

proposed that the income inclusion be reduced by one-half in respect of capital gains

arising from gifts of ecologically sensitive land and related easements, covenants and

686Budget Plan 2000, p. 238
687Budget Plan 2000, p. 239
688Hansard Debates, February 29, 2000, 1435
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servitudes to qualified donees other than private foundations (...) These measures will

be effective for ecological gifts made after February 27, 2000." 689 Thus, this is labeled

exogenous, ideological. Impact estimated in first full fiscal year: -$5 mn

1.4 Charitable donations of shares acquired with employee stock options. The gov-

ernment acknowledges that whenever an employee decides to exercise a stock option

"in order to donate the share to a charity, there is no provision to reduce the tax bur-

den on the employment benefit to parallel the reduced capital gains inclusion rate for

donations of publicly-traded securities. The budget therefore proposes to introduce

such a provision in order to provide parallel treatment between the two forms of gift-

giving. In such circumstances, the individual will be allowed to deduct an additional

third of the employment benefit. Taking into account the changes proposed in this

budget to increase the existing stock option deduction from a quarter to a third, only

a third of the employment benefit will be subject to tax." 690 Since this is channeled

to charity, it has a social intent and thus should be labeled exogenous, ideological.

The implementation date is the budget date: "The measure will apply to securities

acquired after February 27, 2000, and donated before 2002." 691 Since the government

is suggesting it will reverse the measure in 2002, in the narrative measure with can-

cellations I reverse the measure in the first quarter of 2002. Impact estimated in first

full fiscal year: -$10 mn

1.5 Partial exemption for scholarships, fellowships and bursaries. "The 2000 bud-

get enhances the Government’s assistance to students by increasing from $500 to

$3,000 the tax exemption for income from scholarships, fellowships and bursaries."

692 This goes "for the 2000 and subsequent taxation years." 693 The Minister of Finance

justifies the measure with the fact that "scholarships and bursaries are an important

689Budget Plan 2000, pp. 243-244
690Budget Plan 2000, p. 245
691Budget Plan 2000, p. 246
692Budget Plan 2000, p. 148
693Budget Plan 2000, p. 311
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part of expanding access to higher learning" 694 and the measure is described in the

Budget Plan as part of an investment in "skills and knowledge," 695 so I label this ex-

ogenous, long run. Impact estimated in first full fiscal year: -$30 mn

2. Corporate Tax Measures

2.1 Strengthening thin capitalization rules. Canadian corporations "may deduct

interest on debt to specified non-residents to the extent that such debt does not ex-

ceed three times the amount of equity contributed by such non-residents." 696 This

applies "for taxation years that begin after 2000." 697 The reasons for the changes in

the rules were "the fact that the permitted 3:1 debt-equity ratio is high compared to

actual industry ratios in the Canadian economy, suggesting that the 3:1 ratio permits

inappropriately high debt levels" and also the fact that "temporarily high debt levels

can have a disproportionate impact," so average debt levels could be more meaningful.

698 I label it exogenous, long run. The impact estimated in first full fiscal year is $50

mn.

2.2 Non-resident owned investment corporations. This is a very small measure

with an estimated impact that is very small (+$5 mn), in 2002-2003. It is justified

as a means to fight tax avoidance: "Section 133 of the Income Tax Act allows a foreign-

owned Canadian corporation to elect to be a “non-resident-owned investment corpo-

ration” (NRO). (...) However, NROs are increasingly being used in ways that erode the

Canadian tax base (...) The budget proposes to repeal the NRO provisions for elec-

tions made after February 27, 2000. To allow for an orderly restructuring of their

operations, existing NROs will be entitled to retain their status until the end of their

last taxation year that begins before 2003." 699 Thus I take the beginning of 2003 as

694Budget Speech 2000, p. 11
695Budget Plan 2000, p. 8
696Budget Plan 2000, pp. 246-247
697Budget Plan 2000, p. 311
698Budget Plan 2000, p. 247
699Budget Plan 2000, p. 249
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the implementation date and label it exogenous, ideological.

2.3 Government assistance for R & D. The government proposes "to treat provin-

cial deductions for scientific research and experimental development (SR & ED) that

exceed the actual amount of the expenditure as government assistance for taxation

years ending after February 2000" 700 to avoid that government assistance to firms be-

comes "overly generous." The issue was the fact that with investment tax credits and

provincial deductions above 100%, along with non-tax assistance, too much benefits

would accrue to firms as compared to their actual costs. The government proposed

this change to the rules regarding government assistance to companies alleging that

such a change "will result in SR&ED deductions and credits having comparable value,

reduce stacking of benefits and make the tax system fairer." 701 This is a measure that

is actually revenue-increasing, in contrast with most of the measures in the budget.

The fact that it is presented as a measure designed to better regulate the interaction

between benefits at the provincial level with benefits at the federal level places it in

the exogenous, long run category. Impact estimated in first full fiscal year: $60 mn

2.4 Adjustments for Capital Allowance regime. "The budget proposes several ad-

justments to improve the [Capital Cost Allowance] CCA system. Proposed changes

include an increase in the CCA rate for certain rail assets; an extension of the separate

class election to include manufacturing and processing equipment; and an increase in

the CCA rates for certain electrical generating equipment, and for production and dis-

tribution equipment of a distributor of water or heat." 702 The justification for these

changes is presented in the Budget Plan itself; the government argues that "various

factors affect the useful lives of capital assets, including technological obsolescence

and changing market conditions. The CCA regime is reviewed on an ongoing basis

to ensure that the CCA rates are appropriate and do not impede the ability of Cana-

700Budget Plan 2000, p. 253
701Budget Plan 2000, p. 254
702Budget Plan 2000, p. 261
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dian firms to invest and compete." 703 Thus, these rates were deemed too low at this

point, and this was harming this particular sector. Furthermore, for the case of elec-

tric equipment industries, the government acknowledges that it acted after "industry

consultations have established that this rate no longer reflects the estimated useful life

of such equipment." I understand the government is acting against contemporaneous

pressures regarding these particular sectors, so I label this endogenous, supply stim-

ulus. The implementation date is February 27, 2000, for all of them. Impact estimated

in first full fiscal year: -$45 mn

2.5 Capital tax surcharge on large deposit taking institutions. "The budget pro-

poses that the capital tax surcharge on large deposit taking institutions, which was

introduced in the 1995 budget, and extended in subsequent budgets, will be further

extended to October 31, 2001." 704 This is labeled like before exogenous, ideological.

Like the previous extensions, I enter +50 in the last quarter of 2000 and -50 in the last

quarter of 2001. The measure without cancellations does not include this cancellation.

Most importantly, the government mentions in the budget that the measure is be-

ing reviewed: "As announced by the Government in its June 25, 1999, paper Reform-

ing Canada’s Financial Services Sector, a review of the application of this surcharge

is, however, underway and the results will be announced when the financial sector

review legislation is tabled." 705

2.6 Tobacco surtax (announced before the budget date, in November, but imple-

mented in February). The government announced in November 5, 1999, that it would

increase excise taxes on cigarettes and tobacco sticks and that it would make perma-

nent the 40 per cent surtax on the profits of tobacco manufacturers. Regarding the

tobacco manufacturers’ surtax, the government proposed that "effective February 9,

2000, the current 40-per-cent surtax on the profits of tobacco manufacturers imposed

703Budget Plan 2000, pp. 260-261
704Budget Plan 2000, p. 264
705Budget Plan 2000, p. 264
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under the Income Tax Act be made permanent. The tobacco manufacturers’ surtax

was initially introduced on February 9, 1994 on a three-year temporary basis. It was

extended for three years from February 1997 and is scheduled to expire on Febru-

ary 8, 2000. The tax raises about $70 million annually." 706 This measure, as well as

the increase in excise taxes on cigarettes and tobacco sticks, should be labeled exoge-

nous, ideological. That is clear from the statements of members of the government

quoted in the same news release, which quotes Minster of Finance Paul Martin saying

"The measures introduced today reaffirm the Government’s determination to reduce

tobacco consumption in Canada" and Health Minister Allan Rock as saying that "tax

increases are one part of our overall strategy to reduce smoking rates, particularly

among younger Canadians. We must also intensify our efforts to reduce this leading

cause of preventable death through means such as tough anti-tobacco advertising, up-

coming labelling and information reporting regulations, and other measures." Impact

estimated in first full fiscal year: +$70 mn

3. Goods and services tax / Harmonized sales tax new residential rental property

rebate. "The budget proposes to introduce a New Residential Rental Property Rebate,

equal to 2.5 percentage points of tax, for newly constructed, substantially-renovated

or converted residential rental accommodation, payable to the person who paid the

tax (...) The rebate will apply to construction, substantial renovation or conversions

commencing after February 27, 2000." 707 Since this policy does not seem to be related

to any long term structural changes in the tax system, I interpret it as a way to boost a

particular sector (construction), thus I label it endogenous, supply stimulus. Impact

estimated in first full fiscal year: -$40 mn

4. Tobacco increase (announced before the budget date). This measure, like the

tobacco surtax mentioned above, is included in the news release from November 5th,

1999. In that news release of the Department of Finance, the government says: "The

706Department of Finance New Release November 5, 1999
707Budget Plan 2000, p. 270
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motion proposes that, effective November 6, 1999, federal excise taxes on cigarettes

be increased by 60 cents per carton of 200 cigarettes for retail sale in Ontario, Quebec,

New Brunswick, Nova Scotia and Prince Edward Island." 708 The implementation date

is 1999, fourth quarter, which is also the announcement date. 709 The motivation is

exogenous, ideological for the reasons explained above. Impact estimated in first full

fiscal year: +$70 mn

Overall stance of the budget

The budget’s focus on ending the distortion caused by inadequate indexation and

the focus on technological sectors places it as a mostly exogenous, long run budget

overall: "This budget sets out the federal government’s plan for Canada in the 21st

century. The economy of today is global, increasingly knowledge-intensive and built

on instant communication. The federal government’s plan is designed tomake Canada

a leader in this new economy in order to increase the standard of living and the quality

of life of all Canadians." 710

October 2000 Economic Statement

Narrative without cancellations, excluding all tax credits given to individuals 711

2000 Q4:

EXOG LR: -175

708Department of Finance News Release, November 6, 1999
709The implementation date is made clearer in the "Notice of Ways and Means Motion to Amend the

Excise Tax Act and the Income Tax Act" and respective Explanatory Note tabled by Minister of National

Revenue Martin Cauchon.
710Budget Plan 2000, p. 7
711This is the same as "Narrative with cancellations, excluding all tax credits given to individuals" and

"Narrative without transitory measures, excluding all tax credits given to individuals."
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2001 Q1:

EXOG LR: -5745+(-160)

2002 Q1:

EXOG LR: -763.32

2003 Q1:

EXOG LR: -866.68

Political Context

Elections took place in November 2000 (the Liberal Party would regain an absolute

majority of the seats). Before the elections, in October 18th, an Economic Statement

was released. The next budget would only be released in December, 2001. In this

statement, the government introduced a series of very significant tax relief measures,

whose impacts on revenue can be found in Table A.1.2 of the Budget Plan for 2001, p.

159. There was a debate in Parliament about these measures, presented by Minister of

Finance Paul Martin.

Economic Context

The overall outlook was favorable, as the Economic Statement mentioned that

"Canada is in the midst of a period of very strong economic performance. In fact, the

second quarter of 2000 marked the 20th consecutive quarter of growth – the longest

uninterrupted economic expansion in more than three decades." 712 Job creation was

strong and, furthermore, "for the first time in half a century, the federal government

712Economic Statement and Budget Update Overview, October 18, 2000, p. 1
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has recorded three consecutive surpluses." 713 It is against this positive backdrop that

the tax cuts were proposed.

Tax Measures

1. The government announced that "all personal income tax rates" were to be

lowered "effective January, 2001." 714 No other reason was provided other than having

a broad tax relief. The Minister of Finance stated in Parliament that this relief would

benefit "especially moderate and middle income families with children" and that "this

plan delivers by far the largest tax cuts in Canadian history, but it is also balanced." 715

The cuts were across the board, therefore I classify this measure as exogenous, long

run. The estimated impact coming from the table was -$5745 mn.

2. Corporate tax rates were being cut "to encourage jobs and growth and keep

Canadian firms competitive," scheduled to occur "with a one-point reduction in 2001

followed by a two-point cut in each of the following three years." 716 I classify these

as exogenous, long run. Budget 2001 indicates a first full year estimated impact of

-$160 mn for 2001-02, -$1140 mn for 2002-03 and -$1790 mn for 2003-04. No impact

was provided in that table for 2004-05. Therefore, I ignore that last stage of the policy.

This translates into a quarterly impact in 2003 of -1790/4 = -447.5; a quarterly impact

of -1140-(-447.5) divided by 3, which gives -230.83; and I will keep the impact of the

first stage at -160. Thus, I compute the impact of each stage of implementation as -160

in 2001 Q1, -230.83 * 4 - (-160) = -763.32 in 2002 Q1; and -1790 - (-923.32) = -866.68

in 2003 Q1.

3. Furthermore, the statement suggested "to help post-secondary students cope

with the rising costs of education by doubling the amount on which the education

credit is based to $400 a month from $200 for full-time students, and to $120 from

713Economic Statement and Budget Update Overview, October 18, 2000, p. 1
714Economic Statement and Budget Update Overview, October 18, 2000, p. 2
715Hansard Debates, October 18 2000, 1550 and 1605
716Economic Statement and Budget Update Overview, October 18, 2000, p. 3
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$60 for part-time students." 717 I classify this as exogenous, ideological. The estimated

impact in the first full fiscal year was -$100 mn.

4. The capital gains tax inclusion rate was decreased. The Minister of Finance ex-

plained themeasure as follows: "As part of our approach to encouraging entrepreneur-

ship and the creation of new jobs in Canada for Canadians, budget 2000 reduced the

capital gains inclusion rate from three-quarters to two-thirds. Effective today we will

go further. We will lower the inclusion rate to 50% and provide similar tax relief for

employee stock option benefits." 718 I classify this measure as exogenous, long run.

The measure would be effective from October 18, 2000.

Overall stance of the Economic Statement

The basic goal was to have a major tax relief set of measures with no better jus-

tification than the need to provide "tax relief to all Canadians but to moderate and

middle income families in particular." 719 Therefore, I label the Economic Statement

overall as exogenous, long run.

2001 December 10th

(million Can. dollars, numbers taken from Budget 2001, Annex 7)

Narrative without cancellations, excluding all tax credits given to individuals 720

2001 Q2:

EXOG IL: 200 (implemented prior to budget but after the October economic statement

717Economic Statement and Budget Update Overview, October 18, 2000, p. 3
718Hansard Debates, October 18, 2000, 1550
719Hansard Debates, October 18, 2000, 1545
720This is the same as "Narrative with cancellations, excluding all tax credits given to individuals" and

"Narrative without temporary measures, excluding all tax credits given to individuals."
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2001 Q4:

EXOG IL: 240 (implemented prior to budget but after the October economic statement

2002 Q1:

ENDOG SS: -1000+(-10)

EXOG IL: -5+(-70) (The -70 were announced in 2001 Q4)

EXOG LR: -5+(-5)

2002 Q2:

ENDOG SS: -1000

ENDOG SD: -430

2002 Q3:

ENDOG SS: +1000

ENDOG SD: +50

2002 Q4:

ENDOG SS: +1000

Economic Context

The 2001 budget was presented in an unusual time, December. Before this budget,

there were two economic updates, in October 2000 (just ahead of an election), and

again in May 2001. The 2001 Budget Plan was presented against the backdrop of

an economic slowdown: "Economic growth in all major economies slowed sharply in

the first half of this year. A variety of factors contributed to the global slowdown,
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including higher interest rates and energy prices and a sharp decline in global high

technology investment. The events of September 11 introduced a further shock to

the global economy through disruptions in economic activity and sharp declines in

confidence, particularly in the United States." 721 The May Economic Update already

pointed out to several fragilities of the economy, due to the international slowdown,

by saying that "clearly, the Canadian economy is feeling the effects of the weaker U.S.

economy. Growth here in the final quarter of last year was considerably less than

in the preceding quarter, primarily reflecting much slower activity in the automobile

industry and in the information and communications technology sector." 722 The only

positive signs at the time pertained to the positive external balance, the good behavior

of certain sector such as "other export-oriented Canadian industries, such as aerospace

and energy," as well as "service industries and construction," and the fact that there

were "lower interest rates" and "large tax cuts" in place. 723 In the Budget Plan of

2001, the government still acknowledges what it perceives to be the main strengths of

the Canadian economy, namely healthy finances, low and stable inflation, low interest

rates and declining foreign debt.

Thus, the context is essentially one of response to the slowdown, as the Minister

of International Trade, Pierre Pettigrew puts it, "with the economic slowdown, which

we were experiencing prior to September 11 and which has deepened since then, re-

grettably, it is vital we send a positive signal to the world economy, one that expresses

our hope and belief that trade will lead to development and will help our economy to

recover." 724 In Parliament, Liberal MP Shawn Murphy acknowledged that the output

fluctuations should be seen as part of the cycle when he said: "there is no question

that we are in an economic slowdown. This slowdown started as early as May of this

year. Not only is it being experienced here in Canada, but throughout the world. We

must be mindful that we will always be subject to the business cycle. We can no more

stop the business cycle than we can stop the tides from coming in and going out, but

721Budget Plan 2001, p. 10
722Economic Update, May 17, 2001, p. 8
723Economic Update, May 17, 2001, pp. 8 and 9
724Hansard Debates, November 5, 2001, (1515)
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because of the sound policies of the government our economic and financial funda-

mentals are strong. Because of the strength of our economic fundamentals, we are in

a much better position to deal with the economic slowdown." 725

Tax Measures

For all the reasons listed above, it is clear that a lot of the measures in the budget

should be regarded as endogenous responses to GDP fluctuations, namely endoge-

nous, supply stimulus or endogenous, demand management. Nevertheless, given

that expenditure can also be used as a policy variable, some taxation measures might

be used for some specific purposes that have an exogenous nature (like fighting smok-

ing, which would be ideological).

Personal Income Tax Measures

1. Apprentice Vehicle Mechanics’ Tool Deduction. "The budget proposes to pro-

vide an income tax deduction for the extraordinary portion of the cost of new tools

acquired by apprentice vehicle mechanics after 2001 (...) These measures will apply

to the 2002 and subsequent taxation years." 726 In the Budget in Brief the measure is

presented as one among several that were put in place "because the Government is

committed to providing every opportunity for Canadians to upgrade their skills, and

because research today is the source of new jobs tomorrow," 727 which points to a long

runmotivation. However, in the debate, when asked why the measure did not apply to

experienced mechanics, the Minister of Finance answered: "Our goal is to assist those

with the greatest need. This is definitely apprentices, those who must pay these costs

for the first time, at the same time as paying for their education, and who do not have

high salaries." 728 Thus, there is also an ideological motivation here. Since initially the

government presented mostly a concern about skills, I label this as exogenous, long

725Hansard Debates, December 4, 2001, (1055)
726Budget Plan 2001, p. 219
727Budget in Brief 2001, p. 11
728Hansard Debates, December 12, 2001, (1450)
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run. Impact estimated in first full fiscal year: -$5 mn

2. Adult Basic Education - Tax deduction for tuition assistance. "The budget pro-

poses that individuals may deduct, in computing their taxable income, the amount of

tuition assistance received for adult basic education that has been included in their in-

come." 729 This measure, just like the extension of the education tax credit is presented

as having the intent of improving the skills of Canadians, but also as a way of respond-

ing to the slowdown in the economy. This is clear from the Budget Speech: "This is

particularly important now. When times are tough and people are hurting, we must

provide every opportunity to Canadians to upgrade their skills. Therefore, in order to

encourage Canadians to pursue educational opportunities under EI programs we will

introduce two new incentives. First, we will extend the education tax credit to indi-

viduals receiving EI assistance for post-secondary education. Second, we will provide

a tax deduction for people who receive EI assistance to obtain adult basic education."

730 Since the measure is aimed at individuals, I would label it endogenous, demand

management. The impact estimated in first full fiscal year: -$5 mn. Nevertheless, I

do not find the precise implementation date of the measure in the Budget documents;

that and the fact that the measure is quantitatively small makes me drop it.

3. Extending the Education Tax Credit. "The education tax credit cannot currently

be claimed by students who receive financial assistance for post-secondary education

under government training programs. The budget proposes to extend access to the

education tax credit to students who receive taxable assistance for post-secondary ed-

ucation." 731 This measure would "apply to the 2002 and subsequent taxation years."

732 The motivation is endogenous, demand management, see the explanation above

for why this is so. Impact estimated in first full fiscal year: -$10 mn

729Budget Plan 2001, p. 220
730Budget Speech 2001, p. 11
731Budget Plan 2001, p. 220
732Budget Plan 2001, p. 221
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4. Promoting SustainableWoodlot Management. "The budget proposes to facilitate

intergenerational rollovers of commercial woodlot operations that are farming busi-

nesses. Where the regular and continuous activity test set out in the existing rollover

rules cannot be met, a new test will be implemented strictly for the purpose of ap-

plying those rules to commercial woodlot operations. Specific criteria for prescribed

forest management plans will be developed in consultation with interested parties.

For transfers that occur before these criteria are developed and prescribed, it will be

required that a plan exist providing for the necessary attention to a woodlot’s growth,

health, quality and composition (...) This measure will apply to transfers that occur

after December 10, 2001." 733 This measure stemmed from a concern with the "sound

management of the resource." 734 Since the goal is to terminate what was seen as a

perverse incentive created by a bad feature of the tax system, I label this exogenous,

long run. Impact estimated in first full fiscal year: -$5 mn

5. Donations of Certain Publicly Traded Securities to Charities (announced prior

to the budget)

This measure was announced in October 12, 2001 in a News Release: "Finance Min-

ister Paul Martin today announced a proposal to make permanent the 1997 budget

measure that provides special tax assistance for donations of publicly traded securi-

ties to charities. This measure was scheduled to expire on December 31, 2001 (...)

Today’s announcement also applies to certain donations of securities acquired by an

employee through a stock option plan." 735 Thus, the tax cuts would be made perma-

nent, which means that it is possible to enter this as -$70 mn in the first quarter of

2002. The reason is exogenous, ideological. "From the data available, it appears that

this measure has been an effective additional incentive for people to make donations

to charities," said Minister Martin. "This is exactly what the measure was designed to

733Budget Plan 2001, p. 221
734Budget Plan 2001, p. 221
735Department of Finance, News Release, October 12, 2001
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do." 736

Business Income Tax Measures

1. Improvements to the Tax Incentives for Renewable Energy and Energy Effi-

ciency. "Under the capital cost allowance (CCA) regime, Class 43.1 describes certain

renewable energy and energy efficiency equipment that qualifies for an accelerated

CCA rate of 30 per cent. This class provides an incentive for new investments that

will help Canada meet its environmental objectives." 737 The government has as its

stated objective to "further encourage investments in renewable energy and energy

conservation projects." 738 The measures under this package are thus exogenous, ide-

ological, and I will date them from the budget date. Impact estimated on first full

fiscal year: -$5 mn

2. Deferral of Corporate Tax Instalments for Small Businesses. This is the most

significant tax measure and it is explicitly geared towards addressing firms’ problems

caused by the global slowdown. In the Budget Speech, the Minister of Finance said

that to "improve their cash flow in the face of the economic slowdown, we will al-

low small and medium-sized businesses to defer their corporate tax instalments of the

next three months – that is, January, February and March of 2002 – for a period of six

months." 739 The estimated impact of the measure is -$2000 mn, in the first/second

quarter of 2002, and $2000 mn later on, in the third/fourth quarter (July, August,

September) of 2002. Thus, I will place -$1000 mn in each of the first two quarters and

+$1000 in each of the later two quarters of 2002. Since this is just a rearrangement of

tax instalments throughout the year, it could be dropped immediately; indeed, Cana-

dian Alliance’s MP Gurmant Grewal denounced it as "accounting trickery." 740 Never-

736Department of Finance, News Release, October 12, 2001
737Budget Plan 2001, p. 223
738Budget Plan 2001, p. 223
739Budget Speech 2001, p. 18
740Hansard Debates, February 8, 2002, (1000)
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theless, it still might have an impact on firms decisions through the year, particularly

since they were having liquidity problems during that year. In any event, the moti-

vation of the measure is clearly endogenous, and I will label it endogenous, supply

stimulus.

3. Venture Capital - Partnerships. Some measures were proposed "to facilitate the

use of limited partnerships by tax-exempt and foreign investors in structuring their

venture capital investments." 741 But these measures were expected to have a negligi-

ble effect over revenues.

4. Construction Work Camps. Deductibility of meals expenses were expanded by

the budget: "The budget proposes to allow full deductibility for the cost of meals

provided to an employee housed at a temporary work camp constructed or installed

specifically for the purpose of providing meals and accommodation to employees

working at a construction site (...) This measure will apply to expenses incurred after

2001." 742 I interpret this as support to a specific sector (construction) during a slow-

down, which makes it endogenous, supply stimulus. Impact estimated in first full

fiscal year: -$10 mn

Other measures (not in Table A.7.1, but in Table A.1.3)

1. Tax expenditures. "Tax expenditures are values of tax revenues forgone to achieve

a variety of economic and social objectives. Whether or not the magnitudes of tax ex-

penditures are appropriate depends upon an evaluation of the underlying social and

economic policies. The values reported in the tables provide no information to permit

such an evaluation." 743 A big part of the measures labeled as tax expenditures were

already included in the measures above. The estimated impact of these expenditures

from the budget is in Tables 1.1, p. 21, and 7.3, p. 144, in the Budget Plan 2001: -$10

741Budget Plan 2001, p. 226
742Budget Plan 2001, p. 228
743Tax Expenditures and Evaluations 2001, p. 9
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mn in 2001-2002; -$40 mn in 2002-2003; -$60 mn in 2003-2004. Table 1.3, however,

implies that there were some measures beyond the ones in the 2001 budget that had

an impact on revenues. I did not find an actual description of these other measures,

so I drop this part of the tax expenditures.

2. Air Travellers Security Charge. "The budget proposes to introduce an Air Trav-

ellers Security Charge to fund the new air security expenditures. The charge will be

paid by air travellers – the primary users of the enhanced air security measures (...)

The Air Travellers Security Charge will apply to purchases in Canada that include air

travel occurring on or after April 1, 2002 (...) The security charge will apply to pur-

chases made outside Canada for which payment is made on or after April 1, 2002 for

air travel that includes an emplanement in Canada after May 31, 2002." 744 Thus, I

take April 2002 as the implementation date. Since this additional tax is being used in

order to fund an expenditure, I label it endogenous, spending driven. The figure for

the estimated impact is -$430 mn (from Table 1.3 in the Budget Plan, p. 23).

3. Tobacco tax increases. In the Budget, there is a reference to tobacco tax increases

that occurred prior to the budget date: "Tobacco tax increases came into effect on April

6th and November 1st of 2001 and are expected to increase federal excise taxes and

duties by $440 million per year on a full-year basis." 745 Table 4.3 in page 72 presents

an estimated annual impact of the April increases of $200 mn and an estimated an-

nual impact of the November increases of $240 mn. The motivation can be found in

the news releases of the Department of Finance. In April a set of measures were pre-

sented with the goal of reducing consumption: "This enactment implements tobacco

tax measures announced by the Minister of Finance on April 5, 2001 as part of the

government’s initiative to reduce tobacco consumption in Canada, especially among

youth. It also implements a measure proposed in Budget 2000 reducing the exemp-

tion threshold under the tax on exports of tobacco products before April 6, 2001."

744Budget Plan 2001, pp. 258 and 259
745Budget Plan 2001, p. 73
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746 In November, the Department of Finance stated that "Finance Minister Paul Mar-

tin and Health Minister Allan Rock today announced an increase in federal taxes on

tobacco products, to take effect on November 2, 2001, as part of the Government’s

comprehensive strategy to improve the health of Canadians by discouraging tobacco

consumption." 747 Both of these stem form health concerns, so they are exogenous,

ideological.

4. Cost recovery. "Cost recovery measures directly related to enhancing security

are also being proposed in this budget. These fees offset the costs of the new fraud-

resistant Permanent Resident Card and the expedited pre-approved traveller pass pro-

grams at land border crossings and airports. This is expected to generate $50 million

in additional revenues in both 2002-03 and 2003-04." 748 "The new fraud-resistant Per-

manent Resident Card will come into effect as planned in June 2002." 749 Since these

are designed to offset an expenditure, I label these endogenous, spending driven and

assign them to the third quarter of 2002.

Deferral of corporate income tax instalments for small businesses and tobacco tax

increases are displayed in both tables. Necessary to check if there is overlap of the "tax

expenditures."

Overall stance of the budget

Apart for the occasional exogenous measure, the 2001 Budget aimed essentially

at responding to contemporaneous events, such as the global slowdown and to secu-

rity concerns induced by 9/11. Since the tax deferral makes up for a large chunk of

the measures in the budget, I label the budget endogenous, supply stimulus. One

746Summary of Bill C-26, entitled "An Act to amend the Customs Act, the Customs Tariff, the Excise

Act, the Excise Tax Act and the Income Tax Act in respect of Tobacco", April 2001
747News Release, Department of Finance, November 1, 2001
748Budget Plan 2001, p. 146
749Budget Plan 2001, p. 98
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of many quotes that make the endogenous nature of the budget clear could be the

following: "The unforeseen circumstances of both the global economic slowdown and

the terrorist attacks of September 11th have created exceptional fiscal pressures. As a

result, the Government will use the economic prudence and part of the Contingency

Reserve for each year of the budget plan." 750

2003 February 18th

(million Can. dollars, numbers taken from Budget 2003, Annex 9)

Narrative without cancellations, excluding all tax credits given to individuals 751

2003 Q2:

EXOG IL: -10+(-5)

EXOG LR: -10

ENDOG DM: -20

EXOG LR: -47.04 (first step of change in small business deduction)

ENDOG SS: -43.15 (first step of resource taxation package)

EXOG LR: -100 (first step of retirement savings package)

2003 Q4:

EXOG IL: -55

2004 Q1:

EXOG LR: -240

750Budget Plan 2001, p. 139
751This is the same as "Narrative with cancellations, excluding all tax credits given to individuals" and

"Narrative without transitory measures, excluding all tax credits given to individuals."
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EXOG LR: -51.88 (second step of change in small business deduction)

ENDOG SS: -44.21 (second step of resource taxation package)

EXOG LR: -20 (second step of retirement savings package)

2005 Q1:

EXOG LR: -620 (this was assumed to be 4 times the estimated impact of the heavy tax

rate decreases)

EXOG LR: -44.28 (third step of change in small business deduction)

ENDOG SS: -50.52 (third step of resource taxation package)

EXOG LR: -180 (third step of retirement savings package)

2006 Q1:

EXOG LR: -66.8 (fourth step of change in small business deduction)

ENDOG SS: -61.06 (fourth step of resource taxation package)

2007 Q1:

ENDOG SS: -61.06 (fifth step of resource taxation package)

Narrative with cancellations, excluding all tax credits given to individuals

2003 Q2:

EXOG IL: -10+(-5)

EXOG LR: -10

ENDOG DM: -20

EXOG LR: -47.04 (first step of change in small business deduction)

ENDOG SS: -43.15 (first step of resource taxation package)

EXOG LR: -100 (first step of retirement savings package)
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2003 Q4:

EXOG IL: -55

2004 Q1:

EXOG LR: -240

EXOG LR: -51.88 (second step of change in small business deduction)

ENDOG SS: -44.21 (second step of resource taxation package)

EXOG LR: -20 (second step of retirement savings package)

2005 Q1:

EXOG LR: -620 (this was assumed to be 4 times the estimated impact of the heavy tax

rate decreases)

EXOG LR: -44.28 (third step of change in small business deduction)

ENDOG SS: -50.52 (third step of resource taxation package)

EXOG LR: -180 (third step of retirement savings package)

2006 Q1:

EXOG LR: -66.8 (fourth step of change in small business deduction)

ENDOG SS: -61.06 (fourth step of resource taxation package)

2007 Q1:

ENDOG SS: -61.06 (fifth step of resource taxation package)

Narrative without transitory measures, excluding all tax credits given to individuals

2003 Q2:

EXOG IL: -10+(-5)
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EXOG LR: -10

ENDOG DM: -20

EXOG LR: -47.04 (first step of change in small business deduction)

ENDOG SS: -43.15 (first step of resource taxation package)

EXOG LR: -100 (first step of retirement savings package)

2003 Q4:

EXOG IL: -55

2004 Q1:

EXOG LR: -240

EXOG LR: -51.88 (second step of change in small business deduction)

ENDOG SS: -44.21 (second step of resource taxation package)

EXOG LR: -20 (second step of retirement savings package)

2005 Q1:

EXOG LR: -620 (this was assumed to be 4 times the estimated impact of the heavy tax

rate decreases)

EXOG LR: -44.28 (third step of change in small business deduction)

ENDOG SS: -50.52 (third step of resource taxation package)

EXOG LR: -180 (third step of retirement savings package)

2006 Q1:

EXOG LR: -66.8 (fourth step of change in small business deduction)

ENDOG SS: -61.06 (fourth step of resource taxation package)

2007 Q1:

ENDOG SS: -61.06 (fifth step of resource taxation package)
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Political Context

There was a peculiar political context for this budget. TheMinister of Finance Paul

Martin left the government in June 2nd, 2002. He was replaced by John Manley, who

shortly after being appointed, even as he stressed the necessity to invest in research

and development, said before the Standing Committee for Finance: "I am before you

today as a new Finance Minister. Some will wonder what to expect from me. In part,

this is simple: a continuing and determined commitment to balanced budgets and a

declining debt burden, while Canadians continue to see their tax load decline." 752

Thus, taking these words at face value, the new budget was not supposed to deviate

too much from the previous government strategy.

The 2003 budget was presented in February 18th by a government led by Jean

Chrétien, having John Manley as Minister of Finance.

Economic Context

The Economic Context was described by the Minister of Finance as one of re-

silience in the face of global uncertainties. TheMinister emphasized Canada’s "demon-

strated remarkable resilience in the face of global weakness and uncertainty." More

specifically, he mentioned the fact that "in 2001 the Canadian economy outperformed

that of the United States and avoided recession during the global economic downturn"

and that Canada had a "strong domestic demand" which helped it "outperform the

U.S. economy in 2002 in the face of an uneven global economic recovery." The reasons

for Canada’s good performance according to the Minister reflected "strong economic

fundamentals, large tax cuts and an increasingly competitive business sector." 753 The

752Statement by the Honourable John Manley, Deputy Prime Minister and Minister of Finance, to the

House of Commons Standing Committee on Finance, June 19, 2002
753Budget Speech 2003, p. 10
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Budget Plan went deeper into the global challenges that could affect Canada’s econ-

omy: "the U.S. outlook continues to be subject to considerable uncertainty arising from

the impact of last year’s equity market declines and the geopolitical risks associated

with a possible conflict in Iraq. These factors likely played a role in the slowing of

U.S. growth late in 2002 and could continue to negatively affect business investment

and consumer sentiment in the near term. Moreover, if the disruption of Venezue-

lan oil production continues, this may place additional upward pressure on oil prices,

further reducing global growth prospects." 754 However, the figures for Canada were

quite good, given the circumstances; in particular, "the Canadian unemployment rate

edged down from 8 per cent at the end of 2001 to 7.4 per cent in January 2003," 755

"Canadian consumer confidence remained high in 2002," 756 there was "strong em-

ployment growth," 757 but total consumer price was driven "above the 1 to 3 per cent

target band to 3.8 per cent in the fourth quarter of 2002, partly reflecting one-off fac-

tors." 758

Tax Measures

The new Minister of Finance emphasized in the Budget Speech the central guide-

lines of the budget: "Canadians seek a society built on their commonly held values, an

economy that maximizes opportunity for all, and a transparent accounting of govern-

ment’s efforts to achieve those goals." 759

Income Tax Measures

1. National Child benefit supplement. "The CCTB has two components: the CCTB

base benefit, which is targeted to low- and middle-income families, and the National

Child Benefit (NCB) supplement, which provides additional assistance to low-income

754Budget Plan 2003, p. 62
755Budget Plan 2003, p. 43
756Budget Plan 2003, p. 50
757Budget Plan 2003, p. 50
758Budget Plan 2003, p. 50
759Budget Speech 2003, p. 9
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families. The budget proposes to increase the annual NCB supplement through in-

creases of $150 per child in July 2003, $185 in July 2005 and $185 in July 2006." 760

As a component of the Canada Child Tax Benefit, this is an expenditure, and as such I

drop it.

2. Child Disability Benefit. "In recognition of the special needs of low- and modest-

income families with a disabled child, the budget proposes to introduce a $1,600 Child

Disability Benefit (CDB). The CDB will be a supplement of the CCTB, and will be paid

for children whomeet the eligibility criteria for the disability tax credit (DTC) (...) The

CDB will be effective in July 2003 but will become payable and be included with the

CCTB payment starting in March 2004. Accordingly, in March 2004 eligible families

will receive a retroactive payment for the July 2003 to March 2004 period." 761 The

impact of this measure in the first full fiscal year after the implementation is -$50 mn

and the implementation date should be the third quarter of 2003. However, just like

the CCTB, this measure is an expenditure measure, so I drop it.

3. RRSP/RRIF rollovers for an infirm child. "In recognition of the need to provide

ongoing care for dependent infirm children and to provide supporting parents and

grandparents with greater certainty in their estate planning, the budget proposes to

increase the level of income used to determine the financial dependence of an infirm

child or grandchild (...) The measure will apply for the 2003 and subsequent taxation

years." 762 Thus, I label this as exogenous, ideological and assign it to the budget date.

Impact estimated in first full fiscal year: -$10 mn

4. Tax measures for persons with disabilities. The measures concerning people

with disabilities are explained in the Budget Plan, pp. 100-104. The Budget Plan

reads: "This budget sets aside $25 million in 2003–04 and $80 million per year start-

760Budget Plan 2003, p. 321
761Budget Plan 2003, pp. 323 and 324
762Budget Plan 2003, p. 325
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ing in 2004–05 to improve assistance for persons with disabilities, drawing on the

evaluation of the DTC and the advice of the technical advisory committee." 763 The

motivation is clearly ideological, but it is not clear to me exactly which measures does

the government refer to and what the exact implementation dates are meant to be, so

I choose to drop these.

5. Medical expense tax credit. "This budget proposes to expand the list of eligible

medical expenses to include: the cost of real-time captioning, paid to persons engaged

in the business of providing such services, on behalf of individuals with a speech or

hearing impairment; the cost of note-taking services used by individuals with men-

tal or physical impairments and paid to persons engaged in the business of providing

such services, and the cost of voice recognition software used by individuals with a

physical impairment — the need for these services or the software must be certified

by a medical practitioner; and the incremental cost associated with the purchase of

gluten-free food products for individuals with celiac disease who require a gluten-

free diet. (...) These additions will apply to the 2003 and subsequent taxation years."

764 So, I set as the implementation date the second quarter of 2003 and the motivation

is exogenous, ideological. Impact estimated of first full year: -$20 mn

6. Retirement savings measures. In the Budget Speech, the Minister of Finance

says he is "introducing measures to build on our five-year tax plan and to create new

incentives for savings and investment. This budget encourages savings by Canadians

by increasing registered retirement savings plan limits to $18,000 by 2006, and by

making corresponding increases for employer-sponsored registered pension plans."

765 This is reinforced by the Parliamentary Secretary to the Minister of Finance, Bryon

Wilfert, when he says in parliament that "to help sustain our economy, the budget fur-

ther improves the tax system through incentives to save and invest (...). The legisla-

763budget Plan 2003, p. 103
764Budget Plan 2003, pp. 326-327
765Budget Speech 2003, p. 11
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tion promotes savings by Canadians by increasing registered retirement saving plans,

RRSPs, and registered pension plans, RPPs, limits to $18,000 over four years and in-

dexing these new limits." 766 The focus on incentives to saving as a motivation for

the measure places it well within the label exogenous, long run. The plan has many

components: the limits on tax-assisted retirement savings in RPPs, RRSPs and DPSPs

increased every year; "to provide increased flexibility on retirement, the budget pro-

poses to allow money purchase RPPs to pay pension benefits in the form of the same

income stream currently permitted under a RRIF" in order to "allow money purchase

plan members to choose to benefit from the flexibility a RRIF offers without having

to assume greater responsibility for investment decisions or to pay the higher invest-

ment fees typically charged on individual plans;" and enhanced the pension benefits

for firefighters. 767 The several elements were implemented in stages, so -25 corre-

sponds to the first quarter of 2003; assuming the same impact over the other quarters,

the impact of the package in 2003 is -100; the impact in the first quarter of 2004 is,

thus, (-105-(-75)) / 3 = -30; and the impact in the first quarter of 2005 is (-165 - (-90))

/ 3 = -75. Thus, the impact of each stage of the package is -100 in 2003; -20 in 2004;

and -180 in 2005.

7. Capital gains rollover for small business investors. "The small business capi-

tal gains rollover measure was introduced in 2000 to provide small businesses, espe-

cially start-up companies, greater access to risk capital." 768 The budget adds a few

changes to this capital gains rollover, "to encourage greater access to risk capital." 769

The three main actions the budget proposed were "eliminating the $2-million limit on

the amount of the original investment on which the deferral is allowed, by eliminating

the $2-million limit on the amount that can be reinvested in shares of eligible small

business corporations; and allowing a reinvestment to be made at any time in the year

of disposition or within 120 days after the end of that year. These changes will apply

766Hansard Debates, March 27, 2003, (1025)
767Budget Plan 2003, pp. 327-329
768Budget Plan 2003, p. 329
769Budget Plan 2003, p. 330
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to dispositions that occur after February 18, 2003." 770 So the implementation date is

the budget date. Because of the focus on incentivizing start-ups, I label it as exoge-

nous, long run. Impact estimated in first full fiscal year: -$10 mn

8. Qualified limited partnerships. Impact estimated in first full fiscal year: negli-

gible.

9. Automobile benefit and expense provisions. "There are a number of income tax

provisions that restrict the deductibility of automobile expenses, generally in order to

recognize the existence of an element of personal consumption benefit." 771 The gov-

ernment, however, realized that there were situations "where the current limits on the

deduction of automobile expenses may be too restrictive or the taxable benefit may

be excessive." 772 Thus, the restrictions to deductions in automobile-related expenses

were relaxed: some vehicles were excluded from the definition of automobile for the

purposes of the restrictions to deductions and the standby charge reflecting the bene-

fit of having an employer-provided vehicle available for personal use was also relaxed.

Since the main argument is that the limits were excessive, I label this as endogenous,

demand management. Impact estimated in first full fiscal year: -$20 mn

10. Small business deduction. "The small business deduction reduces the ba-

sic federal corporate income tax rate to 12 per cent for the first $200,000 of active

business income of a Canadian-controlled private corporation (CCPC). This provision

helps small CCPCs retain more of their earnings for reinvestment and expansion (...)

In order to provide additional support to small business, the budget proposes that

the annual amount of active business income eligible for the reduced 12-per-cent tax

rate—generally referred to as the “small business limit”—be increased by $100,000,

770Budget Plan 2003, p. 330
771Budget Plan 2003, p. 331
772Budget Plan 2003, p. 332
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to $300,000, as follows: for 2003, to $225,000; for 2004, to $250,000; for 2005, to

$275,000, and after 2005, to $300,000." 773 Thus, this measure was implemented in

several stages, the last of which started in 2006. The table in Annex 9 gives only im-

pacts for 2003-2004 (-$60 mn) and 2004-2005 (-$110 mn). Given the threshold was

being changed linearly upwards, I assume the cumulative impact of these changes

would be -$160 mn in 2004-2005, and -$210 mn in 2006-2007. Taking January of

each year as the implementation date, this means that the quarter impact of all of the

changes in 2006 is -$210 mn / 4 = -52.5; this points to a quarter impact in 2005 of

(-160 - (-52.5)) / 3 = - 35.83; points to a quarter impact in 2004 of (-110 - (-35.83)) /

3 = - 24.73; and to a quarter impact in 2003, starting in the second quarter, of (-60-

(-24.73)) / 3 = - 11.76. Thus, on an annual basis terms, each upgrade of the measure

corresponds to: -$47.03 mn in April 2003; -$98.92 mn in January 2004; $143.2 mn in

January 2005; and -$210 mn in January 2006. Separating the impact of each particular

step means: -47.03 in April 2003; -98.92 - (-47.04) = -51.88 in January 2004; -143.2 - (-

98.92) = -44.28 in January 2005; and -210 - (-143.2) = -66.8 in January 2006. The goal

of these measures is visible from the Budget Speech, when the Minister of Finance

said that the government took this measure in order to support "entrepreneurs and

small businesses in Canada." 774 Also, Secretary of State for International Financial

Institutions Maurizio Bevilacqua, in Parliament said "we have raised the small busi-

ness deduction from $200,000 to $300,000 so that small business can prosper," 775,

and Liberal Mp Roy Cullen lauded the measure after stating that "small businesses

are the engine for job growth in Canada." 776 Thus, I label these four steps associated

with this measure as exogenous, long run.

11. Federal capital tax.

"Unlike income taxes, which are paid when a corporation has taxable income, capi-

tal taxes must be paid even where a corporation has not been profitable. Capital taxes

773Budget Plan 2003, p. 334
774Budget Speech 2003, p. 11
775Hansard Debates, February 24,2003, (1440)
776Hansard Debates, February 25, 2003, (1125)
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have been identified as a significant impediment to investment in Canada (...) In order

to promote investment, the budget proposes to eliminate this federal capital tax over

five years, starting January 1, 2004. This proposal will be implemented by increasing

the threshold for application of the tax from $10 million to $50 million of capital, for

taxation years ending after 2003, and by reducing the rate of tax over the period 2004

to 2008." 777 In the Budget Speech, John Manley emphasizes this by saying that "this

is a tax that hits growing businesses when they need capital to expand and promis-

ing to add "to Canada’s competitive advantage by legislating the elimination of the

general federal capital tax over the next five years." 778 The benefits of the measure

to businesses, especially small businesses were widely referred to in Parliament, e.g.

by Bryon Wilfert, Parliamentary Secretary to the Minister of Finance, who said of the

measure: "In the budget we have dealt with the issue of the capital tax, again respond-

ing to small business." 779 Allan Rock, Minister of Industry, referred to the elimination

of the capital taxes a response to "a perennial complaint from the auto sector and other

investors." 780 Thus, I label it as exogenous, long run. The exact way the tax was going

to be phased out over the course of five years is displayed in Table A9.5, p. 336, of

the Budget Plan. The measure had two elements to it: a gradual decrease of the tax

rate, accelerated starting in 2005, and an increase in the threshold for application in

January 2004 to 50 million dollars, without any other change in the five year period.

Thus, I assign an effect of -$60 mn to the first part of the measure (which included

also a small decrease in the tax rate), or -$240 on an annual basis. Furthermore, tak-

ing January 2005 as the moment where the second element of the measure (heavy tax

rate cuts) is introduced, I compute the effect of this part of the measure as -$395 mn -

(-$240 mn) = -$155 mn in the first quarter of 2005, or -$620 mn on an annual basis.

12. Proposal to improve resource taxation. From the statement of Liberal MP Larry

Bagnell, it seems the measure is an endogenous attempt to stimulate one sector, the re-

777Budget Plan 2003, p. 335
778Budget Speech 2003, p. 12
779Hansard Debates, February 26, 2003, (1605)
780Hansard Debates, February 27, 2003, (1425)
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source sector, at a time when it needs this help. Just before he said "we need economic

stimulation in Yukon. With the third highest unemployment rate at the present time,

we look forward to any future provisions to help the economy," 781 and advocating for

more investment in the region, he said that "one of the tax cuts that will have a great

effect in the north is the cut in the resource tax rate from 28% to 21% over five years.

The north has a very resource based economy and this should be helpful. Throughout

history the biggest economic sector in Yukon has been mining. The above reduction,

the deduction in the mine royalties tax and a new tax credit for eligible mineral explo-

ration will all help the sector that has been most important to Yukon over the years."

782 This, added to fact that in the Budget Plan, the government mentions that "the

Government’s Five-Year Tax Reduction Plan has provided timely and significant eco-

nomic stimulus, playing a key role in sustaining Canadian economic performance in

the global downturn and the uneven global recovery" 783 and that this measure in-

tends to build on that, makes me label the measure as endogenous, supply stimulus.

In the end, many elements of the taxation of the resource sector were changed, 784

and they were changed gradually, each year, over a period of 5 years. Unable to tell

apart these elements from each other, I have to make a certain number of assumptions,

using the numbers in that working document: "Budget 2003 estimated the projected

impact of the resource tax proposal on federal income tax revenues over the current

and next two fiscal years to be $10 million (2002–03), $55 million (2003–04) and $100

million (2004–05). Over the longer term, the impact of the proposal will depend on a

number of factors, including commodity prices. When fully phased in, it is estimated

that the annual revenue cost to the federal government will be about $260 million

(2007–08).785 So, first I assume an increase of 45 every year until the last year of the

package so that the cumulative impact is: -10, -55, -100, -145, -190 and -260 (this last

781Hansard Debates, February 25, 2003, (1020)
782Hansard Debates, February 25, 2003, (1020)
783Budget Plan 2003, p. 136
784See table in page 20, "Improving the Income Taxation of the Resource Sector in Canada," working

document of the Canadian Government, March 2003
785"Improving the Income Taxation of the Resource Sector in Canada," working document of the Cana-

dian Government, March 2003, p. 24
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figure coming directly from the government estimates). I compute the quarterly im-

pact in each quarter of 2007-2008 as -260 / 4 = -65, which means the quarterly impact

of the package in each quarter of 2006 is (-190 -(-65)) / 3 = -41.6. Thus, the quarterly

effect in each quarter of 2005 is (-145 -(-41.6)) / 3 = -34.47. Doing the same all the

way back to 2003 gives: an impact of -10 in the first quarter of 2003 (given by the

government); an impact of -11.05 in the other quarters of 2003; an impact of -21.84

in each quarter of 2004; an impact of -34.47 in each quarter of 2005; an impact of

-41.6 in each quarter of 2006; an impact of -65 in each quarter of 2007. On an annual

basis, the impacts are: -43.15; -87.36; -137.88; -166.4; -260. The impact of each stage

is then given by: -43.15; -44.21; -50.52; -28.52; -93.6. The relatively small number at

the beginning of 2006 comes from the fact that I assumed there would be a large jump

in the end to arrive at the long term estimate of -260 given by the government, so an

alternative, and perhaps more sensible distribution of the last two stages could be -

61.06; -61.06. This could be justified also because the announced changes proposed in

the above-mentioned table from the working document on resource taxation actually

show similar changes in those last two years.

We must acknowledge that these computations involved a lot of assumptions, par-

ticularly about the impacts of the measures after 2005, which might advise us to alter-

natively drop it altogether.

13. Mineral exploration tax credit. "The operation of both the federal and provin-

cial mineral exploration tax credits has been reviewed by an inter-governmental work-

ing group on the mineral industry, which recommended that the credit be extended

by at least one year and that the credit apply to eligible expenses which are deemed to

have been incurred in the final year of the credit program (...) The budget proposes to

extend the scheduled expiry date for the mineral exploration tax credit from Decem-

ber 31, 2003 to December 31, 2004." 786 The estimated impact for 2004-2005 is -$25

mn. So, I will enter this as -25 in 2004 Q1 and cancel it in the new expiration date,

786Budget Plan 2003, pp. 338-339
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2005 Q1. The measure is introduced after the government writes this: "In October

2000, the Government introduced a tax credit for mineral exploration as a temporary

measure to moderate the impact of the global downturn in exploration activity on

mining communities across Canada." 787 So, because of that and because it is a specific

aid to a particular sector, I label it endogenous, supply stimulus.

14. Capital cost allowance class 43.1. "Under the capital cost allowance (CCA)

regime in the income tax system, Class 43.1 provides tax incentives in defined cir-

cumstances to encourage a more efficient use of fossil fuels and the use of renewable

and alternative energy sources (...) The 2001 budget announced consultations with in-

dustry to determine whether additional improvements were required for Class 43.1.

As a result of the consultations and submissions received, this budget proposes to

further broaden eligibility for Class 43.1. These changes will apply to property ac-

quired after February 18, 2003." 788 The main goal behind this measure was "to make

fuel cells more cost-competitive with both conventional power sources and other new

technologies." 789 I label this exogenous, ideological. Impact estimated in first full

fiscal year: -$5 mn.

15. Tax shelter definition. Impact estimated in first full fiscal year: negligible.

16. Film or video production services tax credit. The Film or Video Production

Services Tax Credit is a refundable tax credit equal to 11 per cent of qualified Cana-

dian labour expenditures for corporations that operate in Canada and that own an

“accredited production” or have contracted directly with a non-resident owner of the

production. "The budget proposes to increase the existing 11-per-cent credit rate to

16 per cent of qualified Canadian labour expenditures, applicable to expenditures in-

787Budget Plan 2003, p. 337
788Budget Plan 2003, p. 338
789Budget Plan 2003, p. 338
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curred after February 18, 2003." 790 The government intended to keep enhancing the

help to this sector in order to keep supporting "the development of Canadian talent

and infrastructure that have made Canada a world-class location for film and video

productions." 791 I label this measure as endogenous, supply stimulus. I do it not

only because it is a measure designed to boost one specific sector, but also due to the

dialogue in Parliament between Liberal MP Hedy Fry and the Secretary of State for

International Financial Institutions Maurizio Bevilacqua, in February 10. Hedy Fry

asked: "Mr. Speaker, the $5 billion Canadian film industry is facing a crisis. In B.C.

last fall, where the industry accounts for almost $2 billion in revenue and over 25,000

jobs, union jobs dropped by 50%. The loss of tax deferral provisions has sent the film

industry to Australia and Ireland where there are generous tax credits. What is the

Minister of Finance doing to ensure that Canada’s job intensive film industry remains

globally competitive?" The Secretary of State replied that measures were being pre-

pared in response to the current troubles: "Mr. Speaker, the government understands

the importance of the film and television industry for the Canadian economy, partic-

ularly in the provinces of British Columbia, Ontario and Quebec. We are aware of the

recent developments. That is the reason why the Minister of Finance has met with

representatives of the film and television industry. The government continues to con-

sult with industry representatives to ensure that support levels for the film industry

address the changing market conditions." 792 Impact estimated in first full fiscal year:

-$25 mn

17. Eligibility criteria for the disability tax credit. Impact estimated in first full

fiscal year: negligible.

Excise tax Measures. Impact negligible.

790Budget Plan 2003, p. 340
791Budget Plan 2003, p. 147
792Hansard Debates, February 10, 2003, (1440)
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GST/HST Measures

1. Public sector body rebates. Impact estimated in first full fiscal year: negligible.

2. Health care rebate. Under the system at the time, "hospitals may recover 83 per

cent of the GST (and the federal portion of the HST) that they pay on their purchases,

while charities and certain non-profit organizations may recover 50 per cent." How-

ever, given that the restructuring of health care delivery has resulted in many of the

services that used to be provided in hospitals coming to be performed in other insti-

tutions, entitled to the smaller rebate of GST/HST, the Department of Finance stated

in the Budget Plan that it was "undertaking discussions with the provinces and ter-

ritories to assess and improve the current application of the health care rebate with

respect to health care functions that are moved outside of hospitals. Consultations

will also be held with representatives of the health care sector. The target date for the

coming into force of changes to the application of the rebate is October 1, 2003." 793

In a footnote to Table A9.1, the government mentions that the measure is yet to be

improved after further consultations. I label the measure exogenous, ideological, just

due to the nature of the measure and the way the broader health package is presented

in Chapter 3 of the Budget Plan. Impact estimated in first full fiscal year: -$55 mn

Other Measures (Harmonization of administrative provisions). Impact estimated

in first full fiscal year: negligible.

Overall stance of the budget

It is not easy to ascribe one label to the whole set of tax measures, since there are

both endogenous and exogenous measures in the budget. However, since the most

significant measures are long run measures (namely the changes regarding the fed-

eral capital tax), I will give it the label exogenous, long run. Furthermore, in the

793Budget Plan 2003, p. 75
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Budget Speech, the Minister of Finance emphasizes "the society that Canadians value,

the economy that Canadians need and the accountability that Canadians deserve" 794

much more than any reaction to current economic conditions.

2004 March 23rd

(million Can. dollars, numbers taken from Budget Plan 2004, Annex 9)

The following list of the measures ignore the fact that Budget 2004 was not ap-

proved immediately, but instead carried over to 2005.

Narrative without cancellations, excluding all tax credits given to individuals 795

2004 Q2:

EXOG IL: -15+(-12)+(-30)

EXOG LR: -61.67 (first stage of changes in CCA)

2005 Q1:

EXOG LR: -20

EXOG LR: -193.33 (second stage of changes in CCA)

EXOG DC: +55

The following variant of the measures take as the approval date the time of First

reading of Bill C-33 (December 8, 2004), ie 2005 Q1.

Narrative without cancellations, excluding all tax credits given to individuals 796

794Budget Speech 2003, p. 4
795This is the same as "Narrative with cancellations, excluding all tax credits given to individuals" and

"Narrative without transitory measures, excluding all tax credits given to individuals."
796This is the same as "Narrative with cancellations, excluding all tax credits given to individuals" and
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2005 Q1:

EXOG IL: -15+(-12)+(-30)

EXOG LR: -20

EXOG DC: +55

Date uncertain:

EXOG LR: -61.67 (first stage of changes in CCA)

EXOG LR: -193.33 (second stage of changes in CCA)

Taking the implementation date to be the date when Bill C-33 passed the House

(February 25, 2005) points to 2005 Q2. The date at which the Bill got Royal Assent

(May 13th 2005) points to the same date, 2005 Q2.

Narrative without cancellations, excluding all tax credits given to individuals 797

2005 Q2:

EXOG IL: -15+(-12)+(-30)

EXOG LR: -20

EXOG DC: +55

Date uncertain:

EXOG LR: -61.67 (first stage of changes in CCA)

EXOG LR: -193.33 (second stage of changes in CCA)

"Narrative without transitory measures, excluding all tax credits given to individuals."
797This is the same as "Narrative with cancellations, excluding all tax credits given to individuals" and

"Narrative without transitory measures, excluding all tax credits given to individuals."
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Political Context

On November 14, 2003, an internal succession election in the Liberal Party would

lead to a landslide victory of former Minister of Finance Paul Martin, who would then

become Prime Minister (officially appointed by the Governor General on December

12, 2003). The 2004 budget was presented in March 23rd, 2004 (and did not pass

Parliament) under Paul Martin. Marred by the sponsorship scandal, through which

public money was spent on ads in Quebec in a way perceived as deeply wasteful,

the Prime Minister decided to ask for elections on the 23rd of May, and they were

scheduled for June, 2004. The election would prove harder due to the fact that two

conservative rivals (Canadian Alliance and Progressive Conservative Party) had come

together to form a coalition under the leadership of Stephen Harper. 798 The Liberal

Party would go on to win the June 28, 2004, elections and form aminority government.

The bulk of the measures contained in Budget 2004 were brought back into discussion

under the name Bill C-33, which had its First Reading in the House in December 8,

2004. It was eventually passed by the House on February 25, 2005, and got Royal

Assent on May 13, 2005. 799 The 2005 Budget was presented shortly after the 2004

Budget was passed in the House, namely on March 24, 2005; it was adopted on June

16, 2005 and got Royal Assent on June 29, 2005. The exact Bill number was Bill C-43.

Economic Context

The growth rate for 2003 turned out to be smaller than previously expected. The

government attributed this to a series of adverse shocks, "ranging from the outbreak of

SARS and a major power blackout in Ontario to forest fires in British Columbia, a hur-

ricane in Atlantic Canada and a case of BSE in the Prairies," as well as to a "sustained

798See "SeekingMomentum, Canadian Leader Calls for June Election", New York Times, May 24, 2004.
799The measures pertaining to Canada Education Grant and Canada Learning Bonds were instead

placed in Bill C-5, with a first reading on October 8, 2004 and passed by the House on December 7,

2004, having got Royal Assent on December 15, 2004.
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weakness in the American currency, which fell against all other major currencies." 800

The result was that "exports fell during most of 2003 and, despite a sharp rebound

in the fourth quarter, they remained below their average level of the previous year."

801 Nevertheless, on a positive note, the government acknowledges that "while a series

of shocks slowed real GDP growth in Canada over the course of 2003, growth in fi-

nal domestic demand, particularly consumer spending, remained robust over much of

last year thanks to low interest rates and solid consumer and business confidence." 802

"Overall, with Canada’s strong monetary and fiscal fundamentals, the Canadian econ-

omy is well positioned to deal with these risks." 803 Thus, the overall assessment of the

economic outlook was of a slight slowdown, from which recovery already seemed to

be under way by the end of 2003.

Tax Measures

1. Tax fairness for persons with disabilities. A series of measures were taken in or-

der "to improve tax fairness for persons with disabilities and those who care for them."

804 More specifically, there was a proposal "to replace the attendant care deduction

with a broader disability supports deduction, which will recognize attendant care as

well as other disability supports expenses incurred for education or employment pur-

poses." 805 Thus, the measure clearly has a exogenous, ideological motivation. The

measure was scheduled to "apply to the 2004 and subsequent taxation years." 806 Im-

pact estimated in first full fiscal year: -$15 mn

2. Caregiver expenses. Under the Medical Expense Tax Credit, taxpayers could

claim medical expenses on behalf of a spouse, partner or dependent. "Budget 2004

800Budget Plan 2004, p. 19
801Budget Plan 2004, p. 24
802Budget Plan 2004, p. 26
803Budget Plan 2004, p. 42
804Budget Plan 2004, p. 324
805Budget Plan 2004, p. 324
806Budget Plan 2004, p. 327
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proposes to allow caregivers to claim more of the medical and disability-related ex-

penses that they incur on behalf of dependent relatives. Specifically, medical expense

claims made on behalf of minor children will be pooled with the medical expenses of

the taxpayer and his or her spouse or common-law partner, subject to the taxpayer’s

minimum expense threshold (the lesser of 3 per cent of the taxpayer’s net income and

$1,813), without regard to the income of the minor child." 807 This is also exogenous,

ideological. It applies "to the 2004 and subsequent years." 808 Impact estimated in

first full fiscal year: -$20 mn

3. Education tax credit. The education tax credit was extended to students who

pursue a post-secondary education that is related to their current occupation "in order

to facilitate the pursuit of job-related lifelong learning (...) provided that no part of

the costs of education is reimbursed by the employer. This measure will apply to the

2004 and subsequent taxation years." 809 Given the focus on the improvement of skills,

I label this as exogenous, long run. Impact estimated in first full fiscal year: -$5 mn

4. Small business deduction limit. Small businesses were entitled to a reduced 12-

percent tax rate, up to a limit of active business income. The government proposed to

increase this limit. "In order to provide additional support to small business, Budget

2004 proposes that the increase in the small business limit to $300,000 be accelerated

by one year. The small business limit will therefore be $300,000 in 2005 and subse-

quent years." 810 This measure was mentioned in the budget as having been designed

to help firms "retain more of their earnings for reinvestment and expansion." 811 At the

time of the reintroduction of the measure through Bill C-33, Parliamentary Secretary

to the Minister of Finance John McKay stated: "The government recognizes that en-

trepreneurs and small businesses are a key source of economic growth and job creation

807Budget Plan 2004, p. 327
808Budget Plan 2004, p. 328
809Budget Plan 2004, p. 329
810Budget Plan 2004, p. 329
811Budget Plan 2004, p. 329
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in Canada. The initiatives contained in the bill reflect the government’s commitment

to helping entrepreneurs and small businesses succeed through supportive tax, regu-

latory and contracting policies," 812 and he added that "a lower federal corporate tax

income rate of 12% applies on qualifying small business income. This bill proposes

a measure to help small businesses retain more of their income for reinvestment and

growth." 813 Thus, in the absence of any significant contemporaneous major hardship

for the small business sector, I label it exogenous, long run. Impact estimated in first

full fiscal year: -$20 mn

5. Capital cost allowance rates for computers and data network infrastructure

equipment. The government announced an update in the capital cost allowance rates

to better align them with the actual lifetime of technological assets. In the Budget

Plan, the reasons for this were made clear: "Improving the CCA rate structure can

enhance productivity through an increase in total investment and a more efficient

allocation of investment across asset classes (...) The CCA rate for an asset should,

as a general principle, reflect the useful life of that asset and thus provide adequate

recognition of capital costs. In this way, CCA rates do not distort investment choices

— they will instead lead to a more efficient allocation of resources in the economy."

814 Furthermore, the Parliamentary Secretary for the Minister of Finance, John McKay

also stated: "The budget addressed a tax competitiveness issue implementing an accel-

erated depreciation of certain categories of high tech equipment to more realistically

reflect their useful life." 815 Thus, the motivation for this measure is clearly exogenous,

long run. The implementation date given in the Budget is the budget date; however,

a transitional measure is also put in place: "It is proposed that the separate class elec-

tion provisions not be available to computer equipment eligible for the higher rate.

To accommodate taxpayers who may have already planned purchases based on the

availability of the separate class election, it is further proposed that, for computer

812Hansard Debates, December 14, 2004,(1510)
813Hansard Debates, December 14, 2004, (1515)
814Budget Plan 2004, pp. 332 and 333
815Hansard Debates, May 4, 2004, (1030)
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equipment acquired before 2005, taxpayers may elect to have the property included

in Class 10 and therefore eligible for the separate class election." 816 Thus, I compute

the impact of the package of rate changes in two stages. The quarterly impact after

2005 Q1 is -255/4 = -63.75. The quarterly impact prior to 2005 is (-110-(-63.75))/3

= -15.416. Thus, the first stage impact is -15.416 times 4, or -61.67, dated from 2004

Q2. The second stage is -255-(-61.67) = -193.33, dated from 2005 Q1.

6. Mineral exploration tax credit. New measures that supported the mining sector

had been put into place and would be effective after the mineral exploration tax credit

had expired: "Mineral exploration activity will continue to benefit from the availabil-

ity of flow-through share financing and the new corporate mineral exploration tax

credit." 817 The conditions of the mining sector were not bad, nevertheless the govern-

ment thought it could be good to postpone the expiration of the mineral exploration

credit: "Although market conditions for mineral exploration have improved since the

credit was introduced, Budget 2004 proposes to establish in legislation an expiry date

for the credit of December 31, 2005 in order to provide companies with ample time to

plan their transition from the credit. Under the look-back rule, this will allow eligible

expenses to be incurred up until the end of 2006." 818 The fact that the government

stated that market conditions were good indicates that the measure cannot be directly

interpreted as a supply stimulus measure. However, it was a measure taken to ease

the impact of the transition towards a situation where new supporting measures were

being put in place instead of the mineral exploration credit; in that sense it can be

described as endogenous, supply stimulus: I enter it as -10 in 2005 Q1 and +10 one

year later (new expiration date).

7. Income trusts. A series of restrictive measures were imposed on investments,

since it was perceived that income trusts, which have provided an "additional vehicle

816Budget Plan 2004, p.334
817Budget Plan 2004, p. 336
818Budget Plan 2004, p.336
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for businesses to access capital markets" 819 could be used in such a way that govern-

ment revenues would suffer. For example, "unlimited participation of pension funds

in the business income trust market could have a significant impact on the market

and government revenues because of their tax-exempt status and their influence in

Canadian capital markets." 820 Also, "non-residents who invest in Canada through

Canadian mutual funds are generally not taxed in Canada on any of the Canadian-

source gains they realize on those investments." 821 The package of measures included

restrictions on investment property of pension funds, penalty taxes for holdings of

business income trusts in excess of 5 percent by pension funds, and an income tax ap-

plied to distributions by Canadian mutual funds to non-resident investors. The goal

of this measure was to get more revenue, which is why I label it exogenous, deficit

consolidation; most of the measures were scheduled to "apply for months that end

after 2004," 822 but the measures pertaining to the taxation of income coming from

mutual funds applied "in respect to distributions of gains realized on disposition after

March 22, 2004." 823 I take 2005 Q1 to be the implementation date. Impact estimated

in first full fiscal year: +$55 mn

8. Registered charities - regulatory reforms. A package of measures was enacted

with the purpose of making charity donations more effective. These involved, for

example, "the taxation of gross revenue generated by a registered charity from pro-

hibited activities that generate income. The tax will apply: to private foundations

that carry on a business activity." 824 The measures were taken to "enhance Canadians’

confidence that their generous donations to registered charities are well-managed."

825 Thus, I label it exogenous, ideological. The impact estimated in the first full fis-

cal year was -$12 mn, but the implementation date is unclear. For most measures,

819Budget Plan 2004, p. 338
820Budget Plan 2004, p. 339
821Budget Plan 2004, p. 341
822Budget Plan 2004, p. 340
823Budget Plan 2004, p. 341
824Budget Plan 2004, p. 351
825Budget Plan 2004, p. 350
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it corresponds to the budget date, whereas "the measures relating to revocation and

annulment will apply to notices issued by the Minister of National Revenue after the

later of December 31, 2004 and 30 days after Royal Assent to any measure giving ef-

fect to this proposal." 826 I take it that the measures more relevant to taxation were to

be implemented on budget date, so I take that date to be the relevant date.

9. Tax relief for Canadian Forces personnel and police deployed to international

high-risk operational missions. The Budget proposed "to exclude from income subject

to tax employment income that they earn while serving on high-risk military or po-

lice missions outside Canada (...) This measure will apply to the 2004 and subsequent

taxation years." 827 The measure was announced by the Minister of Finance as a way

to express gratitude towards the Canadian military. In his speech, he stated: "Quite

often the face of Canada around the world is that of the brave men and women of our

armed forces. They shoulder the burdens and accept the dangers of service, and our

nation’s heroes deserve our nation’s gratitude. I am pleased to announce today a mea-

sure aimed specifically at helping soldiers and their families. For those periods when

Canadian soldiers are risking their lives overseas, they will no longer pay income tax

here at home." 828 Therefore, I label it exogenous, ideological. Impact estimated in

first full fiscal year: -$30 mn

10. GST/HST rebate for municipalities. The government proposed "that the rebate

in respect of the goods and services tax (GST) and the federal portion of the harmo-

nized sales tax (HST) for municipalities be increased to 100 per cent from 57.14 per

cent." 829 Since this measure pertains to a transfer from the federal government to the

municipalities, I decided to drop it. The estimated impact in the first full fiscal year

was -$580 mn.

826Budget Plan 2004, p. 356
827Budget Plan 2004, p. 364
828Budget Speech 2004, p. 16
829Budget Plan 2004, p. 365
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11. Canada Learning Bond. The goal of this measure was to enhance the education

level of Canadians. In his speech, the Minister of Finance stated that "beginning this

year, we will introduce a learning bond in the amount of $500, which will be available

to every child born after 2003 to families earning less than $35,000. Each year there-

after, for 15 years, the Government of Canada will contribute an additional $100." 830

The estimated impact in the first full fiscal year was -$85 mn. The measure, however,

seems to be an expenditure measure, so I drop it.

12. Canada Education Savings Grant. The purpose of this measure is once again

to enhance the educational level of Canadians. The Minister stated that "for families

earning less than $35,000, we will double the Canada Education Savings Grant on RE-

SPs—from 20 per cent to 40 per cent on the first $500 of contributions each year. This

means that for every five dollars that a low-income family contributes to an RESP, the

Government of Canada will add two dollars." 831 The estimated impact in the first full

fiscal year was -$80 mn. Again, this measure pertains to an expenditure, so I drop it.

Overall stance of the budget

Overall, the measures contained in the budget were quantitatively small, which

matches the basic message from the Budget Speech: "Some have suggested that we

will throw fiscal caution to the wind. We will not. Some have said that we will engage

in a pre-election spending spree. We will not. Some have said that we will play fast

and loose with the economic progress Canadians have worked so hard to achieve. We

will not. What we will do is make important investments in such key areas as health

care, communities and learning, for these are the social foundations uponwhich Cana-

830Budget Speech 2004, p. 10
831Budget Speech 2004, p. 10
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dians will build better lives. What we will do is give more Canadians the opportunity

to succeed, to enlarge their ambitions and to pursue their dreams." 832 Taken these

words into account, and also the fact that the largest measures are long run measures,

I consider the budget exogenous, long run.

2005 February 23rd

(million Can. dollars, numbers taken from Budget Plan 2005, Annex 8, Table A8.1,

p. 366)

The following takes the date of the budget as an indication of the implementation

date.

Narrative without cancellations, excluding all tax credits given to individuals 833

(connected with Economic and Fiscal Update 2005 and Budget Plan 2006)

2005 Q2:

EXOG IL: (-50)+(-10)+(-20) = -80

EXOG LR: -15

EXOG LR: -20 (first stage of reduction of excise tax on jewellery)

2006 Q1:

EXOG LR: -278.83 (2006 change in BPA)

EXOG LR: -77.04 (first change in RRP and RRSP limits)

ENDOG SS: -30

832Budget Speech 2004, p.3
833This is the same as "Narrative with cancellations, excluding all tax credits given to individuals" and

"Narrative without transitory measures, excluding all tax credits given to individuals."
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2006 Q2:

EXOG LR: -20 (second stage of reduction of excise tax on jewellery)

2007 Q1:

EXOG LR: -324.44 (2007 change in BPA)

EXOG LR: -31.85 (second change in RRP and RRSP limits)

2007 Q2:

EXOG LR: -20 (third stage of reduction of excise tax on jewellery)

2008 Q1:

EXOG LR: -1146.68 (2008 change in BPA)

EXOG LR: -24.44 (third change in RRP and RRSP limits)

2008 Q2:

EXOG LR: -20 (fourth stage of reduction of excise tax on jewellery)

2009 Q1:

EXOG LR: -1800 (2009 change in BPA)

EXOG LR: -46.67 (fourth change in RRP and RRSP limits)

2009 Q2:

EXOG LR: -20 (fifth stage of reduction of excise tax on jewellery: elimination of the

tax)

A sub-variant can be created that has as announcement date of all those measures

May 17th of 2005 (2005 Q2) when it became clear the Budget would be approved.
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Narrative without cancellations, excluding all tax credits given to individuals 834

(connected with Economic and Fiscal Update 2005 and Budget Plan 2006)

2005 Q3:

EXOG IL: (-50)+(-10)+(-20) = -80

EXOG LR: -15

EXOG LR: -20 (first stage of reduction of excise tax on jewellery)

2006 Q1:

EXOG LR: -278.83 (2006 change in BPA)

EXOG LR: -77.04 (first change in RRP and RRSP limits)

ENDOG SS: -30

2006 Q2:

EXOG LR: -20 (second stage of reduction of excise tax on jewellery)

2007 Q1:

EXOG LR: -324.44 (2007 change in BPA)

EXOG LR: -31.85 (second change in RRP and RRSP limits)

2007 Q2:

EXOG LR: -20 (third stage of reduction of excise tax on jewellery)

2008 Q1:

834This is the same as "Narrative with cancellations, excluding all tax credits given to individuals" and

"Narrative without transitory measures, excluding all tax credits given to individuals."
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EXOG LR: -1146.68 (2008 change in BPA)

EXOG LR: -24.44 (third change in RRP and RRSP limits)

2008 Q2:

EXOG LR: -20 (fourth stage of reduction of excise tax on jewellery)

2009 Q1:

EXOG LR: -1800 (2009 change in BPA)

EXOG LR: -46.67 (fourth change in RRP and RRSP limits)

2009 Q2:

EXOG LR: -20 (fifth stage of reduction of excise tax on jewellery: elimination of the

tax)

The following variant considers the First Reading date of the Bills. The First Read-

ing of Bill C-43 was March 24, 2005, i.e, 2005 Q2, which corresponds to the same

quarter as the date of the presentation of the Budget Plan. The First Reading of C-13

happened on May 11, 2006, i.e 2006 Q2.

Narrative without cancellations, excluding all tax credits given to individuals 835

(connected with Economic and Fiscal Update 2005 and Budget Plan 2006)

2005 Q2:

EXOG IL: (-50)+(-10)+(-20) = -80

EXOG LR: -15

EXOG LR: -20 (first stage of reduction of excise tax on jewellery)

835This is the same as "Narrative with cancellations, excluding all tax credits given to individuals" and

"Narrative without transitory measures, excluding all tax credits given to individuals."
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2006 Q1:

EXOG LR: -278.83 (2006 change in BPA)

EXOG LR: -77.04 (first change in RRP and RRSP limits)

2006 Q2:

EXOG LR: -20 (second stage of reduction of excise tax on jewellery)

ENDOG SS: -30

2007 Q1:

EXOG LR: -324.44 (2007 change in BPA)

EXOG LR: -31.85 (second change in RRP and RRSP limits)

2007 Q2:

EXOG LR: -20 (third stage of reduction of excise tax on jewellery)

2008 Q1:

EXOG LR: -1146.68 (2008 change in BPA)

EXOG LR: -24.44 (third change in RRP and RRSP limits)

2008 Q2:

EXOG LR: -20 (fourth stage of reduction of excise tax on jewellery)

2009 Q1:

EXOG LR: -1800 (2009 change in BPA)

EXOG LR: -46.67 (fourth change in RRP and RRSP limits)
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2009 Q2:

EXOG LR: -20 (fifth stage of reduction of excise tax on jewellery: elimination of the

tax)

The following variant of the narrative takes as the approval date the time bill C-

43 passed the House (June 16, 2005), i.e 2005 Q3, and the time Bill C-13 passed the

House, June 6, 2006, 2006 Q3. The Gazette measures were considered as announced

in the budget.

Narrative without cancellations, excluding all tax credits given to individuals 836

(connected with Economic and Fiscal Update 2005 and Budget Plan 2006)

2005 Q2:

EXOG IL: -10+(-20)

EXOG LR: -15

2005 Q3:

EXOG IL: (-50)

EXOG LR: -20 (first stage of reduction of excise tax on jewellery)

2006 Q1:

EXOG LR: -278.83 (2006 change in BPA)

EXOG LR: -77.04 (first change in RRP and RRSP limits)

2006 Q2:

EXOG LR: -20 (second stage of reduction of excise tax on jewellery)

836This is the same as "Narrative with cancellations, excluding all tax credits given to individuals" and

"Narrative without transitory measures, excluding all tax credits given to individuals."
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2006 Q3:

ENDOG SS: -30

2007 Q1:

EXOG LR: -324.44 (2007 change in BPA)

EXOG LR: -31.85 (second change in RRP and RRSP limits)

2007 Q2:

EXOG LR: -20 (third stage of reduction of excise tax on jewellery)

2008 Q1:

EXOG LR: -1146.68 (2008 change in BPA)

EXOG LR: -24.44 (third change in RRP and RRSP limits)

2008 Q2:

EXOG LR: -20 (fourth stage of reduction of excise tax on jewellery)

2009 Q1:

EXOG LR: -1800 (2009 change in BPA)

EXOG LR: -46.67 (fourth change in RRP and RRSP limits)

2009 Q2:

EXOG LR: -20 (fifth stage of reduction of excise tax on jewellery: elimination of the

tax)

Bill C-43 got Royal Assent on June 29th, 2005, which points to 2005 Q3. As for

Bill C-13, it passed the House and got Royal Assent on 2006 Q3. Therefore, nothing
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would change. The relevant date below for the Gazette measures is the publication in

the Gazette.

Narrative without cancellations, excluding all tax credits given to individuals 837

(connected with Economic and Fiscal Update 2005 and Budget Plan 2006)

2005 Q3:

EXOG IL: (-50)+(-20) = -70

EXOG LR: -20 (first stage of reduction of excise tax on jewellery)

2005 Q4:

EXOG IL: (-10) (Gazette)

2006 Q1:

EXOG LR: -278.83 (2006 change in BPA)

EXOG LR: -77.04 (first change in RRP and RRSP limits)

2006 Q2:

EXOG LR: -20 (second stage of reduction of excise tax on jewellery)

2006 Q3:

ENDOG SS: -30

EXOG IL: -20 (Gazette)

EXOG LR: -15 (Gazette)

2007 Q1:

EXOG LR: -324.44 (2007 change in BPA)

837This is the same as "Narrative with cancellations, excluding all tax credits given to individuals" and

"Narrative without transitory measures, excluding all tax credits given to individuals."
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EXOG LR: -31.85 (second change in RRP and RRSP limits)

2007 Q2:

EXOG LR: -20 (third stage of reduction of excise tax on jewellery)

2008 Q1:

EXOG LR: -1146.68 (2008 change in BPA)

EXOG LR: -24.44 (third change in RRP and RRSP limits)

2008 Q2:

EXOG LR: -20 (fourth stage of reduction of excise tax on jewellery)

2009 Q1:

EXOG LR: -1800 (2009 change in BPA)

EXOG LR: -46.67 (fourth change in RRP and RRSP limits)

2009 Q2:

EXOG LR: -20 (fifth stage of reduction of excise tax on jewellery: elimination of the

tax)

Political Context

Being a minority government, the Liberal government had to pass the budget with

the support of some opposition force(s). In the end, the New Democratic Party gave

the necessary support, provided the government dropped the measure pertaining to

corporate income tax rate cuts. Thus, comparing Bill C-43, presented to the House

in the First Reading on March 24, 2005, to the version passed by the House on June
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16, 2005, it is clear that Part I has been modified to still contemplate the elimination

of the corporate surtax, but not the reduction of the corporate income tax rates. 838

The NDP and the government further advanced an amendment (Bill C-48) on May 6,

2005, that authorizedmore spending for specific purposes, and it was this amendment

that was almost rejected, which would have brought down the government. On May

19, 2005, Bill C-43 was approved with a comfortable majority but Amendment Bill

C-48 brought the Parliament to a draw (152-152) with a key decisive vote being cast

by former Conservative MP Belinda Stronach, who announced the decision to join

the Liberals shortly before the vote (May 17th), and who got a cabinet position in the

Liberal government. 839 The final decision was then up to the Speaker, who stated:

"Therefore, at this stage in the debate on this bill, since the House cannot make a

decision, I cast my vote for second reading of Bill C-48 and its reference to the finance

committee to allow the House time for further debate so that it can make its own

decision at some future time. I declare the motion carried. Consequently, this bill is

referred to the Standing Committee on Finance." 840 The government survived, but

this would turn out to be the last budget of the Paul Martin government.

After the vote, both bills were referred to the Standing Committee on Finance.

Eventually, Bill C-43 was passed by the House after Second Reading on June 16, 2005

and got Royal Assent on June 29, 2005; Bill C-48 was passed by the House after Second

Reading onMay 19, 2005 and got Royal Assent on July 20, 2005. Some other measures

were restated in Budget 2006 and were passed integrated in Bill C-13 which received

Royal Assent on June 22nd, 2006. The measures relative to changes in capital cost

allowance were passed in Part II of the Canada Gazette.

838To see this, compare first page of both versions, or pp. 6 and 7 of both bills.
839See "Conservative Stronach joins Liberals", CBC News, May 17, 2005
840Hansard Debates, May 19, 2005, (1810)
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Economic Context

The outlook was generally positive. The government stated in the Budget that

"the Canadian economy grew at a solid pace in the first three quarters of 2004, thanks

to consistent growth in final domestic demand. Real gross domestic product (GDP)

advanced 2.7 per cent in the first quarter before strengthening to 3.9 per cent in the

second and 3.2 per cent in the third." 841 Furthermore, the government mentions that

the "strong export growth also supported GDP from late 2003 to mid-2004, partly as

a result of robust global demand." 842 Other positive developments included the em-

ployment rate reaching "a record high of 62.8 per cent in May 2004" and remaining

"close to that level for the rest of the year and into 2005," 843 "low interest rates and

higher incomes [that] have contributed to sustained improvements in housing afford-

ability," 844 and the fact that "business investment spending grew strongly in the first

three quarters of 2004, particularly in machinery and equipment." 845

Risks included the sustained appreciation of the Canadian dollar with respect to

the US dollar, which did not stop throughout 2004. "The Canadian dollar made rapid

gains against the U.S. dollar in 2003, appreciating 22 per cent during the year. After

falling back somewhat in early 2004, the Canadian dollar resumed its ascent against

the U.S. dollar, gaining 13 per cent between the end of May and the end of December."

846 The government attributed this tendency to "stronger global growth and increased

demand for commodities" and to "global portfolio adjustments in response to per-

sistent U.S. current account imbalance." 847 This trend in the exchange rate hurt the

manufacturing sector: "The appreciation of the Canadian dollar presents a challenge

to Canadian firms that are highly exposed to international trade." 848 Meanwhile, Bank

841Budget Plan 2005, p. 30
842Budget Plan 2005, p. 38
843Budget Plan 2005, p. 39
844Budget Plan 2005, p. 42
845Budget Plan 2005, p. 44
846Budget Plan 2005, p. 47
847Budget Plan 2005, p. 47
848Budget Plan 2004, p. 51
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of Canada decided to reduce the policy rate to 2 percent in the beginning of 2004,

to respond to exchange rate concerns. However, this was reversed later since better

prospects for the economy later in 2004 made Bank of Canada increase its key policy

rate "in two stages, to 2.5 per cent by mid-October. Citing more moderate prospects

for global growth and a further appreciation of the Canadian dollar, the Bank held its

policy rate steady at 2.5 per cent in December." 849

Tax Measures

Income Tax Measures

1. Basic personal amount. "The budget proposes that, by 2009, the amount of in-

come that any Canadian will be able to receive tax free will grow to at least $10,000, as

a result of progressive increases in the basic personal amount. Specifically, the basic

personal amount will be increased: for 2006, by $100; for 2007, by $100; for 2008,

by $400; for 2009, by the greater of $600 and the amount required to bring the basic

personal amount to $10,000." 850 The measure implies changes announced well in ad-

vance of their implementation date. Later on, several modifications were announced

to the updates in the Basic Personal Amount. See the discussions under the Economic

and Fiscal Update for 2005 and under the Budget Plan for 2006 to understand exactly

how the impacts were computed.

2. RPP and RRSP limits. These limits were scheduled to be increased, with in-

creases "intended to increase the defined benefit limit beyond average wage growth

for years 2006–2009." 851 The motivation was made clear in the Budget Plan when the

government stated: "Setting appropriate limits on tax-deferred retirement savings in

RPPs, RRSPs and DPSPs is an important means of helping Canadians to better meet

their retirement savings needs, allowing employers in Canada to provide competitive

849Budget Plan 2005, p. 52
850Budget Plan 2005, p. 367
851Budget Plan 2005, p. 369
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compensation packages to attract and retain skilled workers, and encouraging savings

to support investment, productivity and economic growth." 852 Thus, the motivation is

exogenous, long run. The exact schedule of increases is explained in the Budget Plan:

"The money purchase RPP annual contribution limit will be increased to $19,000 for

2006, $20,000 for 2007, $21,000 for 2008 and $22,000 for 2009." 853 Starting 2010, in-

dexation to average wage growth would be adopted. The measure is, thus, designed to

be implemented in four stages, with changes in the contribution limit unrelated to in-

dexation to occur in 2006, 2007, 2008 and 2009. The estimated impacts are presented

in Table A8.1 in Budget Plan 2005. Since the first stage is the first quarter of 2006, I

take the figures for 2006-07 (-$85 mn), 2007-08 (-$115 mn), 2008-09 (-$145 mn), and

2009-10 (-$180 mn). The quarterly impact of the 2009 increase is computed as -180/4

= -45. The quarterly impact for the 2008 increase is computed as (-145-(-45)) / 3 =

-33.33. For 2007, I obtain (-115-(-33.33)) / = -27.22. For 2006, I obtain (-85-(-27.22)) /

3 = -19.26. Thus, the estimated impact at an annual basis can be obtained at each stage

by multiplying these figures by 4, and it is the following: for 2006, -77.04; for 2007,

-108.88; for 2008, -133.33; and for 2009, -180. This gives an estimated incremental

impact at each stage of: for 2006, -77.04; for 2007, -31.85; for 2008, -24.44; and for

2009, -46.67.

3. Public safety occupations. One proposition had the goal "to add paramedics to

the list of public safety occupations — effective January 1, 2005 — to provide them

with the same opportunity to retire earlier with an unreduced pension as is available

to those already included in the definition of public safety occupations." 854 Another

measure related to the maximum annual pension accrual rate. "The Income Tax Reg-

ulations provide that, under a defined benefit RPP [Retirement Pension Plan], the

maximum annual pension accrual rate applicable to any particular range of earnings

cannot exceed 2 per cent. This maximum was increased in the 2003 budget to 2.33

852Budget Plan 2005, p. 368
853Budget Plan 2005, p. 368
854Budget Plan 2005, p. 370
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per cent for fire fighters participating in RPPs that provide benefits that are integrated

with the Canada or Quebec Pension Plan (...) This budget proposes to extend this

measure to the other public safety occupations, thus ensuring that all public safety

occupations are treated the same under the pension tax rules. The measure will apply

beginning January 1, 2005." 855 I label this exogenous, ideological. However, it should

be pointed out that this measure is not on Bill C-43. The measure shows up in Part II

of the Canada Gazette. 856 Impact estimated in first full fiscal year: -$10 mn

4. Foreign property rule. Impact estimated in first full fiscal year: negligible.

5. Qualified RRSP investments. Impact estimated in first full fiscal year: negligi-

ble.

6. Response to the recommendations of the Technical Advisory Committee on Tax

Measures for Persons with Disabilities. The Technical Advisory Committee on Tax

Measures for Persons with Disabilities was created on April 2003 in order to make

policy recommendations regarding tax measures directed at people with disabilities.

A report was produced on December 2004 with 25 recommendations "focusing on

three key areas: issues relating to eligibility for the disability tax credit; measures to

recognize expenses incurred to pursue employment or education; measures for care-

givers and children with disabilities." 857 Virtually all the measures described in this

package were said to "apply for the 2005 and subsequent taxation years." 858 The Min-

ister of Finance stated on his speech: "I am pleased to announce today that we will act

on virtually all of the Committee’s recommendations — to help people with disabil-

ities become more self-reliant and to remove barriers to their fuller participation in

855Budget Plan 2005, p. 370
856More specifically, it shows up on September 21, 2005, in the Canada Gazette Part II, Vol. 139, No.

19 SOR/DORS/2005-264.
857Budget Plan 2005, p. 372
858Budget Plan 2005, pp.372-382
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Canadian life." 859 The goal of the measure is clearly exogenous, ideological. Impact

estimated in first full fiscal year: -$107 mn

7. Medical expense tax credit. "The list of expenses eligible for the credit is regu-

larly reviewed and updated in light of new technologies and other disability specific

or medically related developments. In order to improve the recognition of medically

necessary expenses, Budget 2005 proposes to update the list of expenses eligible for

the METC. These changes will be effective for the 2005 and subsequent taxation years

and, collectively, are estimated to reduce federal revenues by $5 million annually." 860

These changes involved, for example, including new items in the list of expenses eligi-

ble for this tax credit, namely the "cost to purchase, operate and maintain photother-

apy equipment" and the electricity cost incurred "to operate an oxygen concentrator,"

among others. 861 Since this measure has a social concern, I label it exogenous, ideo-

logical. Impact estimated in first full fiscal year: -$5 mn

8. Tax relief for caregivers. "Based on changes introduced in the 2004 budget,

taxpayers can claim eligible expenses paid on behalf of the dependent relative that

exceed the lesser of 3 per cent of the dependent relative’s net income and $1,844 (i.e.

the threshold for the METC [Medical Expense Tax Credit] that would apply if the

dependent relative claimed the expenses). The maximum eligible amount that can

be claimed on behalf of such a dependent relative was set at $5,000. This budget

proposes to double this eligible maximum amount to $10,000." 862 The Minister of

Finance stated about the measure: "Many families across Canada today are struggling

to care for elderly parents or for adult children with disabilities. For these families,

the hours can be long, the responsibilities large, the demands unrelenting—and the

costs significant." 863 Minister of Transport Jean Lapierre stated about the measure:

859Budget Speech 2005, p. 11
860Budget Plan 2005, pp. 86 and 87
861Budget Plan 2005, p. 387
862Budget Plan 2005, p. 389
863Budget Speech 2005, p. 11
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"We think that in a society like ours, those who look after the well-being of their par-

ents deserve some support." 864 Therefore, I label the measure exogenous, ideological.

This measure is not on Bill C-43. It shows up in Bill C-13 instead; this Bill got First

Reading on May 11, 2006, got approval from the House on June 6, 2006 and Royal

Assent on June 22, 2006. Impact estimated in first full fiscal year: -$15 mn

9. Adoption expense tax credit. The government intended to introduce "a non-

refundable tax credit to recognize specified adoption expenses, up to a maximum of

$10,000, effective for the 2005 tax year and beyond." 865 The measure was justified in

the budget as follows: "There are significant costs attached to the decision to adopt a

child, including adoption agency and legal fees." 866 Thus, I also label it exogenous,

ideological. This measure is not on Bill C-43 but is on Bill C-13. Impact estimated in

first full fiscal year: -$5 mn

10. Emergency medical services vehicles. Impact estimated in first full fiscal year:

negligible.

11. Agricultural cooperatives. "Agricultural cooperative corporations play an im-

portant role in rural communities. To aid their capitalization, the budget proposes to

allow members of such cooperatives to defer paying tax on patronage dividends paid

to them in the form of eligible shares rather than as cash distributions (...) In order

to be an eligible share, the share must be issued after 2005 and before 2016." 867 The

measure is a response to a recommendation from a December 2004 report, "Study on

Small Business Tax Measures: Canada’s Agricultural Cooperatives," that "noted that,

due to a number of factors, agricultural cooperatives may have difficulty raising capi-

tal. The report identified a number of reasons to support the capitalization of agricul-

864Hansard Debates, March 7, 2005, (1345)
865Budget in Brief 2005, p. 7
866Budget Plan 2005, p. 391
867Budget Plan 2005, pp. 395 and 396
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tural cooperatives: they play an important role in regional development and the rural

economy; they are an important part of Canada’s agricultural sector; and their pres-

ence supports and sustains family farms and small agricultural businesses throughout

rural Canada." 868 Therefore, I label this measure endogenous, supply stimulus. This

measure is not on Bill C-43; it is on Bill C-13. Impact estimated in first full fiscal year:

-$30 mn

12. Corporate surtax. This measure is repeated in Budget Plan 2006, see discussion

there.

13. Corporate tax rate. The measure pertaining to the decrease of the corporate tax

rates was deliberately dropped in order to guarantee the approval of the NDP, as we

can see from a comparison of the First Reading version of Bill C-43 to the version of

that Bill that was passed by the House. Budget 2006 would move forward with it.

14. Capital cost allowance. "The useful life of assets can change over time for sev-

eral reasons, including technological change. The assessment of CCA rates is therefore

an ongoing process. As part of this continuing review, the budget proposes adjust-

ments to CCA rates for hydrocarbon transmission pipelines and related pumping and

compression equipment, combustion turbines generating electricity, electricity trans-

mission and distribution equipment, and cables used for telecommunications infras-

tructure." 869 The reason to do this is that "alignment of CCA rates with the useful life

of assets can enhance productivity and standards of living through a more efficient al-

location of investment across classes of assets." 870 Thus, the motivation is exogenous,

long run. It would apply to all equipment acquired on or after February 23, 2005.

The measure appears on the Canada Gazette. 871 Impact estimated in first full fiscal

868Budget Plan 2005, p. 158
869Budget Plan 2005, p. 396
870Budget Plan 2005, p. 155
871More specifically, it shows up on June 14, 2006 in the Canada Gazette Part II, Vol. 140, No. 12,
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year: -$15 mn

15. Efficient and renewable energy generation equipment. The budget proposed

changes to the capital cost allowance rates in order "to encourage investment in ef-

ficient and renewable energy generation" and established "that new accelerated CCA

[Capital Cost Allowance] will only be considered for investments in green technology."

872 The Minister of Finance emphasizes the different treatment given to environment-

friendly technologies: "While “useful life” is the standard test used to determine de-

preciation rates, this budget will introduce an exception — an environmental excep-

tion — to the normal rules." 873 Thus, the motivation is exogenous, ideological. The

changes would apply to equipment acquired on or after February 23, 2005. The mea-

sure appears on the Canada Gazette. 874 Impact estimated in first full fiscal year: -$20

mn

16. S R& D investment tax credit. Impact estimated in first full fiscal year: negli-

gible.

Sales and excise tax measures

1. Excise tax on jewellery. The government proposed to phase out the excise tax

on jewellery. "The budget proposes that the excise tax on jewellery be phased-out

through a series of rate reductions over the next four years. The rate will be reduced

to 8 percent from 10 percent effective February 24, 2005 and will be reduced by an

additional 2 percentage points in each of the next four years, until the rate is zero."

875 The measure occurs in five stages, with annual base impact estimated as -20 for

SOR/DORS/2006-117.
872Budget Plan 2005, p. 19
873Budget Speech 2005, p. 16
874More specifically, it shows up on June 14, 2006 in the Canada Gazette Part II, Vol. 140, No. 12,

SOR/DORS/2006-117.
875Budget Plan 2005, p. 405
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each stage of the phasing-out, and implementation dates given by 2005 Q2, 2006 Q2,

2007 Q2, 2008 Q2 and 2009 Q2. There was relative consensus about this measure.

Conservative MP John Duncan stated: "We have a very strong and growing diamond

industry in the country. The Government of the Northwest Territories and the Gov-

ernment of Quebec have been very strong advocates of getting rid of this tax because

it is impeding the growth of their industry. It is anticipated by the Mining Association

of Canada that we will have the largest diamond industry in the world by as early

as 2012. There are huge new revenue streams for the federal government as a conse-

quence of the diamond industry, which is being held back unnecessarily by this tax."

876 The disagreement stemmed form the fact that the government wished a gradual

extinction of this tax and not its sudden elimination. The Parliament Secretary for the

Minister of Finance, JohnMcKay, defending the government’s more gradual approach,

stated: "the industry–at least when they were in my office yesterday–seem to be per-

fectly happy with the proposal of the minister. In fact, they were quite supportive of

the position taken by the government. Part of it was that they were very happy that

their case had finally been listened to, but it also allowed them a phased-in adjust-

ment period, and this was in their own interest." 877 Thus, the measure seems to be a

long-lasting claim on the part of the mining sector, and not a sudden request due to

contemporaneous industry conditions. That means that the measure cannot be seen

as endogenous, but rather exogenous, long run.

2. GST/HST health care rebate. Public sector bodies were able to claim rebates on

their inputs. In particular, hospitals were entitled to a rebate of 83 per cent of the GST

and the federal component of the HST on their purchases if they were used to provide

exempt health care supplies; however, charities and government-funded were allowed

to have a smaller, 50-per-cent rebate. The government intended to change this. "The

restructuring by provinces and territories of the delivery of health care services has

resulted in some services formerly provided by hospitals being performed by other

876Standing Committee on Finance, March 24, 2005, (1110)
877Standing Committee on Finance, March 24, 2005, (1130)
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non-profit institutions entitled to claim the lesser 50-per-cent rebate (...) The budget

proposes to extend, effective January 1, 2005, the application of the 83-per-cent rebate

to eligible charities and non-profit organizations that provide health care services sim-

ilar to those traditionally performed in hospitals." 878 The measure was motivated by

a desire to support health care providers outside of the public sector, so I label it ex-

ogenous, ideological. Impact estimated in first full fiscal year: -$50 mn

Tax administration

The following two measures are anti-avoidance measures that are not in Bill C-43.

They pertain to expenditures, so in any case they are not included.

1. International tax enforcement. "The budget proposes to invest $30 million annu-

ally in enhanced CRA audit and collection activities in this area. These resources will

be used to increase audit and compliance capacity with respect to cross-border and

international transactions, using a risk-based approach." 879 The impact estimated in

first full fiscal year was -$30 mn, but since this measure is an expenditure on better

monitoring efforts, it is left out.

2. Tobacco taxation compliance and enforcement. "Through Canada Revenue

Agency internal reallocations and this budget’s provision of $8 million of new fund-

ing over the next 5 years, compliance and enforcement enhancements will be imple-

mented at three different stages of the production and distribution process:" 880 The

impact estimated in the first full fiscal year is -$2 mn but, once again, this is a measure

related to an expenditure, so it is left out.

3. Directors’ liability for GST/HST refunds. Impact estimated in first full fiscal

year: negligible.

878Budget Plan 2005, p. 406
879Budget Plan 2005, p. 408
880Budget Plan 2005, p. 408
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4. GST/HST Web registry. Impact estimated in first full fiscal year: negligible.

Overall stance of the budget

Since the quantitatively most significant measures of the budget were long run

measures, I classify this budget as exogenous, long run overall.

2005 November 14th

(million Can. dollars, numbers taken from The Economic and Fiscal Update 2005,

Annex 4, Table A4.1, p. 217)

(connected with Budget Plan 2005 and Budget Plan 2006)

Political Context

The Liberal government led by PM Paul Martin was attacked in the wake of the

"sponsorship scandal," which consisted in a mismanagement of funds supposed to

be used for funding pro-Canada ads in Quebec. A commission, led by Justice John

Gomery conducted an investigation and issued a report in November 1st, 2005, which

found severe mismanagement of public resources, but cleared the Prime Minister. Af-

ter this, the opposition parties pressured the government and voted for a motion of

no-confidence, which led the Prime Minister to meet the Governor General, who dis-

solved the Parliament. Elections took place on January 23, 2006. The Conservatives

would go on to win the election and form a minority government. Paul Martin an-

nounced he would not lead the party in a new election and an internal leadership

election followed within the Liberal Party.
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It is against this backdrop that the Economic and Fiscal Update was released. The

political turmoil at the time, with Parliament being dissolved a mere two weeks after

the release of the document, might explain why the new government in Budget Plan

2006 (in May) decided to confirm or repeat with some modifications tax measures that

were already in the Update of November, 2005. Out of the tax changes mentioned in

the document, the changes in the basic personal amount and the fall in the lowest

personal income tax rate were included in Bill C-80, which did not pass beyond First

Reading, on November 23rd, 2005. Thus, I drop those. The other changes were later

repeated in Budget 2006 by the new Conservative government. Therefore, it is clear

they were never really enacted until Budget 2006 came along, and I cannot take the

date of the Economic and Fiscal Statement of 2005 as the announcement date, given

the political context at the time, i.e. the change in government. Nevertheless, for the

sake of completeness, I list them below.

Economic Context

The outlook is generally described as positive. "Rising disposable income due to

healthy employment growth, combined with low interest rates, has improved housing

affordability substantially since the late 1980s. Housing affordability remains near its

best level on record." 881 Corporate profits were also displaying a good performance:

"Profit increases have been concentrated in the oil and gas sector — which has bene-

fited from higher prices and strong international demand. Profits are also up strongly

since last year outside the oil and gas sector and now stand well above historical aver-

ages." 882

Among the risks mentioned, the government stated that "consumer confidence

could be affected further if oil prices continue to rise, leading to slower consumer

881Economic and Fiscal Update November 14, 2005, p.31
882Economic and Fiscal Update November 14, 2005, p.32
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spending and therefore weaker economic growth." 883 Furthermore, there was a risk

that the Canadian dollar appreciated further, since "without stronger growth outside

the U.S., a larger depreciation of the U.S. dollar than in the 1980s will be needed to

achieve a significant reduction in the U.S. current account. This implies a risk that the

Canadian dollar might appreciate still further against the U.S. dollar." 884

Tax Measures

Given the political context at the time, where elections were due just after the Eco-

nomic and Fiscal Update came out, some of the measures contained in the Economic

and Fiscal Update of November 2005 were either repeated or modified in Budget 2006.

The impacts of the change in the basic personal amount as well as the change in the

personal income rates as proposed by the Liberal government stopped at First reading,

under Bill C-80. On the other hand, there was a set of measures, like the changes to

the Child Disability Benefit and the changes to the Refundable Medical Expense Sup-

plement that were restated in Budget Plan 2006 without reference to the Economic

and Fiscal Update. Generally, they should be taken as announced in November 2005.

The Acceleration of the Capital Cost Allowance for forestry bioenergy, announced in

the update, is confirmed by the Budget Plan 2006 dated from November, and I will

date it as such and not from the budget date. The elimination of the federal capital

tax likewise was repeated in Budget Plan 2006.

1. Child Disability benefit. "The 2005 budget increased the maximum annual CDB

to $2,000 from $1,681 per child beginning in July 2005. The new tax plan proposes to

further increase the maximum annual CDB to $2,300 starting in July 2006." 885 Later

on, in Budget Plan 2006, the Child Disability Benefit would be mentioned as being

increased to $2,300 again: "the Budget proposes to increase the maximum annual CDB

883Economic and Fiscal Update November 14, 2005, p.44
884Economic and Fiscal Update November 14, 2005, p.47
885Economic and Fiscal Update, November 14, 2005
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to $2,300 from $2,044, starting in July 2006." 886 Thus, the measure is essentially the

same, yet the estimated impact in Budget Plan 2006 is significantly higher than the

impact given in the Update for 2005. One way to address this could be to assume the

measure was never implemented and take the second figure as the true impact. In any

case, since it is an expenditure, it is dropped.

2. Refundable Medical Expense Supplement. "The refundable medical expense

supplement (RMES) helps offset the loss of these benefits by providing assistance for

above-average medical and disability-related expenses to low-income working Cana-

dians. The supplement is equal to 25 per cent of the total of the allowable portion

of expenses that can be claimed under the medical expense tax credit and the ex-

penses claimed under the disability supports deduction, up to a maximum of $750 for

2005 (increased from $571 in Budget 2005). To target assistance to those with low in-

comes, the supplement is reduced by 5 per cent of net family income above an income

threshold ($21,663 for 2005). The tax plan proposes to further increase the maximum

amount of the RMES to $1,000 for the 2006 taxation year. The maximum amount will

continue to be indexed." 887 Once more, when the new government discusses the mea-

sure in the budget for 2006, it seems that the measure never went into force: "Budget

2006 proposes to increase the maximum amount of the RMES to $1,000 from $767 for

the 2006 taxation year. Themaximum amount will continue to be indexed for inflation

thereafter. The Budget also proposes to set the income threshold at which the RMES

starts to be reduced at its level for 2005 — $21,663 — to ensure that the supplement

continues to be targeted to low- and modest-income Canadians. The threshold will be

indexed for inflation thereafter. For 2006, it will be $22,140." 888 Thus, once more, the

measure is very much the one that had already been announced, only in this case the

impacts on both documents match. Thus, I will consider for this measure that it was

announced in the Economic and Fiscal Update for 2005 with an implementation date

given by January 2006 and -$10 mn as first full year impact, with the reference men-

886Budget Plan 2006, p. 228
887Economic and Fiscal Update, November 14, 2005
888Budget Plan 2006, p. 229
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tioned in Budget Plan 2006 not taken to be an actual new measure. The motivation is

exogenous, ideological. 889

3. Accelerate Capital Cost Allowance for forestry bioenergy. "The tax plan pro-

poses to extend eligibility for Class 43.1 and the new 50-per-cent class to cogeneration

systems that use a type of biomass used in the pulp and paper industry referred to

as “black liquor.” Black liquor, a by-product of the chemical process of turning wood

into pulp, consists of wood residue and pulping agents. It can be burned to fire a

boiler, producing steam that can be used both directly in the pulp and papermaking

process and to generate electricity, thus reducing the plant’s need for external energy

sources. This process also allows the pulping agents to be recovered and reused. The

availability of accelerated CCA will support additional investment in technology that

contributes to a reduction in greenhouse gases and air pollutants and to a more diver-

sified energy supply. The focus on cogeneration will ensure that the incentive is tar-

geted to the most efficient technology in this area. Increasing energy self-sufficiency

in the pulp and paper sector will also help improve the international competitiveness

of Canadian mills, strengthening the employment base in largely rural communities.

The inclusion in Class 43.1 will apply to assets in eligible cogeneration systems using

black liquor acquired on or after November 14, 2005, that have not been used or ac-

quired for use before that date. Such assets acquired before 2012will be eligible for the

new 50-per-cent CCA rate announced in Budget 2005." 890 When I compare this to the

same reference in Budget Plan 2006, I get: "Budget 2006 confirms the Government’s

intention to proceed with proposed measures to extend eligibility for accelerated cap-

ital cost allowance under Class 43.1 (30 per cent rate) and Class 43.2 (50 per cent rate)

of Schedule II to the Income Tax Regulations to cogeneration systems that use a type

of biomass, commonly referred to as “black liquor” (or “spent pulping liquor”) used

in the pulp and paper industry. This change will apply to eligible assets acquired on

or after November 14, 2005, that have not been used or acquired for use before that

889See the corresponding entry in the Budget Plan 2006, of May 2nd.
890Economic and Fiscal Update, November 14, 2005, p.227
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date." 891 Thus, the measure is the same and is merely restated in Budget Plan 2006.

The impact is -$10 mn for the first full fiscal year (2006-07) after the implementa-

tion date, which is the last quarter of 2005. The motivation is environmental, thus

exogenous, ideological. 892

4. The Acceleration of the Elimination of the Federal Capital Tax is explained in

the next section, for Budget Plan 2006. It was announced in the Update, but I take the

numbers from the Budget Plan 2006, which agree with those of the Update, except that

the impact for 2006-07 is higher, since it includes the impact for 2005-06 predicted in

the Update.

Overall stance of the budget

Since the largest measures contained in the Update were long run measures, re-

lated to changes in the personal income tax rates and to changes in the basic personal

amount, I label this Update overall as being exogenous, long run. In any case, this

classification is for completeness only, since the Update’s measures will be disregarded

and will only be considered integrated in Budget 2006, as explained below.

2006 May 2nd

(million Can. dollars, numbers taken from Budget Plan 2006, Annex 3)

The following ignores the Bills where the measures can be found and simply takes

the 2006 budget date as the announcement date, including those measures that had

previously been hinted in 2005.

Narrative without cancellations, excluding all tax credits given to individuals 893

891Budget Plan 2006, p. 239
892See the corresponding entry in the Budget Plan 2006, of May 2nd.
893Identical to "Narrative with cancellations, excluding all tax credits given to individuals" and "Nar-
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2006 Q2:

EXOG LR: (-15)+(-125)+(-45)+(-200) = -385

ENDOG SS: -60

EXOG IL: (-50)+(-5) = -55

EXOG IL: -10(not a new measure; just restatement from previous document)

EXOG LR: -985 (not a new measure; just restatement from previous document: 1st

stage of federal capital tax elimination)

EXOG LR: -25 (excise tax jewellery)

2006 Q3:

EXOG LR: -5170+(-20) = -5190

EXOG LR: -2151.11 (2005 change in BPA)

EXOG LR: +1345.5 (2006 change in BPA)

EXOG LR: -1370 (change in brackets and lower rate)

2007 Q1:

EXOG LR: -40(1st stage of small business tax change

2007 Q2:

EXOG LR: -15 (excise tax jewellery)

rative without transitory measures, excluding all tax credits given to individuals."
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2008 Q1:

EXOG LR: -160 (2nd stage of small business tax change; 3rd stage, 2009 Q1, not

tabled)

EXOG LR:-1325

EXOG LR: 16.63 (2008 change in BPA)

EXOG LR: -280 (1st stage of general corporate income tax rate fall)

2008 Q2:

EXOG LR: +20 (excise tax jewellery)

2009 Q1:

EXOG LR: -640(2nd stage of general corporate income tax rate fall; 3rd stage, 2010

Q1, unavailable)

EXOG LR: 0 (2009 change in BPA)

2009 Q2:

EXOG LR: +20 (excise tax jewellery)

Variant 1. Taking the date of the First Reading of the relevant Bill as the relevant

announcement date (2006 Q2 for C-13 and 2006 Q4 for C-28).

Narrative without cancellations, excluding all tax credits given to individuals 894

894Identical to "Narrative with cancellations, excluding all tax credits given to individuals" and "Nar-

rative without transitory measures, excluding all tax credits given to individuals."
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2006 Q2:

EXOG IL: (-50)+(-5) = -55

EXOG IL: -10(not a new measure; just restatement from previous document)

EXOG LR: -985 (not a new measure; just restatement from previous document: 1st

stage of federal capital tax elimination)

EXOG LR: -25 (excise tax jewellery)

2006 Q3:

EXOG LR: -5170

EXOG LR: -2151.11 (2005 change in BPA)

EXOG LR: +1345.5 (2006 change in BPA)

EXOG LR: -1370 (change in brackets and lower rate)

2006 Q4:

EXOG LR: (-15)+(-200) = -215

ENDOG SS: -60

EXOG LR: (-20)

2007 Q1:

EXOG LR: -40(1st stage of small business tax change

2007 Q2:

EXOG LR: -15 (excise tax jewellery)
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2008 Q1:

EXOG LR: -160 (2nd stage of small business tax change; 3rd stage, 2009 Q1, not

tabled)

EXOG LR:-1325

EXOG LR: 16.63 (2008 change in BPA)

EXOG LR: -280 (1st stage of general corporate income tax rate fall)

2008 Q2:

EXOG LR: +20 (excise tax jewellery)

2009 Q1:

EXOG LR: -640(2nd stage of general corporate income tax rate fall; 3rd stage, 2010

Q1, unavailable)

EXOG LR: 0 (2009 change in BPA)

2009 Q2:

EXOG LR: +20 (excise tax jewellery)

Variant 2. Taking the day that the Bills passed in the House (2006 Q3 for C-13 and

2007 Q1 for C-28).

Narrative without cancellations, excluding all tax credits given to individuals 895

895Identical to "Narrative with cancellations, excluding all tax credits given to individuals" and "Nar-

rative without transitory measures, excluding all tax credits given to individuals."
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2006 Q3:

EXOG IL: (-50)+(-5) = -55

EXOG IL: -10(not a new measure; just restatement from previous document)

EXOG LR: -985 (not a new measure; just restatement from previous document: 1st

stage of federal capital tax elimination)

EXOG LR: -25 (excise tax jewellery)

2006 Q3:

EXOG LR: -5170

EXOG LR: -2151.11 (2005 change in BPA)

EXOG LR: +1345.5 (2006 change in BPA)

EXOG LR: -1370 (change in brackets and lower rate)

2007 Q1:

EXOG LR: (-15)+(-200) = -215

ENDOG SS: -60

EXOG LR: (-20)

2007 Q1:

EXOG LR: -40(1st stage of small business tax change

2007 Q2:

EXOG LR: -15 (excise tax jewellery)
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2008 Q1:

EXOG LR: -160 (2nd stage of small business tax change; 3rd stage, 2009 Q1, not

tabled)

EXOG LR:-1325

EXOG LR: 16.63 (2008 change in BPA)

EXOG LR: -280 (1st stage of general corporate income tax rate fall)

2008 Q2:

EXOG LR: +20 (excise tax jewellery)

2009 Q1:

EXOG LR: -640(2nd stage of general corporate income tax rate fall; 3rd stage, 2010

Q1, unavailable)

EXOG LR: 0 (2009 change in BPA)

2009 Q2:

EXOG LR: +20 (excise tax jewellery)

Variant 3. Taking the Royal Assent date of the Bills (2006 Q3 for C-13 and 2007

Q2 for C-28). The measure relative to CCA and forestry was published in the Canada

Gazette, June 14, 2006 (2006 Q3).

Narrative without cancellations, excluding all tax credits given to individuals 896

896Identical to "Narrative with cancellations, excluding all tax credits given to individuals" and "Nar-

rative without transitory measures, excluding all tax credits given to individuals."
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2006 Q3:

EXOG IL: (-50)+(-5) = -55

EXOG IL: -10(not a new measure; just restatement from previous document)

EXOG LR: -985 (not a new measure; just restatement from previous document: 1st

stage of federal capital tax elimination)

EXOG LR: -25 (excise tax jewellery)

2006 Q3:

EXOG LR: -5170

EXOG LR: -2151.11 (2005 change in BPA)

EXOG LR: +1345.5 (2006 change in BPA)

EXOG LR: -1370 (change in brackets and lower rate)

2007 Q2:

EXOG LR: (-15)+(-200) = -215

ENDOG SS: -60

EXOG LR: (-20)

EXOG IL: -220

2007 Q2:

EXOG LR: -40(1st stage of small business tax change
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EXOG IL: -160

2007 Q2:

EXOG LR: -15 (excise tax jewellery)

2008 Q1:

EXOG LR: -160 (2nd stage of small business tax change; 3rd stage, 2009 Q1, not

tabled)

EXOG LR:-1325

EXOG LR: 16.63 (2008 change in BPA)

EXOG LR: -280 (1st stage of general corporate income tax rate fall)

2008 Q2:

EXOG LR: +20 (excise tax jewellery)

2009 Q1:

EXOG LR: -640(2nd stage of general corporate income tax rate fall; 3rd stage, 2010

Q1, unavailable)

EXOG LR: 0 (2009 change in BPA)

2009 Q2:

EXOG LR: +20 (excise tax jewellery)
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Economic Context

The outlook remained largely positive, as it was under the last months of Paul

Martin’s government. The Budget Plan of 2006 mentions that "despite continued high

oil prices, the global economic expansionmaintained its momentum in 2005 and is ex-

pected to remain broadly on track over the near term." 897 More specifically, in 2005,

real GDP grew at almost 3%. The risks for the Canadian economy were mostly ex-

ternal in nature; according to the Budget Plan 2006, they were "uncertainty about

commodity prices, the risk of a sharp correction in U.S. house prices, and the risk

that the Canadian dollar may appreciate further in response to adjustments to global

imbalances. There is also a concern about the potential economic impacts of an in-

fluenza pandemic." 898 The commodity prices had been pushed upward by "strong

demand growth, particularly in developing Asian economies," which "led to signifi-

cantly higher prices of energy commodities and industrial metals. (...) Higher com-

modity prices boost incomes and ultimately lead to higher investment, employment

and output in the commodity sector. Higher commodity prices also tend to boost

the Canadian dollar, which can dampen growth in manufacturing and other export-

oriented industries." 899 Regarding tax policy, the goal of the budget was made very

clear by Minister of Finance Jim Flaherty right at the start of the Budget Speech: "Mr.

Speaker, the budget is balanced, our spending is focused, and taxes will go down for

all Canadians. (...) Mr. Speaker, this government is focused. And nowhere are we

more focused than in the area of tax relief. For years, Ottawa has been overtaxing

Canadians. In this budget, we deliver real tax relief for Canadians. Tax relief people

can see. Tax relief that makes a difference. Tax relief they can count on. Mr. Speaker,

that’s the bottom line of this budget." 900 Thus the main goal was to put overtaxation

in check, since, as stated in the Budget Speech, "it’s holding families back. It makes it

harder for small businesses to create jobs and opportunities. It discourages innovation

897Budget Plan 2006, p. 27
898Budget Plan 2006, p. 37
899Budget Plan 2006, p. 38
900Budget Speech 2006, p. 3

Chapter 3 400



Essays on Fiscal Policy and the Narrative Approach

and investment. It is limiting our productivity. (...) From consumption taxes, to in-

come taxes, to business taxes, to corporate taxes—in every way the Government takes

money from Canadians, this government will take less of it. And as for the money we

do collect, we’ll use it more effectively, by focusing on priorities." 901 Therefore, it is

clear that there were long run considerations very much in play in the design of the

budget. 902

Tax Measures

Sales and excise tax measures

1. Reducing the GST to 6%. "Budget 2006 proposes to reduce the GST rate by one

percentage point, from 7 to 6 per cent, effective July 1, 2006." 903 Looking at the Budget

Speech delivered by Min. of Finance Jim Flaherty, the goal of tax relief is specifically

mentioned as a means to revert the "overtaxation" that Canadians have seen in the

past: "Mr. Speaker, this government is focused. And nowhere are we more focused

than in the area of tax relief. For years, Ottawa has been overtaxing Canadians. In

this budget, we deliver real tax relief for Canadians. Tax relief people can see. Tax

relief that makes a difference. Tax relief they can count on. Mr. Speaker, that’s the

bottom line of this budget." 904 Also, "Canadians pay too much in tax. It’s holding

families back. It makes it harder for small businesses to create jobs and opportuni-

ties. It discourages innovation and investment. It is limiting our productivity." 905

The Minister then goes on to enunciating the tax measures one by one, starting with

the fall in GST. A later plan (from November 2006) created by the government, "Plan

901Budget Speech 2006, p. 5
902One problem raised by Jim Flaherty in the Budget Speech (p. 18) was the so-called fiscal imbalance

problem, which was an interpretation of the policies conducted by previous governments as "underes-

timating surpluses and overtaxing Canadians, while the provinces and territories have found it difficult

to fund crucial services like health care and education." This interpretation of the federal budget sur-

pluses is another justification for the tax relief provided in the budget.
903Budget Plan 2006, p. 203
904Budget Speech 2006, p. 3
905Budget Speech 2006, p. 5
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Advantage Canada," outlines some of the intended positive impacts of the reduction

in GST, namely "Canada’s New Government has reduced the GST rate from 7 to 6 per

cent and is committed to reduce it further to 5 per cent. This reduction in the GST

provides provinces with an opportunity to improve the competitiveness and efficiency

of their own sales tax systems." 906 It also directly links this measure to long run goals

when it says that "high taxes are limiting Canadians’ opportunities and choices. With

a more focused government, we can lower taxes to create incentives for Canadians to

succeed." 907 So, I will label this change as exogenous, long run. Impact estimated in

first full fiscal year:-$5170 mn

2. Tobacco excise levies. "In line with the Government’s promotion of health and

wellness, Budget 2006 proposes to increase tobacco excise duties to offset the impact

of the GST rate reduction." 908 The implementation date is the same as the one for the

reduction of GST. Since in the table of impacts, these are already included in the figure

above for the fall in GST, and because it is a second order measure, taken in tandem

with a much more significant measure, the motivation for this one is kept as the same

as for the reduction in GST.

3. Alcohol excise levies. "As with tobacco products, the federal government taxes

alcohol products both through a targeted excise duty and the broad-based GST." 909

The implementation date is again July 1, 2006. It is already included in the figure

above for the fall in GST. Therefore, I treat it the same way as the increase in tobacco

excise taxes.

4. Air Travellers Security Charge rates. Rates for the air travellers Security Charge

were adapted to accommodate the change in GST. Impact estimated in first full fiscal

906Plan Advantage Canada 2006, p. 77
907Plan Advantage Canada, p. 43
908Budget Plan 2006, p. 212
909Budget Plan 2006, p. 214
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year: negligible.

5. GST/HST treatment of debt collection services. "Budget 2006 confirms that debt

collection services that are generally provided by collection agents to financial institu-

tions are not financial services for GST/HST purposes and are therefore taxable." 910

Impact estimated in first full fiscal year: negligible.

6. Excise tax on jewellry. The excise tax on jewellery manufactured and sold in,

or imported into, Canada was repealed. Jewellery exported from Canada was already

exempt from the tax. "In addition to jewellery, whether real or imitation, the tax also

applies to clocks (with a value greater than $50) and articles made of semi-precious

stones. The proposed repeal of the excise tax applies to deliveries or importation of

jewellery, clocks and articles made of semi-precious stones, on or after May 2, 2006."

911 The motivation for this measure seems to be providing a long run support to cer-

tain sectors, which is why I label it exogenous, long run. According to Conservative

MP Lee Richardson, "the excise tax on jewellery will be replaced effective immediately,

allowing Canadian businesses to compete on a level playing field." 912 Liberal MP John

Godfrey criticized the government for "singling out certain economic sectors for spe-

cial treatment" and "fiddling around in selected industries, such as jewellery, wine

produced by small vintners and beer produced by small brewers." 913 Nevertheless,

the measure seems more structural than a mere supply boost to struggling sectors. To

understand the implementation date, it is important to realize how this measure inter-

acts with a weaker phasing-out similar measure taken in Budget Plan 2005. What the

new government was doing was saying that the rate would be going down faster than

previously announced, with an impact of -$25 mn in 2006 Q2, and -$15 mn in 2007

Q2. These numbers are the difference between the 2005 figures (-20 for both) and the

910Budget Plan 2006, p. 215
911Budget Plan 2006, p. 215
912Hansard Debates, May 9, 2006, 1050
913Hansard Debates, May 9, 2006, (1310)
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new, higher figures from Budget Plan 2006 (-45 and -35). On the other hand, there

would not be further decreases in 2008 or 2009, since by then the rate would drop to

zero abruptly. Thus, this should show up as +20 in 2008 Q2 and +20 in 2009 Q2.

7. Vintners and small brewers. This measure is similar to the previous one. "Bud-

get 2006 proposes to exempt from duty the first 500,000 litres of wine produced and

packaged by a wine licensee per year made from 100 per cent Canadian-grown agri-

cultural products. The proposed relief will apply to all goods falling within the def-

inition of wine in the Act (including ciders, wine coolers, fruit wines and sake) made

from 100 per cent Canadian-grown agricultural products. The relief will be available

to wine licensees operating in Canada. (...) This measure will apply to wine packaged

on or after July 1, 2006." 914 In the Budget Speech, the Minister of Finance indicates

that the goal of this measure and other similar ones in the budget was "to help small

businesses to grow," 915 which places this measure as exogenous, long run. Impact

estimated in first full fiscal year: -$20 mn

Personal income tax measures

1. Personal income tax rates. Similarly to the changes to the basic personal amount,

the changes to the personal income tax rates had been proposed earlier, namely in

the Economic and Fiscal Update, in November 2005. Originally, the Economic and

Fiscal Update of 2005 suggested that "the new tax plan proposes that federal personal

income tax rates be reduced as follows: the lowest 16-per-cent rate be reduced to 15

per cent, effective January 1, 2005; the 22-per-cent rate be reduced to 21 per cent,

effective January 1, 2010; the 26-per-cent rate be reduced to 25 per cent, effective

January 1, 2010; the taxable income threshold at which the top 29-per-cent rate begins

to apply be increased to $200,000, effective January 1, 2010." 916

914Budget Plan 2006, p. 216
915Budget Speech 2006, p. 4
916Economic and Fiscal Update 2005, p. 219
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Budget Plan 2006 stated that "the lowest personal income tax rate will be reduced

to 15 per cent from 16 per cent effective January 1, 2005. The rate will be 15.5 per

cent effective July 1, 2006. Accordingly, the full-year rate for 2005 will be 15 per cent,

for 2006, 15.25 per cent and, for the 2007 and subsequent taxation years, 15.5 per

cent. For the 2005 taxation year the 15-per-cent rate applies to taxable incomes of up

to $35,595. For the 2006 taxation year the 15.25-per-cent rate will apply to taxable

incomes of up to $36,378." The decrease of the lowest personal income tax rate from

16% to 15% for 2005 mentioned is really just a confirmation of the measure in the

Economic and Fiscal Update. Therefore, I would date it from the date of the budget

(2006 Q2) with first full fiscal year impact of -$3225 mn (the figure comes from the

Economic and Fiscal Update of 2005). The two new measures actually suggested in

Budget Plan 2006 for 2006 (increase in tax rate to 15.5% starting in July, 2006 and the

increase in the brackets) correspond to a first full fiscal year impact of -$1370 mn and

I date this package from the third quarter of 2006. I keep these only in the dataset. 917

The motivation for these is again to provide extensive tax relief, but Budget Plan

2006 increases the tax rate slightly, yet leaving it at a lower figure compared to Novem-

ber, 2005. The fall in the tax rate suggested in 2005 was motivated as a means to

"improve the rewards from working, investing and saving." 918 In 2006, the lower rate

change was confirmed for 2005 and there was a change to the lower rate and updates

in tax brackets starting in 2006. Diane Ablonczy, Parliamentary Secretary to the Min-

ister of Finance, acknowledged that the previous government had taken some steps

in this direction but said that the new government went much further: "My friend

across the way [referring to an opposition MP], who will be speaking shortly to this

issue, makes much of the fact that the Liberals proposed and, indeed, put into action

a reduction in personal income tax even though legislation was never passed. How-

ever, Canadians know that our package, taken altogether with the GST reduction and

917As can be seen from the Hansard Debates, there was an exchange between the government and the

opposition regarding whether the lowest tax rate was going down from 16% to 15.5% or going up from

15% to 15.5%. An example is the exchange between Ed Komarnicki, Parliamentary Secretary to the

Minister of Citizenship and Immigration, and Liberal MP Blair Wilson in May 9, 2006.
918Economic and Fiscal Update 2005 Overview, p. 8
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some of the other measures surrounding it, with the increase in the basic personal

exemption, with the permanent legislated reduction in the personal tax rate and with

the employment tax rate, far exceed the tax relief promised by the Liberals but never

passed into law." 919 Therefore, I stick to the overall classification for most tax relief

measures in the budget, which is exogenous, long run.

2. Basic personal amounts. Budget Plan 2006 suggests a gradual increase in the ba-

sic personal amount above indexation. However, it should be noted that this measure

came from Budget 2005, in February 2005, and a modification had been attempted in

Economic and Fiscal Update 2005, in November 2005. But the corresponding bill was

not passed. So, to fully assess the impact of these changes, that span a period that goes

from 2005 to 2009, it is necessary to contrast the Budgets for 2005 and 2006. There

were also changes in personal amounts in respect of a spouse or common law partner,

which is not specifically discussed here because its details mirror what happened to

the basic personal amount.

The following table presents the suggested schedule of predicted changes in Bud-

get Plan 2005, Annex 8, the Economic and Fiscal Update, Annex 4, and the Budget

Plan 2006, Annex 3.

2005 2006 2007 2008 2009

Budget Plan 2005 - 100 100 400 600

Ec. Fisc. Upd. 2005 500 200 100 100 300

Budget Plan 2006 500 200 / -400 100 200 600

Essentially, the Economic and Fiscal Update for 2005 anticipates a big part of the

increase for 2005, and Budget Plan 2006 confirms this. However, Budget Plan 2006

suggests also that "the basic personal amount will be reduced by $400 to $8,639 on July

1, 2006 at the same time as the GST rate is reduced. For the purpose of calculating

personal income taxes for the 2006 taxation year, these two half-year amounts will

919Hansard Debates, June 6, 2006, (1310)
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be applied as an annual average of $8,839" while at the same time "for 2008, it will

be increased by indexation plus an additional $200. For 2009, it will be increased

by indexation plus the greater of $600 and the amount required to raise the basic

personal amount to $10,000," 920 so that the predicted change for 2008 is higher than

proposed in the Update of November but lower than proposed in Budget Plan 2005,

and the predicted change for 2009 is exactly as suggested in the Budget Plan 2005,

thus undoing the measure suggested in the November Update.

The following table presents the impacts of the changes in the basic personal amount

on tax revenue as presented in Budget Plan 2005, Annex 8, the Economic and Fiscal

Update, Annex 4, and the Budget Plan 2006, Annex 3.

2005-06 2006-07 2007-08 2008-09 2009-10 2010-11

Budget Plan 2005 -70 -360 -890 -2200 -3550

Ec. Fisc. Upd. 2005 -1880 -1800 -1620 -790 -125 -130

Budget Plan 2006 -1080 -500

Let’s start with Budget Plan 2005.

The annual cumulative impacts I get are the following: 0 for 2005; -278.88 for

2006; -603.32 for 2007; -1750 for 2008; -3550 for 2009. I obtained these as follows.

The quarterly impact of the stage that starts in 2009 is -3550/4 = -887.5; the quarterly

impact for the stage that starts in 2008 is (-2200-(-887.5))/3 = -437.5; the quarterly

impact for the stage that starts in 2007 is (-890-(-437.5))/3 = 150.8(3) and the quarterly

impact for the stage that starts in 2006 is (-360-(-150.83))/3 = 69.72. 921 To compute

the impact of each stage, just compute the difference at each implementation date: 0

for 2005; -278.88 for 2006; -324.44 for 2007; -1146.68 for 2008; -1800 for 2009.

Next, I turn to the Budget Plan of 2006. Regarding Budget Plan 2006, it is clear

920Budget Plan 2006, pp. 218 and 219
921Note that I could also have taken -70 million dollars to be the impact of the increase by $100 in the

basic personal amount to happen in 2006 and move forward to determine the impact of each stage. The

discrepancy is minor.
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that the change for the basic personal amount is the same as in the Update for 2005, so

even though there is no impact given in the Budget Plan 2006, I take that number from

the Update of 2005. Also, the change in 2007 and 2009 is the same as in Budget 2005;

since those measures are the same, I set those changes to zero. I start by computing

the impact of each stage of the plan to alter the basic personal amount.

The non-cumulative impact of the changes in Budget 2005 is -1880 for 2005-06

and 800 for 2006-07. The quarterly impact of the change in 2006 is, thus, 800 / 3 =

266.66. Thus, the impact of the increase in 2005 is -1880 - (-266.66) divided by 3, or -

537.77. On an annual basis, this is -2151.11. The impact for 2006 is 266.66 multiplied

by 4, or 1066.64. Compared to Budget Plan 2005, this is an increase of 1345.5. The

impact of the change in 2008 is -1146.68 - (-2151.11+1345.5-324.44) = 16.63.

Thus, the incremental impact of Budget Plan 2006 is the difference between these

changes and the ones computed for Budget 2005: -2151.11 for 2005; 1345.5 for 2006;

0 for 2007; 16.63 in 2008 and 0 in 2009.

Thus, ultimately the impacts pertaining to changes in the basic personal amount

corresponding to each of the documents is tabled below.

2005 2006 2007 2008 2009

Budget Plan 2005 0 -278.83 -324.44 -1146.68 -1800

Budget Plan 2006 -2151.11 1345.5 0 16.63 0

The motivation behind the measure can simply be found in the parliamentary de-

bates and it follows the overall goal of the budget, which is to provide a large tax relief,

even larger than the one suggested by the previous government in the Economic and

Fiscal Update of November 14, 2005.

In the Budget Speech of 2005, the Min. of Finance said: "Let me turn now specif-

ically to taxation in the context of greater productivity. We have cut taxes each and

every year since the federal budget was first balanced in 1997. (...) I am announcing

today a set of new measures that will provide further relief to taxpayers — especially
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low- and modest-income Canadians, as specifically recommended by this House last

fall." 922 There is, thus, a hint at social concerns, but the measure is really about deliv-

ering tax relief to many Canadians, starting in 2006.

In the Economic and Fiscal Update of 2005, while presenting its measures for the

anticipation of the increases, the government stated that "this Update proposes a new

tax reduction plan designed to fuel growth and prosperity for all Canadians, with

measures for individuals and businesses that will help Canada achieve faster economic

growth, more job creation and rising standards of living," 923 which places themeasure

in that update as exogenous, long run.

Finally, in the Budget Plan 2006, the government stated that the increase in the

basic personal amount "improves incentives for Canadians to enter and stay in the

workforce," 924 which in conjunction with the previous documents, leads me to clas-

sify this as exogenous, long run.

Taken together, the three documents point towards an exogenous, long run moti-

vation.

3. Canada Employment Credit. "Budget 2006 proposes to introduce a new Canada

Employment Credit in recognition of work-related expenses incurred by employees.

The new credit will take effect July 1, 2006, and will provide tax relief on the lesser

of $500 and the individual’s employment income for the year. (...) For the 2007 and

subsequent taxation years, the maximum amount on which the credit is calculated

will be increased to $1,000." 925 Lynne Yelich, Parliamentary Secretary to the Minister

of Human Resources and Social Development, described the measure in Parliament as

follows: "The budget seeks to help out Canadian workers as well with, for instance, the

new Canada employment credit for employee work expenses on items such as home

922Budget Speech 2005, pp. 14 and 15
923Economic and Fiscal Update, November 2005, p. 127
924Budget Plan 2006, p. 91
925Budget Plan 2006, p. 219
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computers, uniforms and supplies. This will not only further boost labour market par-

ticipation but also provide relief to a broad range of current professionals." 926 Thus,

I label it as exogenous, long run. I enter the measure with two stages: firstly, in July

2006, it is -890; secondly, in the first quarter of 2007, it is -1815-(-890)=-925.

4. Capital gains of fishers. "Budget 2006 proposes a number of income tax mea-

sures concerning dispositions by an individual of property used in a family fishing

business. The measures (...) will apply to dispositions of fishing property and quali-

fied fishing property that take place on or after May 2, 2006." 927 In particular, "Budget

2006 proposes to allow a tax deferral in certain circumstances where an individual’s

fishing property is transferred to the individual’s child or grandchild," 928 as well as

"access to the $500,000 lifetime capital gains exemption (LCGE) in respect of capital

gains arising on a disposition of qualified fishing property" and an extension in the

reserve an individual connected to proceeds not received by the individual, that he

can claim when computing his capital gains tax. 929 The Minister of Finance stated

that "this government is committed to supporting Canada’s resource industries," 930

which complemented with some of the statements in Parliament, places this as an en-

dogenous, supply stimulus measure, even though it is a measure regarding personal

income taxation. For example, MP Gerald Keddy stated about the capital gains defer-

ral for fishermen: "Anyone involved in the agriculture sector looked at this bill and

said that farmers needed it and foresters needed it. We need it in the fishery to main-

tain the integrity of our coastal communities and keep fishing families fishing." 931

The Minister of Fisheries and Oceans, Loyola Hearn stated that "there is a crisis in the

fishery in Newfoundland and Labrador." 932 Impact estimated in first full fiscal year:

-$60 mn

926Hansard Debates, May 10, 2006, (1715)
927Budget Plan 2006, p. 220
928Budget Plan 2006, p. 221
929Budget Plan 2006, p. 222
930Budget Speech 2006, p. 7
931Hansard Debates, May 8, 2006, 1640
932Hansard Debates, May 18, 2006, (1140)
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5. Mineral exploration tax credit for flow-through share investors. "Driven by con-

siderably improved market conditions and assisted by the credit, mineral exploration

in Canada has strongly increased in recent years. To solidify recent exploration gains

and establish a strong base from which to move forward, Budget 2006 proposes to

reintroduce the mineral exploration tax credit, effective for flow-through share agree-

ments entered into on or after May 2, 2006 and on or before March 31, 2007." 933 The

government does not refer any other justification apart from the fact that it worked in

the past; but given that there was some consensus regarding this measure, the state-

ments of Opposition MPs prior to the budget can provide some other justifications. In

Parliament, NDP MP Charlie Angus stated that "we learned that the Holloway gold

mine near Matheson, Ontario, is shutting down. Over 150 mining families in Mathe-

son, Kirkland Lake and Larder Lake will be affected, because these communities, like

mining communities across Canada, are dependent on increasingly aging ore bodies.

It is time for a coherent policy for mineral exploration in this country. Let us take the

super flow-through program as an example. That one worked. It was geared for the

needs of exploration companies out in the field." 934 Also, Liberal MP Roy Cullen re-

ferred to "severe labour shortages looming in Canada’s mining industry and the need

for incentives to encourage more exploration and development in Canada’s mining in-

dustry" 935 Thus, even though it could also be labeled long run, I will instead label

it endogenous, supply stimulus. The impact estimated in the first full fiscal year is

-$90 mn, to be canceled in March 2007.

6. Tradespeople’s tool expenses. "Budget 2006 proposes that the total cost of el-

igible new tools [i.e. own tools used by employees as a condition for employment]

acquired by an employed tradesperson in a taxation year, in excess of $1,000 (indexed

after 2007), be deductible up to a maximum of $500 for that year. For the cost of

933Budget Plan 2006, p. 223
934Hansard Debates, April 6, 2006, (1400)
935Hansard Debates, April 24, 2006, (1140)
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tools to qualify for the deduction, the employer will have to certify that the employee

is required to acquire those tools as a condition of, and for use in, the employment.

This deduction will be in addition to the proposed new Canada Employment Credit

described above. This measure will apply to new tools acquired on or after May 2,

2006." 936 Looking at how the government described the measure, it should be la-

beled exogenous, long run. Diane Ablonczy, Parliamentary Secretary to the Minister

of Finance, stated: "We want to free the economic engines of country to create good

jobs for Canadians and to create prosperity for all of us. Canadians know that with a

small population our education and skills are very important in making us competi-

tive in the global market. We know that education and skills training are key to our

economic future. That is why we are going to invest significantly in training and edu-

cation. Starting immediately, there will be a new tax credit of up $2,000 for employers

who hire apprentices. (...) Many tradespeople have to provide their own tools in their

work. We are now going to allow a deduction of up to $500 for the cost of tools. We

are going to help post-secondary students with a tax credit for the cost of textbooks.

We are going to fully exempt all scholarships, bursaries and fellowship income for

students." 937 The fact that the measure is mentioned in conjunction with other mea-

sures, clearly geared towards improving skills makes it a long run measure. Impact

estimated in first full fiscal year: -$15 mn

7. Textbook tax credit. "To provide better tax recognition to post-secondary stu-

dents for the cost of textbooks, Budget 2006 proposes to introduce a non-refundable

textbook tax credit." 938 The quote by Diane Ablonczy above indicates that this, too, is

exogenous, long run. Impact estimated in first full fiscal year: -$125 mn

8. Scholarship and bursary income. The exemption of scholarships, fellowships

and bursary income was made full instead of only partial: "In order to provide addi-

936Budget Plan 2006, p. 224
937Hansard Debates, May 3, 2006, (1745)
938Budget Plan 2006, p. 224
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tional tax relief to students, Budget 2006 proposes to fully exempt such scholarship,

fellowship or bursary income from tax." 939 Again, the quote by Diane Ablonczy above

indicates that this is exogenous, long run as well. Impact estimated in first full fiscal

year: -$45 mn

9. Children’s fitness tax credit. "Budget 2006 proposes to allow parents to claim a

non-refundable tax credit in respect of up to $500 in eligible fees for the enrollment

of a child under the age of sixteen years in an eligible program of physical activity.

The measure will apply to the 2007 and subsequent taxation years." 940 Minister of

Finance Jim Flaherty stated about the measure that "for so many Canadians, loading

up the minivan for hockey practice or carpooling to the soccer field is a familiar rou-

tine. For many children, it is a crucial part of their development. But it often means

an added expense — sometimes a significant one—in the family budget." 941 Thus, I

label it as exogenous, ideological. Impact estimated in first full fiscal year: -$160 mn

10. Pension income credit. The Budget proposed an increase in the credit asso-

ciated with pension income. The Minister of Finance stated: "our seniors have made

this country great. We owe them our support, to allow them to enjoy their later years

and to provide extra security after a lifetime of contributing to our society. To provide

increased support to Canadian seniors, this government is doubling the amount of

eligible pension income that can be claimed under the pension income credit—from

$1,000 to $2,000 starting in the 2006 tax year." 942 Thus the motivation is exogenous,

ideological. Impact estimated in first full fiscal year: -$405 mn

11. Child disability benefit. "Budget 2006 proposes two changes to the CDB to

939Budget Plan 2006, p. 225
940Budget Plan 2006, p. 226
941Budget Speech 2006, p. 10
942Budget Speech 2006, p. 10
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enhance assistance to families with children eligible for the DTC." 943 The enhance-

ments to the Child Disability Benefit were described in the Budget Speech due to the

fact that "Canadians value compassion, respect and inclusiveness," 944 which placed

these as social measures, thus, ideological. However, being a benefit, they are an ex-

penditure, and thus will be dropped. Impact estimated in first full fiscal year: -$45mn

12. Refundable medical expense supplement. The Budget extended the refund-

able medical expense supplement, a device designed to provide help for workers with

disabilities as they move out of social assistance, applying "for the 2006 taxation year"

and indexed after that. 945 This measure is really a restatement of a measure that

the previous government had already indicated in the Economic and Fiscal Update

for 2005. Conservative MP Dean Allison said that "parents of children with a disabil-

ity often face additional demands and pressures. To help alleviate these, our budget

proposes to increase not only the maximum annual child disability benefit but also

the amount of refundable medical expense supplement." 946 Furthermore, in the Bud-

get Speech, the Minister of Finance refers to the measure as belonging to a package

of "family measures." I label it exogenous, ideological. The impact estimated in first

full fiscal year was -$10 mn, which is in accordance with the figure given for the same

measure in the Economic and Fiscal Update of November, 2005.

13. Tax credit for public transit passes. Pierre Poilievre, Parliamentary Secretary

to the President of the Treasury Board, said in Parliament that " Conservatives will cut

taxes to reward success by letting people keep more of what they work so hard to earn.

We will bring in tax credits for the cost of a student’s textbooks to reward learning,

tax credits for kids’ sports to reward exercise and healthy living, tax credits for public

transit to reward clean transportation, and so on." 947 Also, in the Budget in Brief, the

943Budget Plan 2006, p. 228
944Budget Speech 2006, p. 9
945Budget Plan 2006, p. 229
946Hansard Debates, May 8, 2006, (1145)
947Hansard Debates, April 25, 2006, (1210)

Chapter 3 414



Essays on Fiscal Policy and the Narrative Approach

measure is referred to under the label "Environment," and in the Budget Speech, the

Minister of Finance said that "Canadians in cities are concerned about traffic conges-

tion and the harmful emissions that come with it. This government appreciates the

fact that investing in public transit infrastructure can help preserve our environment,"

948 while he presented the measure. This makes me label it exogenous, ideological.

The implementation date, as stated in the Budget Plan, is July 1, 2006. Impact esti-

mated in first full fiscal year: -$220 mn

14. Donations of publicly-listed securities to public charities. "To encourage ad-

ditional donations of listed publicly-traded securities to charitable organizations and

public foundations, Budget 2006 proposes to reduce the capital gains inclusion rate

for such donations to zero. (...) These measures will apply to donations of eligible

securities made on or after May 2, 2006." 949 In the Budget Speech, the Minister of

Finance further emphasized the social nature of the measure when he stated: "Mr.

Speaker, community support is essential to Canada’s arts and cultural life. Encour-

aging more charitable giving from within the community will mean more financial

support for these projects. This budget will therefore eliminate the capital gains tax

on donations of publicly listed securities to charities, effective immediately." 950 Since

this measure was due to foster charity, I label it exogenous, ideological. Impact esti-

mated in first full fiscal year: -$50 mn

15. Donations of ecologically-sensitive land. "In order to help Canada’s landown-

ers and conservation groups in their efforts to preserve Canada’s natural heritage,

Budget 2006 proposes to reduce the capital gains inclusion rate for such donations

to zero. This measure will apply to donations of ecologically-sensitive land made on

or after May 2, 2006." 951 This was further emphasized in parliament by Diane Ablon-

948Budget Speech 2006, p. 12
949Budget Plan 2006, pp. 230 and 231
950Budget Speech 2006, p. 11
951Budget Plan 2006, p. 231
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czy, Parliamentary Secretary to the Minister of Finance, when she said that "unlike the

previous Liberal government, which talked a lot about the environment while green-

house gas emissions rose under its watch to 30% above the target, our government

is committed to concrete actions that will deliver real results in Canada. (...) We will

preserve natural areas by proposing to exempt donations of ecologically sensitive land

from the capital gains tax." 952 Since this measure was environmentally-minded, I la-

bel it exogenous, ideological. Impact estimated in first full fiscal year: -$5 mn

16. Large corporation dividends. "Budget 2006 proposes to eliminate the double

taxation of dividends from large corporations at the federal level. This tax reduction

will encourage savings, investment and economic growth, and will make the total per-

sonal and corporate income tax on earnings distributed as dividends more comparable

to the income tax paid on interest payments and income trust distributions." 953 The

basic goal was to reduce double taxation for dividends coming from large corpora-

tions, for which the relief from the gross-up and dividends tax credit did not work

as well. It had been announced by the previous government in November 23, 2005,

which quantified it similarly by stating that "the enhanced dividend tax credit will cost

the Government of Canada approximately $300 million per year starting in 2006." 954

It was to apply to "eligible dividends paid after 2005." 955 I date it from the budget

date, to avoid retroactiveness. Given that the goal of the measure was to simplify and

clarify the tax system, I label it exogenous, long run. Impact estimated in first full

fiscal year: - $310 mn

Business income tax measures

1. General corporate income tax rate. "To foster investment and growth, and to

create jobs, Budget 2006 proposes to eliminate the corporate surtax for all corpora-

952Hansard Debates, May 12, 2006, (1015)
953Budget Plan 2006, p. 77
954Department of Finance News Release 2005-082, November 23, 2005
955Budget Plan 2006, p. 232
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tions in 2008 and reduce the general corporate income tax rate by 2 percentage points

by 2010. (...) Budget 2006 proposes to reduce the general corporate income tax rate

(after the 10-per-cent abatement for income earned in a province) to 19 per cent from

21 per cent by 2010. The general corporate income tax rate will be reduced to 20.5 per

cent effective January 1, 2008, to 20 per cent effective January 1, 2009, and to 19 per

cent effective January 1, 2010. The rate will be prorated for taxation years that include

any of those dates." 956 Thus, the change in the general corporate income tax rate and

the elimination of the corporate surtax seem to have the intention to foster long run

growth, which makes me label both of them as exogenous, long run. Nevertheless,

it is worth pointing out that these two measures were already contemplated in the

original 2005 Budget Plan.957 Regarding the general corporate income tax rate, the

Budget Plan 2005 states that "to foster investment and growth, the budget proposes

to eliminate the corporate surtax in 2008 and reduce the general corporate income

tax rate by 2 percentage points by 2010" 958 which is exactly the same as stated in

the 2006 Budget. Budget Plan 2006 presents no estimated impacts, the impacts were

taken from the 2005 Budget Plan, where even though there are three implementation

dates, there are only two estimated impacts (-$440 mn for the year 2008-09 and -$920

mn for the year 2009-10). Thus, I have to leave the last stage of the measure out and

consider only two stages: the first stage, in January 2008, corresponds to the change

to 20.5% and has an impact of (-440-(-920/4)) multiplied by 4/3, or -280; the second

stage corresponds to the fall from 20.5% to 20% and has an estimated impact of -920

- (-280), or -640.

2. Corporate surtax. "Budget 2006 proposes to eliminate the corporate surtax for

all remaining corporations effective January 1, 2008, prorated for taxation years that

956Budget Plan 2006, p. 232
957The reason the measure was restated by the Conservatives in Budget 2006 is that it had to be

dropped by the Liberal government in 2005 in order to have Budget 2005 approved with the support

of the New Democratic Party.
958Budget Plan 2005, p. 394
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include that date." 959 There are no relevant tabled impacts for this measure in Bud-

get 2006, so I again check the numbers provided in Budget 2005, which advanced the

same measure first. The estimated impact for the first full fiscal year was -$1325 mn.

For the reasons explained above, it is labeled exogenous, long run.

3. Small business limit and tax rate. The Minister of Finance introduces this mea-

sure as follows: "In this budget, we are taking action to help small businesses to grow:

effective January 1, 2007, the threshold for small business income eligible for the re-

duced federal tax rate will be increased from $300,000 to $400,000; and the 12-per-

cent rate for eligible small business income will be reduced to 11.5 per cent in 2008

and 11 per cent in 2009." 960 Thus there were three stages of implementation of these

measures devoted to help small businesses grow. There is no information on the im-

pact after 2009, so I only consider the first two stages. Since the first part of the

measure is implemented in January 2007 and the impact in 2006-2007 is -10, then

assuming the same quarterly impact throughout the year, the impact in January 2008

is -80-(-30) = -50. Thus, the impact in year 2008 is -200. This means that the impact

of the change in the threshold for small businesses is -40; and the impact of the fall in

the rate is -160. The remainder of the package cannot be acocunted for. Diane Ablon-

czy, Parliamentary Secretary to the Minister of Finance, stated that the government

"recognized small business as the backbone of our economy." 961 Later, the Minister of

industry Maxime Bernier stated: "Mr. Speaker, the industry’s competitiveness is a pri-

ority for this government. That is why we brought down a budget that responds to the

concerns of the manufacturing industry, that cuts income taxes for small businesses,

that eliminates the capital gains tax and responds to the industry’s concerns." 962 Thus

the motivation is stronger than merely to respond to short term difficulties, which is

why I label it exogenous, long run.

959Budget Plan 2006, p. 233
960Budget Speech 2006, p. 4
961Hansard Debates, May 3, 2006, (1745)
962Hansard Debates, May 8, 2006, (1450)
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4. Non-capital losses and investment tax credits. "Some businesses, such as research-

intensive companies, can realize little profit for extended periods, which means that

they may be unable to fully benefit from an ITC [Investment Tax Credits]. To increase

the ability of these companies to use ITCs, Budget 2006 also proposes to extend the

ITC carry-forward period to 20 years. The measure is proposed to apply to losses in-

curred and credits earned in taxation years that end after 2005." 963 Impact estimated

in first full fiscal year: negligible.

5. Federal capital tax. The Budget Plan 2006 states that "legislation has already

been enacted to eliminate the federal capital tax in 2008. Budget 2006 proposes to

eliminate the federal capital tax as of January 1, 2006 — two years earlier than was

originally scheduled. The federal capital tax rate will be pro-rated for taxation years

that do not coincide with the calendar year." 964 The measure is suggested as a means

to "make Canada’s tax systemmore internationally competitive" 965 given that in order

"to excel in the global economy, Canada needs a competitive business tax system. We

need to create a climate that encourages capital investment and innovation." 966 Thus,

the measure is exogenous, long run. It consists of an elimination of the capital tax

rate of 0.125% for 2006 and of 0.0625% for 2007. The impact estimated in 2006-07 is

-$795 mn and the impact estimated in 2007-08 is -$225 mn. Thus, the impact of the

second stage elimination (January 2007) is -225. The first stage is (-795-(-225/4))/3,

multiplied by 4, or -985; the first stage reduction is placed at the budget date. No-

tice that this measure had already been put forward by the previous government, in

November, 2005. 967 Given that the measure was announced in November, the first

stage of this measure is not retroactive and should in fact be dated from the first quar-

963Budget Plan 2006, p. 235
964Budget Plan 2006, p. 236
965Budget in Brief 2006, p. 7
966Budget Speech 2006, p. 4
967See Economic and Fiscal Update 2005, pp. 135 and 136; the impacts estimated are similar across

the two documents. I took the impact figures from the Budget 2006 but they agree with the November

Update. The figure for 2006-07 in Budget Plan 2006 is the same as the sum of the figures for 2005-06

and 2006-07 in Table A4.1 in the Economic and Fiscal Update of 2005.
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ter of 2006. I drop the second stage.

6. Minimum tax on financial institutions. "Given the growth in the financial sec-

tor since the tax was first introduced, Budget 2006 proposes to increase the threshold

above which the tax begins to apply to $1 billion and to adopt a single tax rate of

1.25 per cent on taxable capital employed in Canada over that threshold. (...) These

changes will apply starting July 1, 2006, prorated for financial institutions with taxa-

tion years that include that date." 968 Thus this measure decreases the tax burden on

financial institutions; but I did not find a more specific goal in this measure, in the

Budget Plan, in the Budget Speech or in the Debates. Thus, I choose to drop it. Impact

estimated in first full fiscal year: -$30 mn

7. Apprenticeship job creation tax credit. "Budget 2006 proposes to introduce an

Apprenticeship Job Creation Tax Credit in order to encourage employers to hire new

apprentices in eligible trades. (...) The Apprenticeship Job Creation Tax Credit will be

available to eligible employers in respect of salaries and wages that are paid to quali-

fying apprentices on or after May 2, 2006." 969 The essential motivation was described

by the Minister of Finance in the Budget Speech as the "support of a more skilled and

educated workforce" 970 which is why I label it as exogenous, long run. There could be

a case for labeling it endogenous, since the Minister of Finance said about these mea-

sures that "Canada is facing a serious shortage of tradespeople, so the government is

taking action to encourage apprenticeships and to support apprentices in their train-

ing." 971 Nevertheless, not only does he not mention contemporaneous shocks to those

sectors to which the government would be responding, but also everywhere else the

government clearly discusses the measure as aimed at improving skills. Impact esti-

mated in first full fiscal year: -$200 mn

968Budget Plan 2006, p. 237
969Budget Plan 2006, pp. 237 and 238
970Budget Speech 2006, p. 7
971Budget Speech 2006, p. 6
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8. Capital cost allowance for tools. "Currently, tools that cost less than $200 are

eligible for a 100-per-cent CCA rate (...). Tools that cost $200 or more are generally

eligible for a 20-per-cent CCA rate (...). Budget 2006 proposes that the cost limit for

access to the 100-per-cent Class 12 treatment be increased to $500 from $200 for such

tools acquired on or after May 2, 2006." 972 This measure was put forward because

"the cost of tools can be a barrier to Canadians interested in a career in the trades"

973 and it was presented alongside the measure for apprenticeships. Furthermore, the

Budget in Brief describes this measure as one among those that were taken "in support

of a more skilled and educated workforce." 974 Thus, I label it exogenous, long run.

Impact estimated in first full fiscal year:-$65 mn. I could not find this measure in the

Canada Gazette, so I drop it.

9. Accelerated capital cost allowance for forestry bioenergy. "Budget 2006 confirms

the Government’s intention to proceed with proposed measures to extend eligibility

for accelerated capital cost allowance (...) to cogeneration systems that use a type of

biomass, commonly referred to as “black liquor” (or “spent pulping liquor”) used in

the pulp and paper industry. This change will apply to eligible assets acquired on

or after November 14, 2005, that have not been used or acquired for use before that

date." 975 Thus, this measure seems highly retroactive. Nevertheless, it is essentially a

re-statement of a measure included by the previous government in the 2005 Economic

and Fiscal Update, p. 227. The goal of the measure is exogenous, ideological, which

can be seen when the government mentions that the measure "will encourage addi-

tional investment in technology that reduces emissions of greenhouse gases and air

pollutants, while helping to improve the international competitiveness of Canadian

mills." 976 I date it from the budget date, with an impact estimated in first full fiscal

972Budget Plan 2006, p. 238
973Budget Speech 2006, p. 6
974Budget in Brief 2006, p. 7
975Budget Plan 2006, p. 239
976Budget Plan 2006, p. 117
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year of -$10 mn. The measure was eventually taken as a regulation, on June 14, 2006,

with the reference SOR/DORS/2006-117.

Other measures

1. Administrative provisions (standardized accounting). Impact estimated in first

full fiscal year: negligible.

Overall stance of the budget

The bulk of themeasures in the Budget Plan 2006was designed to provide widespread

tax relief to individuals and firms. Given that the motivation of most of the measures

was long run, I label the budget as whole as exogenous, long run.

2006 November 23

Narrative without cancellations, excluding all tax credits given to individuals 977

2007 Q1:

EXOG IL: -675

EXOG LR: -7.5

2011 Q1:

EXOG LR: -725

977Identical to "Narrative with cancellations, excluding all tax credits given to individuals"and "Nar-

rative without transitory measures, excluding all tax credits given to individuals."
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Variant 1. Announcement date is First reading Date (2007 Q2, for Bill C-52).

Narrative without cancellations, excluding all tax credits given to individuals 978

2007 Q2:

EXOG IL: -675

EXOG LR: -7.5

2011 Q1:

EXOG LR: -725

Variant 2. The announcement date is the date when Bill C-52 passed the House.

Taking the Royal Assent date gives the same result.

Narrative without cancellations, excluding all tax credits given to individuals 979

2007 Q3:

EXOG IL: -675

EXOG LR: -7.5

2011 Q1:

EXOG LR: -725

978Identical to "Narrative with cancellations, excluding all tax credits given to individuals" and "Nar-

rative without transitory measures, excluding all tax credits given to individuals."
979Identical to "Narrative with cancellations, excluding all tax credits given to individuals" and "Nar-

rative without transitory measures, excluding all tax credits given to individuals."
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Economic Context

There had been a slowdown in Canadian growth, yet it remained high: "Canadian

real GDP growth softened to 2.0 per cent in the second quarter of 2006 from 3.6 per

cent in the first quarter (...) Growth in final domestic demand also moderated but

remained solid in the second quarter." 980 The greatest risks were the correction of the

housing prices in the US and the prospect of a US dollar depreciation at a time when

net exports constituted a "drag on growth." 981 For the US, the government stated:

"moderating domestic demand, driven by a cooling housing market, is expected to

lower economic growth to below potential in the second half of 2006 and into 2007."

982 Furthermore, the government stated it was concerned with the correction of the US

current account deficit through "further depreciation of the U.S. dollar against floating

currencies such as the Canadian dollar." 983

Tax measures

The Economic and Fiscal Update of 2006 reveals (Table 2.2, p. 37) three tax mea-

sures that had been taken since the 2006 May budget.

1. Increase of the age credit. The government announced: "An increase in the Age

Credit Amount by $1000 from $4,066 to $5,066 effective January 1, 2006. This will

benefit low and middle-income seniors." 984 The Minister of Finance indicated that

the result of these measures would be "substantial savings for Canadian seniors." 985

Thus, the motivation is exogenous, ideological. The estimated impact in the first full

fiscal year is -$345 mn.

2. Pension income splitting. The government announced "a major positive change

980Economic and Fiscal Update 2006, p. 15
981Economic and Fiscal Update 2006, p. 15
982Economic and Fiscal Update 2006, p. 10
983Economic and Fiscal Update 2006, p. 27
984Department of Finance News Release October 31, 2006
985Economic and Fiscal Update 2006 Speech, p. 15
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in tax policy for pensioners. The government will permit income splitting for pen-

sioners beginning in 2007." 986 More specifically, the intention was to allow "Canadian

residents to allocate to their resident spouse (or common-law partner) up to one-half

of income qualifying for the existing pension income tax credit." 987 This measure is

discussed in the Minister’s Speech in conjunction with the increase of the age credit,

so I label it exogenous, ideological as well.

3. Reduction of the federal corporate tax rate in one-half percentage point, "to 18.5

percent, beginning in 2011." 988 In his speech, theMinister stated: "Our Plan will build

on the corporate tax reduction measures we introduced in Budget 2006. We will lower

taxes further to make Canada’s businesses more internationally competitive. Our clear

objective is to achieve the lowest tax rate on new business investment among all G7

countries. Our determination to do so was made clear with our recent announcement

of a further reduction of the corporate tax rate to 18.5 per cent in 2011." 989 Thus, the

motivation is exogenous, long run.

These measures were taken as part of the Tax Fairness Plan,presented by Minister

of Finance Jim Flaherty in October 30, 2006.

4. Beer and wine excise duty reduction. "Beginning July 1, 2006, tax relief for both

industries is being increased beyond what was contemplated in Budget 2006." 990 The

Minister of Finance stated: "With the changes we are making to these tax measures, it

is estimated that the amount of tax relief being provided by Canada’s new government

will increase from $7 million to $10 million annually for the wine industry and from

$13.5 million to $18 million for the beer industry." 991 This corresponds to an extra

7.5 million dollars in tax relief to these sectors via a change in the excise duty. These

were labeled exogenous, long run before. Given that this is an enhancement of that

measure, I keep that classification.

986Department of Finance News Release October 31, 2006
987Economic and Fiscal Update 2006, p. 42
988Economic and Fiscal Update 2006, p. 42
989Economic and Fiscal Update 2006, p. 19
990Department of Finance News Release June 28, 2006
991Department of Finance News Release June 28, 2006
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Overall stance of the Update

The measures mentioned above were ideological and long run driven. The justifi-

cation given was that "ensuring that taxes are not unfairly shifted onto the shoulders of

Canadian taxpayers, especially Canadian families, "strengthening Canada’s social se-

curity system for pensioners and seniors," but also "helping corporations make choices

that are consistent with economic growth and competitiveness." 992 All measures con-

sidered, the largest measures of the update were ideological, so I label it exogenous,

ideological.

2007 March 19th

(million Can. dollars, numbers taken from Budget 2007, Annex 5, Table A5.1, pp.

374-375)

Narrative without cancellations, excluding all tax credits given to individuals

2007 Q2:

EXOG IL: -75+(-10)+(110)

EXOG LR: (-15)+(-5)+(-130)

ENDOG SS: -85+(-60)+(-15)

ENDOG SS: +5 (cancelling previous Visitor Rebate program)

ENDOG SS: -15 (New Visitors’ Rebate program)

EXOG LR: -565 (implementation of the accelerated CCA for machinery)

EXOG LR: -60 (first stage of international taxation measures)

992Department of Finance News Release October 31, 2006
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2008 Q1:

EXOG IL: -115

2008 Q2:

ENDOG DR: +40

2009 Q1:

EXOG LR: -340 (second stage of international taxation measures)

Narrative with cancellations, excluding all tax credits given to individuals

2007 Q2:

EXOG IL: -75+(-10)+(110)

EXOG LR: (-15)+(-5)+(-130)

ENDOG SS: -85+(-60)+(-15)

ENDOG SS: +5 (cancelling previous Visitor Rebate program)

ENDOG SS: -15 (New Visitors’ Rebate program)

EXOG LR: -565 (implementation of the accelerated CCA for machinery)

EXOG LR: -60 (first stage of international taxation measures)

2008 Q1:

EXOG IL: -115
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2008 Q2:

ENDOG DR: +40

2008 Q4:

EXOG LR: +565 (cancellation of the implementation of the accelerated CCA for ma-

chinery)

2009 Q1:

EXOG LR: -340 (second stage of international taxation measures)

Narrative without transitory measures, excluding all tax credits given to individuals

2007 Q2:

EXOG IL: -75+(-10)+(110)

EXOG LR: (-15)+(-5)+(-130)

ENDOG SS: -85+(-60)+(-15)

ENDOG SS: +5 (cancelling previous Visitor Rebate program)

ENDOG SS: -15 (New Visitors’ Rebate program)

EXOG LR: -60 (first stage of international taxation measures)

2008 Q1:

EXOG IL: -115

2008 Q2:

ENDOG DR: +40
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2009 Q1:

EXOG LR: -340 (second stage of international taxation measures)

Variant 1, with date given by First Reading of Bills (2008 Q1 for Bill C-28, 2007

Q2 for Bill C-52 and 2007 Q4 for Bill S-2).

Narrative without cancellations, excluding all tax credits given to individual 993

2007 Q2:

EXOG LR:-15+(-130)+(-5)

EXOG IL:110

ENDOG SS: +5 (canceling previous program)

ENDOG SS: -15 ( New Visitor’s Rebate Program)

2007 Q4:

EXOG LR:-60 (first stage of international taxation measures, announced 2007 Q4))

2008 Q1:

EXOG IL: -115+(-75)

ENDOG SS: -85+(-15)

2008 Q2:

ENDOG DR: 40

2009 Q1:

993Identical to "Narrative with cancellations, excluding all tax credits given to individuals" and "Nar-

rative without transitory measures, excluding all tax credits given to individuals."
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EXOG LR: -340 (second stage of international taxation measures, announced 2007

Q4))

Variant 2, with date given by date Bill passed the House (2008 Q1 for Bill C-28,

2007 Q3 for Bill C-52 and 2008 Q1 for Bill S-2). This is the same as Variant 3, with

date given by Royal Assent (2008 Q1 for Bill C-28, 2007 Q3 for Bill C-52 and 2008 Q1

for Bill S-2).

Narrative without cancellations, excluding all tax credits given to individuals 994

2007 Q3:

EXOG LR:-15+(-130)+(-5)

EXOG IL:110

ENDOG SS: +5 (canceling previous program)

ENDOG SS: -15 ( New Visitor’s Rebate Program)

2008 Q1:

EXOG LR:-60 (first stage of international taxation measures, announced 2008 Q1)

2008 Q1:

EXOG IL: -115+(-75)

ENDOG SS: -85+(-15)

2008 Q2:

ENDOG DR: 40

994Identical to "Narrative with cancellations, excluding all tax credits given to individuals" and "Nar-

rative without transitory measures, excluding all tax credits given to individuals."
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2009 Q1:

EXOG LR: -340 (second stage of international taxation measures, announced 2008 Q1)

Political Context

The Budget 2007 was presented by Min. of Finance Jim Flaherty in the House

of Commons. The budget would be approved on March 29 on First Reading sup-

ported by the Bloc Québécois. One of the greatest orientations of the budget involved

"returning Equalization to a principled, formula-based program." 995 This change at-

tracted criticism from the Liberal Party and the New Democratic Party and led to

Conservative MP Bill Casey fromNova Scotia to oppose the budget, since he perceived

the budget to be going against the 2005 Atlantic Accord, an agreement between the

Government of Canada and the Governments of Nova Scotia and Newfoundland &

Labrador to let these Provinces get the revenue from offshore exploration and, for a

certain time period, to provide 100 per cent protection from Equalization reductions.

Budget 2007 proposed a fiscal capacity cap "ensuring that Equalization payments do

not result in a receiving province ending up with a fiscal capacity higher than a non-

receiving province." 996

Economic Context

In the Budget Plan, the government mentions some positive trends, namely that

"Canada’s employment performance is the best it has been in 30 years, consumer con-

fidence remains high and business financial positions are healthy." 997

Nevertheless, some risks persisted. The latest growth figures revealed a slowdown,

995Budget Speech 2007, p. 5
996Budget Speech 2007, p. 6
997Budget Plan 2007, p. 36
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with the government stating that "Canadian economic growth has slowed since the

first quarter of 2006. Much of the slower growth reflects a decline in manufacturing

output, which is due to slower U.S. demand and the past appreciation of the dollar,

as well as ongoing structural problems in the automobile and textile and clothing sec-

tors." 998 The biggest concern was productivity growth, which appeared to be slowing

down: "After strengthening in 2005, labour productivity growth weakened noticeably

in 2006. This slowing has been most pronounced in the cyclically sensitive industries,

such as manufacturing, which have been negatively affected by slower growth in the

U.S. and the past appreciation of the Canadian dollar." 999 The government was con-

cerned that there was "a risk that the source of the observed weakness in productivity

growth reflects lower underlying productivity growth rather than cyclical factors." 1000

Other risks include the fact that "some further contraction is likely in the U.S. hous-

ing sector" (although the government stated that the outlook would not be as bad as

predicted in the Economic and Fiscal Update of 2006) as well as "commodity price

uncertainty." 1001

Tax Measures

Personal Income Tax Measures

1. Working Income Tax Benefit. Budget Plan 2007 proposed to establish a credit

to reduce the disincentive to get a low-income job, by compensating those workers

that take such jobs: "For example, a typical single parent who takes a low-income job

can lose a large portion of each dollar earned to taxes and reduced income support.

In addition, individuals who receive social assistance benefits could also lose in-kind

benefits such as subsidized housing and prescription drugs. The impact of this on

work incentives is often referred to as the "welfare wall" (...) The WITB will provide a

refundable tax credit equal to 20 per cent of each dollar of earned income in excess of

998Budget Plan 2007, p. 40
999Budget Plan 2007, p. 53

1000Budget Plan 2007, p. 54
1001Budget Plan 2007, p. 54
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$3,000 to a maximum credit of $500 for single individuals without dependants (single

individuals) and $1,000 for families (couples and single parents)." 1002 The goal is to

"strengthen incentives to work for an estimated 1.2 million low-income Canadians"

1003 so that it is clearly exogenous, long run. The impact estimated in the first full

fiscal year is -$550 mn. In terms of timing, the government stated that "the WITB

[Working Income Tax Benefit] and the disability supplement will be effective for the

2007 taxation year." 1004 Thus, I take the budget date as the implementation date.

2. Registered Disability Savings Plan. "To help parents and others save for the

long-term financial security of a child with a severe disability, Budget 2007 proposes

to introduce a new Registered Disability Savings Plan (RDSP) with a Canada Disability

Savings Grant (CDSG) program and Canada Disability Savings Bond (CDSB) program

(...) The Government will work with financial institutions to put the necessary ad-

ministrative mechanisms (for example, for paying CDSGs and CDSBs to RDSPs) in

place to allow financial institutions to begin offering RDSPs to Canadians as soon as

possible in 2008 (...) The investment income on contributions, CDSGs and CDSBs will

accrue tax-free. Contributions will not be included in income for tax purposes when

paid out of an RDSP." 1005 Thus, I take the implementation date to be the beginning

of 2008. In parliament, Diane Ablonczy, Parliamentary Secretary to the Minister of

Finance, referred to the measure saying: "Canada’s new government also recognizes

the challenges faced by those raising a child with a severe disability. Budget 2007 in-

troduces a new registered disability savings plan to help parents and others save for

their child’s future when they are no longer able to care for their child." 1006 Thus, I

label it exogenous, ideological. Impact estimated in first full fiscal year: -$115 mn

3. Private Foundations. "Donations of publicly-listed securities to public charities

1002Budget Plan 2007, p. 375
1003Budget Plan 2007, p. 13
1004Budget Plan 2007, p. 377
1005Budget Plan 2007, p. 379
1006Hansard Debates, March 20, 2007, (1150)
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have been eligible for a reduced inclusion rate on capital gains since 1997 and a com-

plete exemption since May 2, 2006 (...) To encourage additional charitable donations

to private foundations, Budget 2007 proposes to eliminate the taxation of capital gains

arising from donations of publicly-listed securities to private foundations. (...) This

zero inclusion rate for gains and income in respect of publicly-listed securities will

apply to gifts made on or after March 19, 2007." 1007 The fact that there is a social

concern indicates the motivation is exogenous, ideological. Impact estimated in first

full fiscal year: -$75 mn

4. Registered Education Savings Plan. "Budget 2007 proposes several measures to

provide more flexibility to families who save through Registered Education Savings

Plans (RESPs), and to make RESPs more responsive to the changing needs of educa-

tion today." More specifically, "the $4,000 annual RESP contribution limit will be elim-

inated, and the lifetime RESP contribution limit will be increased" and "the maximum

annual RESP contribution qualifying for the 20-per-cent Canada education Savings

Grant will be increased." 1008 The motivation stated by the government behind these

measures was stated as follows: "Parents across this country are struggling with the

costs of post-secondary education. We’re helping parents save for their children’s ed-

ucation by strengthening the RESP program." 1009 Thus, the motivation is exogenous,

long run. In terms of timing, "while these changes will apply to contributions made

after 2006, the portion of any CESG entitlement that is attributable exclusively to the

increased CESG limit will be paid to RESPs only after Royal Assent to the enabling

legislation and once delivery systems are put in place." 1010 Furthermore, the budget

proposed to "relax the EAP [Education Assistance Payments] eligibility requirement

to accommodate qualifying part-time programs that do not meet the 10 hours per

week requirement but require that at least 12 hours per month be spent on courses.

1007Budget Plan 2007, pp. 382 and 383
1008Budget Plan 2007, p. 390
1009Budget Speech 2007, p. 14
1010Budget Plan 2007, p. 391
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(...). This change applies to the 2007 and subsequent taxation years." 1011 Thus, I will

adopt the budget date as the implementation date. Impact estimated in first full fiscal

year: -$15 mn

5. Elementary and Secondary School Scholarships. The government proposed

"fully exempting scholarships and bursaries that are provided to attend elementary

and secondary schools." 1012 Impact estimated in first full fiscal year: negligible.

6. NewChild Tax Credit. "Budget 2007 proposes to introduce a new non-refundable

child tax credit for parents based on an amount of $2,000 (indexed) for each child un-

der the age of 18 years at the end of a taxation year. The tax credit will be calculated

by reference to the lowest personal income tax rate for the taxation year (i.e. 15.5

per cent in 2007). This new tax credit will take effect beginning in 2007, and will

provide personal income tax relief of up to $310 per child." 1013 The implementation

date, thus, is the budget date. Regarding the motivation, the Budget Plan states about

this measure that "Canada’s New Government is committed to helping families. The

most important investment we can make as a country is to help families raise their

children." 1014 Plus, the Minister of Finance stated in the Budget Speech regarding

the budget’s measures directed towards families, that "for families with children, it

includes a brand new $2,000-per-child tax credit for children under 18 that will help

families to get ahead." 1015 Thus, all these sources point to an exogenous, ideological

motivation. Impact estimated in first full fiscal year: -$1445 mn

7. Spousal and Other Amounts. "Budget 2007 proposes to increase the amount

upon which the spouse or common-law partner and wholly dependent relative credits

1011Budget Plan 2007, p. 391
1012Budget Plan 2007, p. 391
1013Budget Plan 2007, p. 392
1014Budget Plan 2007, p. 226
1015Budget Speech 2007, p. 13
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are calculated by $1,348 — thus matching the basic personal amount, with a corre-

sponding elimination of the threshold above which the dependant’s net income must

be taken into account. These changes will take effect beginning in 2007." 1016 The rea-

son was pointed out in the Budget Speech by the Minister of Finance when he said "we

are ending the marriage penalty for single-earner families through an increase of the

spousal and dependant amounts to the same level as the basic personal amount. Mr.

Speaker, it is good public policy to encourage commitment and marriage, not penalize

it. That’s what we’re doing." 1017 Therefore, I label the measure exogenous, ideologi-

cal. Impact estimated in first full fiscal year: -$270 mn

8. Public Transit Tax Credit. "Budget 2006 proposed a non-refundable public tran-

sit tax credit for the cost of monthly public transit passes starting July 1, 2006. Budget

2007 proposes to strengthen this measure on two fronts. Budget 2007 proposes to

extend the eligibility for the public transit tax credit to accommodate (...) electronic

payment cards. (...) This measure will apply to electronic payment cards issued after

2006." 1018 Furthermore, "Budget 2007 proposes to extend eligibility for the public

transit tax credit to accommodate weekly passes where an individual purchases at

least four consecutive weekly passes. (...) This measure will apply to weekly passes

valid for use after 2006." 1019 The most explicitly stated motivation was the desire to

strengthen the public transit system in order to "deliver real reductions in air pol-

lutants, greenhouse gas emissions and harmful substances in our communities." 1020

This points to an exogenous, ideological motivation. Impact estimated in first full

fiscal year: -$10 mn

9. Lifetime Capital Gains Exemption. "Budget 2007 proposes to increase the LCGE

[Lifetime Capital Gains Exemption] such that it will apply to up to $750,000 [up from

1016Budget Plan 2007, p. 393
1017Budget Speech 2007, p. 13
1018Budget Plan 2007, p. 395
1019Budget Plan 2007, p. 395
1020Budget Plan 2007, p. 229
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$500,000] of capital gains realized by an individual on qualified properties. This mea-

sure will apply to dispositions of property that occur on or after March 19, 2007." 1021

This exemption applies to "capital gains realized on the disposition of qualified farm

and fishing property or qualified small business corporation shares." 1022 The moti-

vation behind it is to boost a particular sector of the economy. As Conservative MP

Pierre Lemieux stated, "as the MP of a rural riding representing farmers, there are $1

billion in new funding for farmers, $400 million paid directly to producers to help

with the high cost of production and $600 million in federal funding to kick-start new

producer savings accounts. We are increasing the lifetime capital gains exemption

to $750,000 from $500,000, therefore increasing the rewards of investing in farming.

This is the first time it has been increased since 1998. As the Minister of Finance cor-

rectly stated, Canada’s farmers do not just feed our country, they feed the world. It

is time we provided the kind of support that these decent, hard-working people of

integrity deserve. We have heard from our farmers and listened to them, but most

important we have acted." 1023 Also, Dave MacKenzie, Parliamentary Secretary to the

Minister of Public Safety, stated that "we are also increasing the lifetime capital gains

exemption for farmers and owners of small business from $500,000 to $750,000. I

know this affects a great number of people in my riding. This government supports

farmers and this is evident with the budget. We are helping farmers grow and pros-

per." 1024 There is no clear indication of a major crisis in agriculture to which this

measure would have been a response to, but Conservative MP mentioned in Parlia-

ment in a discussion with the minister of Agriculture that "farmers have been facing

increasing pressures from rising input costs. This has really put a lot of people in a

cost price squeeze. It is a major concern for them and their families." 1025 Thus, in the

absence of any reason related with enhancing productivity or long run growth, I la-

bel it endogenous, supply stimulus. Impact estimated in first full fiscal year: -$85 mn

1021Budget Plan 2007, p. 396
1022Budget Plan 2007, p. 396
1023Hansard Debates, March 20, 2007, (1505)
1024Hansard Debates, March 27, 2007, (1550)
1025Hansard Debates, March 19, 2007, (1445)
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10. Meal Expenses of Truck Drivers. "In general, the Canadian tax system limits

the deductibility of business related meal and entertainment expenses to 50 per cent

of the amount otherwise allowable as a deductible expense. This limitation reflects

the personal consumption aspect inherent in such expenses. Budget 2007 proposes

to increase, over five years, to 80 per cent the deductible portion of the cost of food

and beverages consumed by long haul truck drivers during eligible periods of travel

(...) The deductible portion of expenses will be increased to 60 per cent for expenses

incurred on or after March 19, 2007 and before January 1, 2008, and to 65, 70 and

75 per cent for such expenditures incurred during 2008, 2009 and 2010, respectively.

The deductible portion will be increased to 80 per cent for such expenditures incurred

after 2010." 1026 Thus, this measure was to be implemented in several stages; however,

only the impacts for fiscal years 2007-08 and 2008-09 were made available. Thus, I

consider only the first stage, as it is the first full fiscal year given, and I ignore the

remaining stages of implementation of the measure. This should be harmless, since

quantitatively it is a small measure. The measure was motivated by the fact that there

was a shortage of truck drivers in Canada: "Increasing demand for highly skilled truck

drivers and a rapidly aging workforce are raising concerns that Canada may be facing

a shortage of qualified truck drivers. According to a study conducted by the Cana-

dian Trucking Human Resources Council, the trucking industry currently needs some

38,000 new drivers annually." 1027 Thus, I label it endogenous, supply stimulus. Im-

pact estimated in first full fiscal year: -$15 mn

11. Phased Retirement. Impact estimated in first full fiscal year: negligible.

12. Age Limit for Maturing RPPs and RRSPs. The budget proposed "increasing the

age limit from 69 to 71 for converting a registered retirement savings plan (RRSP) to

strengthen incentives for older Canadians to work and save." 1028 In the Budget Plan,

1026Budget Plan 2007, pp. 396 and 397
1027Budget Plan 2007, p. 230
1028Budget in Brief 2007, p. 19
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the government further justifies the measure by saying that "many older Canadians

want to continue working and saving. As Canada’s population ages, it will be impor-

tant to allow them to do so." 1029 Thus, the motivation is exogenous, long run. The

implementation date is the budget date, since the government uses the expressions

"after 2006" and "for the 2007 and subsequent taxation years" in the Budget Plan. 1030

Impact estimated in first full fiscal year: -$130 mn

13. RRSP Qualified Investments. Impact estimated in first full fiscal year: negligi-

ble.

14. Northern Residents Deduction. Impact estimated in first full fiscal year: negli-

gible.

15. The 2010 Games in Vancouver. Impact estimated in first full fiscal year: negli-

gible.

16. Mineral Exploration Tax Credit. "Budget 2007 proposes to extend eligibility for

the mineral exploration tax credit to flow-through share agreements entered into on

or before March 31, 2008." 1031 The measure was enacted with the purpose of "encour-

aging mineral exploration." 1032 I take the motivation to be the same as the previous

time the mineral exploration tax credit was extended: endogenous, supply stimulus.

The impact estimated in the first full fiscal year is -$105 mn, to be canceled in 2008

Q2, with +$105 mn.

Business Income Tax Measures

1029Budget Plan 2007, p. 232
1030Budget Plan 2007, p. 450
1031Budget Plan 2007, p. 403
1032Budget Plan 2007, p. 244
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1. Aligning Capital Cost Allowance Rates With Useful Life. "Alignment of CCA

[Capital Cost Allowance] rates with the useful life of assets ensures that the tax system

accurately allocates the cost of capital assets over their useful lives. This can enhance

productivity and standards of living through a more efficient allocation of investment

across classes of assets." 1033 All the revised rates were to apply to assets acquired on

or after March 19, 2007. In the Budget Speech, the Minister of Finance refers to the

measure by saying that "Canada’s job creators needmodern technology to be more effi-

cient, and buildings that allow them to grow. Changes we’re making to the capital cost

allowance system will shorten the write-off period for computers and non-residential

buildings." 1034 Insofar as the change in rates is exogenously decided, its motivation

should be exogenous, long run. However, if the changes are a response to current diffi-

culties in those sectors, the motivation should be endogenous, supply stimulus. In the

debates, the Minister of Finance himself stated that "we also chose to reduce capital

cost allowances dramatically with respect to manufacturing and processing industries

in Canada because we want to help them generate jobs and stay strong in the manu-

facturing sector that has been under some duress." 1035 Furthermore, Diane Ablonczy,

Parliamentary Secretary to the Minister of Finance, stated in Parliament: "Manufactur-

ing and processing businesses are a particular focus of budget 2007. They have faced

difficulties of late given the strong Canadian dollar and rising challenges from inter-

national competition. To help them make the major investments needed to overcome

these difficulties, budget 2007 proposes that they be provided with a special two year

write-off for their capital investments and machinery and equipment from now until

the end of 2008. We also propose to increase the capital cost allowance rate to 10%

from 4% for buildings used in manufacturing and processing, and to 55% from 45%

for computers." 1036 Thus, I label the whole measure as endogenous, supply stimulus.

Impact estimated in first full fiscal year: -$60 mn

1033Budget Plan 2007, p. 404
1034Budget Speech 2007, p. 15
1035Hansard Debates, March 20, 2007, (1450)
1036Hansard Debates, March 20, 2007, (1145)
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2. Accelerated Capital Cost Allowance for Oil Sands. Impact estimated in first full

fiscal year: negligible.

3. Accelerated Capital Cost Allowance for Clean energy generation. "Budget 2007

proposes to extend eligibility to an emerging source of renewable energy—wave and

tidal energy—and to a broader range of applications involving active solar heating,

photovoltaics, stationary fuel cells, production of biogas from organic waste, and pulp

and paper waste fuels. Budget 2007 also proposes to extend eligibility for Class 43.2

to assets acquired before 2020. By encouraging investment in these technologies, these

changes will contribute to a reduction in greenhouse gas emissions, improve air qual-

ity and promote the diversification of the energy supply." 1037 The reason was stated

also in the Budget Speech, when the Minister of Finance said: "For oil sands and other

industries, we will be phasing in the accelerated capital cost allowance to promote

promising new technologies, green technologies like carbon capture and storage." 1038

Since the reasons stated were environmental, I label it exogenous, ideological. The

date when these measures were announced to go effective was March 19, 2007. The

impact estimated in the first full fiscal year was -$10 mn

4. Temporary Incentive for Manufacturing and processing Machinery and Equip-

ment. "Budget 2007 proposes to temporarily increase the CCA [Capital Cost Al-

lowance] rate formanufacturing and processingmachinery and equipment, that would

otherwise be included in Class 43, to a 50-per-cent straight-line rate. Taking into ac-

count the half-year rule, these assets may be written off on average over a two-year

period, starting at the mid-point of the year in which the asset is acquired and end-

ing at the mid-point of the second year following the acquisition. This results in an

effective deduction rate of up to 25 per cent for the first year, up to 75 per cent for the

second year (less any deduction claimed for the previous year), and up to 100 per cent

for the third and subsequent years (less any deductions claimed for previous years).

1037Budget Plan 2007, p. 412
1038Budget Speech 2007, p. 15
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The increased rate will apply to eligible machinery and equipment acquired on or af-

ter March 19, 2007 and before 2009." 1039 The fact that the deduction rate is bigger

in the years after the machinery was bought is an indication that the full impact of

the measure cannot be seen in the year 2007-2008, so I take the second figure (the

one for 2008-09), which is -$565 mn. The measure is temporary, which means that

I enter it as -565 in the budget date and cancel it in the end of 2008 for the variants

of the narrative that includes such cancellations. The motivation was given at length

in the Budget Speech, namely when the Minister of Finance said that "this is like a

shot of adrenaline for our manufacturers, Mr. Speaker. It will help Canadian busi-

nesses invest in new technology and better compete on the world stage," 1040 which

makes me label it exogenous, long run, given the focus on technology and investment.

5. Donation of Medicines for the Developing World. Impact estimated in first full

fiscal year: negligible.

6. International Taxation. The government stated that it would be "updating

the Canada-U.S. Tax Treaty to facilitate cross-border investment and commerce." 1041

Specifically, "under the proposed agreement cross-border interest payments will, once

these changes are fully phased-in, no longer be subject to taxation by the source coun-

try (the country where the payer resides). Since the treaty currently allows the source

country to impose a tax at a rate of up to 10 per cent, this change will reduce the

cost of cross-border financing, have a positive effect on investment, simplify the tax

system (as it will eliminate the distinction between arm’s length and non-arm’s length

debt), and support the competitiveness of Canada’s multinational enterprises." 1042

There would also be an "International Tax Fairness Initiative," with the purpose of

eliminating "the deductibility of interest on debt incurred by corporations to finance

1039Budget Plan 2007, p. 416 and 417
1040Budget Speech 2007, p. 15
1041Budget in Brief 2007, p. 20
1042Budget Plan 2007, p. 418
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foreign affiliates." 1043 Furthermore, "existing non-arm’s length debt will be subject to

the restriction only for interest payable after 2008 or after the expiry of its current

term, whichever is sooner. In recognition of the difficulties firms might have in re-

structuring arms-length debt, the restriction will apply to existing arm’s length debt

only for interest payable after 2009 or after the expiry of its current term, whichever is

sooner." 1044 I take the main motivation of the measure to be the simplification of the

tax system and so I label it exogenous, long run. The measure is to be implemented

in several stages (see Budget Plan 2007, p. 452); the estimated impacts after 2009 are

not given. The impact in 2007-08 is -60 and in 2008-09 is -145. Taking the quarterly

impact of the first stage (budget date) to be -15, the quarterly impact of the measure

post-beginning of 2009 is -145-(-45)=-100, which amounts to an annual base impact

of -100 multiplied by 4 minus -60, or -$340 mn in 2009 Q1.

7. Prescribed Stock Exchanges. Impact estimated in first full fiscal year: negligible.

8. Investment Tax Credit for Child Care Spaces. Impact estimated in first full fiscal

year: negligible.

9. Remittance and Filing Thresholds. Impact estimated in first full fiscal year: neg-

ligible.

Sales and Excise Tax Measures

1. Foreign Convention and Tour incentive Program. On September, 2006, the

government announced that the Visitor Rebate program would undergo significant

changes, namely the government provided information "on proposed amendments to

the Excise Tax Act that would eliminate the goods and services tax (GST) Visitor Re-

1043Budget Plan 2007, p. 420
1044Budget Plan 2007, p. 420
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bate Program effective April 1, 2007" and stated explicitly that "the Visitor Rebate

Program is proposed to be eliminated effective April 1, 2007, as part of the package

of specific spending restraint measures announced by the Government on September

25, 2006." 1045 Nevertheless, the government with the new budget, announces a new

initiative designed to replace the previous one. In the Budget Plan, it is stated that "on

September 25, 2006, the Government of Canada announced proposed amendments

to the Excise Tax Act that would eliminate the Visitor Rebate Program effective April

1, 2007. Budget 2007 confirms the elimination of the Visitor Rebate Program. This

measure will apply to the goods and services tax/harmonized sales tax (GST/HST),

including the provincial component of the HST. Budget 2007 proposes a new Foreign

Convention and Tour Incentive Program that will replace the Visitor Rebate Program.

This program will provide GST relief in respect of certain property and services used

in the course of conventions held in Canada and the accommodation portion of tour

packages for non-residents." 1046 Conservative MP Dean Del Mastro referred to this

measure as a means to respond to some problems in the tourism sector: "Following

9/11, the SARS outbreak and the new requirements for passports under the western

hemisphere travel initiative, the tourism industry suffered greatly. The creation of

the foreign convention and tour incentive program demonstrates this government’s

acknowledgement that tourism is a driving economic force for many local communi-

ties." 1047 Thus, I label it as endogenous, supply stimulus. The impact estimated in

first full fiscal year is -$15 mn. In case I include the cancellation of the previous mea-

sure, that shows up as +$5 mn in April 2007, the date when the previous program was

canceled.

2. 48-Hour Travellers’ Exemption. "Budget 2007 proposes to increase the trav-

ellers’ exemption to $400 from $200 for returning Canadian residents who are out of

the country for 48 hours or more. Increasing the 48-hour exemption will make it more

1045Department of Finance News Release 2006-049, "Detailed Proposals on the Elimination of the GST

Visitor Rebate Program"
1046Budget Plan 2007, p. 431
1047Hansard Debates, March 26, 2007, (1255)
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convenient for travellers to clear customs and will reduce the amount of processing at

the border (...) The new exemption, to be given effect by amendments to the Cus-

toms Tariff and the Excise Tax Act, will be effective in respect of travellers returning

to Canada on or after March 20, 2007." 1048 The measure was announced as a way

"to facilitate cross-border travel by streamlining the processing of returning Canadian

travellers who have made only incidental purchases while outside Canada." 1049 Given

the intent of the measure to simplify procedures, I label it exogenous, long run. Im-

pact estimated in first full fiscal year: -$5 mn

3. Exports of Intangible Personal Property. Impact estimated in first full fiscal

year: negligible.

4. GST/HST Remission - Certain School Authorities. "Budget 2007 proposes to re-

mit GST/HST paid in respect of student transportation services to certain school au-

thorities that were reassessed pursuant to a measure that was announced in 2001 and

enacted in 2003, despite the fact that the Tax Court of Canada had rendered decisions

in their favour after the measure was announced. The proposed remission addresses

these exceptional circumstances." 1050 This is a one-off measure, with en estimated

impact in 2007-08 of -$20 mn and no impact in 2008-09. There is no indication of the

actual quarter of implementation, so I decided to drop this measure.

5. Removal of Excise Tax Exemption for Renewable Fuels. The budget proposes to

elminate the tax exemption associated with renewable fuels, arguing that other more

effective measures were being proposed so that the exemption had become unneces-

sary: "The new measures include a regulated requirement for renewable content in

gasoline and diesel fuel, an operating incentive for the production of renewable fu-

1048Budget Plan 2007, p. 434
1049Budget Plan 2007, p. 245
1050Budget Plan 2007, p. 435
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els in Canada, the provision of funds to encourage the participation of agricultural

interests and rural communities in the bioproducts sector, and investments in next-

generation technologies. These measures represent a comprehensive commitment to

renewable fuels, and provide a more significant incentive than the excise tax exemp-

tions. Budget 2007 proposes that the Excise Tax Act be amended to repeal the excise

tax exemptions for renewable fuels, including biodiesel and alcohol based fuels, and

to ensure that renewable fuels are included within the excise tax structure that ap-

plies to gasoline and diesel fuel. These measures will apply to fuel delivered on or

after April 1, 2008." 1051 Since this measure is justified as a way to get some revenue

given that other measures had already been put in place that were deemed more ef-

fective, I label it endogenous, deficit reduction. Impact estimated in first full fiscal

year: +$40 mn

6. Green Levy on Fuel-Inefficient Vehicles. The Minister of Finance stated in the

Budget Speech: "We’re taking action. We are introducing a program that provides re-

bates to people who buy fuel-efficient or alternative fuel vehicles. We will also sponsor

initiatives that take old, polluting cars off the road, and introduce a Green Levy on gas

guzzlers." 1052 Specifically, "the Green Levy will be imposed under the Excise Tax Act

(ETA) and will be payable by the manufacturer or importer at the time vehicles are

delivered to a purchaser (usually a dealer) or imported. The levy will not apply to ve-

hicles that are manufactured in Canada and exported for sale in other countries, or to

vehicles that are imported and subsequently exported (...) The Green Levy will apply

to new vehicles delivered or imported after March 19, 2007." Impact estimated in first

full fiscal year: +$110 mn

7. Excise Tax on Diesel Fuel - End-User Refunds. Impact estimated in first full

fiscal year: negligible.

1051Budget Plan 2007, p. 436
1052Budget Speech 2007, p. 10
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Overall stance of the budget

Most of the tax measures in the budget were either ideological or long run. Adding

up those measures labeled as ideological, the figure is higher, very much due to the

new Child Tax Credit. Thus, I label the budget overall as exogenous, ideological.

2007 October 30, 2007

(million Can. dollars, numbers taken from Economic and Fiscal Statement, Table

3.5, p. 88, and Table A.1, p. 95)

Narrative without cancellations, excluding all personal tax credits

2007 Q4:

ENDOG DM: -1285

ENDOG DM: -942.5 (first stage of increase in basic personal amount)

2008 Q1:

ENDOG SS: -1152 (first stage of reduction in general corporate income tax rate)

ENDOG SS: -215 (anticipation of the small business income tax reduction)

ENDOG DM: -6020

ENDOG DM: -942.5 (second stage of increase in basic personal amount)

2009 Q1:

ENDOG SS: -511.7 (second stage of reduction in general corporate income tax rate)

ENDOG DM: -565 (third stage of increase in basic personal amount)

2010 Q1:
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ENDOG SS: 174.8 (third stage of reduction in general corporate income tax rate)

2011 Q1:

ENDOG SS: -944.3 (fourth stage of reduction in general corporate income tax rate)

2012 Q1:

ENDOG SS: -2608 (fifth stage of reduction in general corporate income tax rate)

Narrative with cancellations, without personal tax credits

2007 Q4:

ENDOG DM: -1285

ENDOG DM: -942.5 (first stage of increase in basic personal amount)

2008 Q1:

ENDOG SS: -1152 (first stage of reduction in general corporate income tax rate)

ENDOG SS: -215 (anticipation of the small business income tax reduction)

ENDOG DM: -6020

ENDOG DM: -942.5 (second stage of increase in basic personal amount)

2009 Q1:

ENDOG SS: -511.7 (second stage of reduction in general corporate income tax rate)

ENDOG SS: +215 (anticipation of the small business income tax reduction)

ENDOG DM: -565 (third stage of increase in basic personal amount)

2010 Q1:

ENDOG SS: 174.8 (third stage of reduction in general corporate income tax rate)
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2011 Q1:

ENDOG SS: -944.3 (fourth stage of reduction in general corporate income tax rate)

2012 Q1:

ENDOG SS: -2608 (fifth stage of reduction in general corporate income tax rate)

Narrative without transitory measures, excluding all tax credits given to individuals

2007 Q4:

ENDOG DM: -1285

ENDOG DM: -942.5 (first stage of increase in basic personal amount)

2008 Q1:

ENDOG SS: -1152 (first stage of reduction in general corporate income tax rate)

ENDOG DM: -6020

ENDOG DM: -942.5 (second stage of increase in basic personal amount)

2009 Q1:

ENDOG SS: -511.7 (second stage of reduction in general corporate income tax rate)

ENDOG DM: -565 (third stage of increase in basic personal amount)

2010 Q1:

ENDOG SS: 174.8 (third stage of reduction in general corporate income tax rate)

2011 Q1:
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ENDOG SS: -944.3 (fourth stage of reduction in general corporate income tax rate)

2012 Q1:

ENDOG SS: -2608 (fifth stage of reduction in general corporate income tax rate)

Variants 1 to 3 are the same, as all the relevant dates (First Reading, Passing by the

House and Royal Assent) fall in 2008 Q1.

Narrative without cancellations, excluding all personal tax credits

2008 Q1:

ENDOG DM: -1285

ENDOG DM: -942.5 (first stage of increase in basic personal amount)

2008 Q1:

ENDOG SS: -1152 (first stage of reduction in general corporate income tax rate)

ENDOG SS: -215 (anticipation of the small business income tax reduction)

ENDOG DM: -6020

ENDOG DM: -942.5 (second stage of increase in basic personal amount)

2009 Q1:

ENDOG SS: -511.7 (second stage of reduction in general corporate income tax rate)

ENDOG DM: -565 (third stage of increase in basic personal amount)

2010 Q1:

ENDOG SS: 174.8 (third stage of reduction in general corporate income tax rate)
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2011 Q1:

ENDOG SS: -944.3 (fourth stage of reduction in general corporate income tax rate)

2012 Q1:

ENDOG SS: -2608 (fifth stage of reduction in general corporate income tax rate)

Narrative with cancellations, excluding all personal tax credits

2008 Q1:

ENDOG DM: -1285

ENDOG DM: -942.5 (first stage of increase in basic personal amount)

2008 Q1:

ENDOG SS: -1152 (first stage of reduction in general corporate income tax rate)

ENDOG SS: -215 (anticipation of the small business income tax reduction)

ENDOG DM: -6020

ENDOG DM: -942.5 (second stage of increase in basic personal amount)

2009 Q1:

ENDOG SS: -511.7 (second stage of reduction in general corporate income tax rate)

ENDOG SS: +215 (anticipation of the small business income tax reduction)

ENDOG DM: -565 (third stage of increase in basic personal amount)

2010 Q1:

ENDOG SS: 174.8 (third stage of reduction in general corporate income tax rate)

2011 Q1:
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ENDOG SS: -944.3 (fourth stage of reduction in general corporate income tax rate)

2012 Q1:

ENDOG SS: -2608 (fifth stage of reduction in general corporate income tax rate)

Narrative without transitory measures, excluding all tax credits given to individuals

2008 Q1:

ENDOG DM: -1285

ENDOG DM: -942.5 (first stage of increase in basic personal amount)

2008 Q1:

ENDOG SS: -1152 (first stage of reduction in general corporate income tax rate)

ENDOG DM: -6020

ENDOG DM: -942.5 (second stage of increase in basic personal amount)

2009 Q1:

ENDOG SS: -511.7 (second stage of reduction in general corporate income tax rate)

ENDOG DM: -565 (third stage of increase in basic personal amount)

2010 Q1:

ENDOG SS: 174.8 (third stage of reduction in general corporate income tax rate)

2011 Q1:

ENDOG SS: -944.3 (fourth stage of reduction in general corporate income tax rate)
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2012 Q1:

ENDOG SS: -2608 (fifth stage of reduction in general corporate income tax rate)

Economic Context

The Economic Statement makes clear from the start that the very large tax relief

measures outlined in the document were set up in order to respond quickly to an ad-

verse international situation: "Canada’s economic and fiscal fundamentals are rock

solid, yet the world economy is experiencing turbulence and increased uncertainty.

Given this global economic uncertainty, now is the time to act. Our strong fiscal po-

sition provides Canada with an opportunity that few other countries have—to make

broad-based tax reductions that will strengthen our economy, stimulate investment

and create more and better jobs." 1053 The main risks for the Canadian economy came

from the outside: "The risks to the Canadian economic outlook are tilted to the down-

side. The main risks to the outlook are the potential for a weaker U.S. economy and a

higher-than-expected Canadian dollar." 1054 This implies that the measures presented

below will tend to be endogenous, supply stimulus or endogenous, demand man-

agement.

Tax Measures

Business Income Tax Measures

1. Reducing the general federal corporate income tax rate. "This Economic State-

ment proposes to reduce the general corporate income tax rate (after the 10-per-cent

abatement for income earned in a province) to 19.5 per cent effective January 1, 2008,

1053October 30, 2007, Economic Statement, p. 7
1054October 30, 2007, Economic Statement, p. 38
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to 19 per cent effective January 1, 2009, to 18 per cent effective January 1, 2010, to

16.5 per cent effective January 1, 2011 and to 15 per cent effective January 1, 2012."

1055 Thus, this measure happens in stages. Peter Van Loan, Leader of the Government

in the House of Commons and Minister for Democratic Reform, in response to an Op-

position MP, further stated: "apparently the leader of the NDP has come up with his

solution to jobs at a struggling Chrysler, tax them to death. That is not the way jobs

are created and that is not the way we help the people who work in those jobs. We

have done things to help those companies be more competitive. We have increased

the capital cost allowance in the last budget. We are cutting corporate taxes so they

can be more competitive. We are cutting the GST so people can buy their cars, so they

can buy manufactured goods, so they can spend more money, so they have a better

standard of living." 1056 The way the cut in the corporate income tax rate is presented

here indicates that the measure is endogenous, supply stimulus. The beginning of

each stage is each January 1, from 2008 to 2012. I start with the 2012-2013 figure

-$6120 mn, divide it by 4 to get a quarterly figure of -$1530 mn. From this, I get a

quarterly figure for each quarter of 2011 of (-3355-(-1530))/3 = -608.3. Working back

in this way until the first year when the measure is implemented, I obtain -1152 for

2008 Q1; -1663.7 for 2009 Q1; -1488.9 for 2010 Q1; -2433.2 for 2011 Q1; -6120 for

2012 Q1. This means that the impact of each particular stage is: -1152 for 2008 Q1;

-511.7 for 2009 Q1; +174.8 for 2010 Q1; -944.3 for 2011 Q1; -3686.8 for 2012 Q1.

2. Accelerating the small business income tax rate reduction. "In order to help

small businesses, this Economic Statement proposes to accelerate to 2008 the 0.5 per-

centage point reduction in the small business tax rate currently scheduled for 2009.

The small business tax rate would fall to 11 per cent effective January 1, 2008." 1057 I

enter this as -$215 mn in 2008 Q1 and a +$215 mn change in 2009 Q1. As Ted Men-

zies, Parliamentary Secretary to the Minister of Finance, said, "this government also

1055October 30, 2007, Economic Statement, p. 96
1056Hansard Debates, November 1, 2007, (1430)
1057October 30, 2007, Economic Statement, p. 97
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recognizes the importance of improving our ability to compete globally and we have

done just that. The fact is that we have moved quickly to improve Canada’s compet-

itive environment. Look at what we have done so far. We are reducing the general

corporate income tax rate (...) We are eliminating the corporate surtax (...) We are

reducing the 12% rate for eligible small business income to 11.5% in 2008 and 11% in

2009." 1058 The intention of this change is, thus, to help businesses in a time of need,

so I label it endogenous, supply stimulus.

Sales and Excise Tax Measures: cutting the GST to 5%. "This Economic Statement

proposes to reduce the GST rate by one percentage point, from 6 to 5 per cent, ef-

fective January 1, 2008." 1059 The motivation is endogenous as can be seen from the

dialogue between the Minister of Finance and an MPmany months later. The Minister

of Finance said: "we accelerated this second point in the GST [decrease from 6 to 5 %]

to January 1, 2008. That again was entirely intentional. It was apparent to us that

we needed to create a significant financial stimulus to the Canadian economy for this

year. The Americans are behind us in doing that. We were ahead of the curve on that,"

1060 in response to a question of Conservative MP Dean Del Mastro: "I note that do-

mestic demand for goods is increasing substantially. Specifically, we saw the demand

for new cars, new electronics, and so forth in Canada up significantly, really support-

ing retail operations across the country. How would you view the GST reduction in

light of this, and do you think it was timely in view of some of the softness that we’ve

seen in other economies?" Thus the measure regarding the GST should clearly be en-

dogenous, demandmanagement. Impact estimated in first full fiscal year: -$6020mn

Personal Income Tax Measures

1. Reducing the 15.5% rate to 15%. "The lowest personal income tax rate will be

1058Hansard Debates, October 23, 2007, (1110)
1059October 30, 2007, Economic Statement, p. 98
1060Standing Committee on Finance, April, 16, 2008
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reduced to 15 per cent from 15.5 per cent effective January 1, 2007. This rate will

also generally be used to calculate non-refundable tax credits and the alternative min-

imum tax for the 2007 and subsequent taxation years." 1061 This is a highly retroactive

measure; consistently with similar situations, I attribute the number to the document

date, which means the last quarter of 2007. The motivation is endogenous, demand

management. Impact estimated in first full fiscal year: -$1285 mn

2. Raising the basic personal amount. "The basic personal amount—the amount

that an individual can earn without paying federal personal income tax—is proposed

to be increased to $9,600 for 2007 and 2008, and to $10,100 for 2009, from its current

2007 value of $8,929." 1062 Beginning in 2010, simple indexation to inflation would

determine the basic personal amount. I separate the three stages as: -942.5 for 2007

Q4; -942.5 for 2008 Q1, since the -1185 correspond to the two years, 2007 and 2008,

but for 2007 I take the document date as the implementation date. In 2009 Q1, I enter

-565. The motivation is endogenous, demand management.

All the following quotes come from the Economic Statement of October, 2007, p.

8.

1. "To improve productivity, employment and prosperity in an uncertain world, a

bold, new tax reduction initiative will reduce the general federal corporate income tax

rate to 15 per cent by 2012 from its current rate of 22.1 per cent. The general corporate

income tax rate will decline by 7.12 percentage points between 2007 and 2012."

2. Establishing a dialogue with the provinces in order "to reach a 25 per cent com-

bined federal-provincial-territorial statutory corporate income tax rate."

3. Further reduction of the goods and services tax (GST) "by a further 1 percentage

point as of January 1, 2008, fulfilling the Government’s commitment to reduce the

1061October 30, 2007 Economic Statement, p. 111
1062October 30, 2007 Economic Statement, p. 111
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GST to 5 per cent."

4. "The GST credit for low- and modest-income Canadians will be maintained at

its current level even though the GST rate is being reduced."

5. "The lowest personal income tax rate will be reduced to 15 per cent from 15.5

per cent, effective January 1, 2007." Thus, this is a highly retroactive measure.

6. "The amount that all Canadians can earn without paying federal income tax will

be increased to $9,600 for 2007 and 2008, and to $10,100 for 2009."

Overall stance of the Economic Statement

The measures in the Economic Statement have no doubt a long run intention to

them, driven by the government’s party program. However, the goals behind the Eco-

nomic Statement were expressed in a very clear way: the goal was to oppose troubling

international tendencies. There was both an intention to boost demand as there was

an intention to stimulate supply. Thus, and because the greatest changes in the docu-

ment were designed to stimulate demand, I label the document as endogenous, sup-

ply stimulus overall.

2008 February 26th

(million Can. dollars, numbers taken from Budget Plan 2008, Annex 4, Table A4.1,

p. 272)

Narrative without cancellations, excluding all tax credits given to individuals

2008 Q2:
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EXOG IL: -10+(-5)+(-15)+(-15)+5

EXOG LR: -10+(-5)

2009 Q1:

ENDOG SS: -155 (extension of the accelerated CCA for manufacturing and process-

ing)

EXOG LR: -50

Narrative with cancellations, excluding all tax credits given to individuals

2008 Q2:

EXOG IL: -10+(-5)+(-15)+(-15)+5

EXOG LR: -10+(-5)

2009 Q1:

ENDOG SS: -155 (extension of the accelerated CCA for manufacturing and process-

ing)

EXOG LR: -50

2012 Q1:

ENDOG SS: +155 (extension of the accelerated CCA for manufacturing and process-

ing)

Narrative without transitory measures, excluding all tax credits given to individuals

2008 Q2:

EXOG IL: -10+(-5)+(-15)+(-15)+5
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EXOG LR: -10+(-5)

2009 Q1:

EXOG LR: -50

Variant 1, First Reading (2008 Q2 for Bill C-50), dropping all measures that are

absent from legislation.

Narrative without cancellations, excluding all tax credits given to individuals 1063

2008 Q2:

EXOG IL: -10+(-15)+(-15)+5

EXOG LR: -10

2009 Q1:

EXOG LR: -50

Variant 2, Passed by the House (2008 Q3 for Bill C-50)

This is the same as Variant 3.

Narrative without cancellations, excluding all tax credits given to individuals 1064

2008 Q3:

1063Identical to "Narrative with cancellations, excluding all tax credits given to individuals" and "Nar-

rative without transitory measures, excluding all tax credits given to individuals."
1064Identical to "Narrative with cancellations, excluding all tax credits given to individuals" and "Nar-

rative without transitory measures, excluding all tax credits given to individuals."
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EXOG IL: -10+(-15)+(-15)+5

EXOG LR: -10

2009 Q1:

EXOG LR: -50

Economic Context

There were some causes for concern regarding the Canadian economy, that the

government acknowledgedwhen it stated that "current forecasts suggest that the Cana-

dian economy will slow somewhat in the near term. This moderation reflects the

materialization of some of the downside risks identified in the Economic Statement

— particularly a weaker U.S. economy. Moreover, the outlook remains uncertain,

given growing concerns about a larger-than-expected slowdown in the U.S. and un-

certainty about the duration and impact of ongoing financial market turbulence." 1065

Also, commodity prices increased; these higher prices "clearly benefit the Canadian

economy" but also "raise input costs for producers in some sectors (for example, non-

energy manufacturing, forestry and livestock production)." 1066 This pressured the

Canadian dollar to appreciate, which harmed export-sectors. Nevertheless, with "in-

flation pressures well contained" 1067 and the government stated that "the fundamen-

tals underpinning the Canadian economy remain strong. This strength, together with

the decisive and timely tax relief announced in the October 2007 Economic Statement,

will help Canada’s economy weather the economic challenges ahead." 1068 This indi-

cates that, even though there might be some endogenous tax changes in the budget,

the main response to the economic challenges at the time had already been taken in

the October 2007 Economic Statement and, thus, there was room for some exogenous

1065Budget Plan 2008, p. 29
1066Budget Plan 2008, p. 33
1067Budget Plan 2008, p. 32
1068Budget Plan 2008, p. 29
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measures within the 2008 budget.

Tax Measures

Personal Income Measures

1. Tax-Free Savings Account. "To improve the taxation of savings, Budget 2008

proposes to introduce the Tax-Free Savings Account (TFSA) — a flexible, registered

account that will help Canadians with their different savings needs over their lifetime.

The design elements of the TFSA are described below." 1069 I set the implementation

date to be the first quarter of 2009: " This measure will have effect after 2008." 1070 The

motivation of the measure was clearly to encourage savings: "It’s an historic change

to encourage savings by Canadians." 1071 Also, the government’s pamphlet presenting

the measure states that "Canadians need to save for many different purposes over their

lifetimes. Reducing taxes on savings can help." 1072 Thus, I label it exogenous, long

run. Impact estimated in first full fiscal year: -$50 mn

2. Registered Education Savings Plans. Impact estimated in first full fiscal year:

negligible.

3. Northern Residents Deduction. "To further assist in drawing skilled labour to

northern and isolated communities, Budget 2008 proposes to increase the maximum

daily residency deduction from $15 to $16.50. This increase will bring the maximum

annual amount of the residency deduction to $6,022.50 ($16.50 multiplied by 365

days) from $5,475 ($15 multiplied by 365 days) for residents of the Northern Zone

and to $3,011.25 from $2,737.50 for residents of the Intermediate Zone. This measure

1069Budget Plan 2008, p. 273
1070Budget Plan 2008, p. 276
1071Standing Committee on Finance, April 16, 2008, (1620)
1072Tax-Free Savings Account Pamphlet, p. 1
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will be effective as of January 1, 2008." 1073 The measure was presented as a way to

reduce the inequality among different Canadian regions, so I label it exogenous, ideo-

logical and assign to it the budget date. Impact estimated in first full fiscal year: -$10

mn

4. Medical Expense Tax Credit. "Budget 2008 proposes to add to the list the cost

to purchase, operate, and maintain" 1074 several types of medical devices prescribed

by medical practitioners. "In addition, Budget 2008 proposes to extend eligibility un-

der the METC to recognize eligible expenses for service animals specially trained to

assist an individual who is severely affected by autism or epilepsy to cope with the in-

dividual’s impairment." 1075 In addition to these extensions, the Budget intended "to

clarify the wording for eligible drugs and medications to ensure that those that may

be purchased without a prescription remain ineligible. The additions to the list of

eligible expenses for the METC will be effective for the 2008 and subsequent taxation

years. The clarification in respect of eligible drugs and medications will be effective

for expenses incurred after February 26, 2008." 1076 I will adopt the budget date as

the implementation date for both, since "the additions to the list of eligible expenses

for the METC will be effective for the 2008 and subsequent taxation years. The clar-

ification in respect of eligible drugs and medications will be effective for expenses

incurred after February 26, 2008." 1077 The intention of most of these measures is to

provide support for people with medical needs, so I label this exogenous, ideological.

Impact estimated in first full fiscal year: -$5 mn

5. Registered Disability Savings Plans. Impact estimated in first full fiscal year:

negligible.

1073Budget Plan 2008, p. 160
1074Budget Plan 2008, p. 281
1075Budget Plan 2008, p. 282
1076Budget Plan 2008, p. 282
1077Budget Plan 2008, p. 282
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6. Mineral Exploration Tax Credit. A mineral exploration tax credit that had ex-

pired in December 2005, was again introduced in Budget 2006 (May 2nd 2006) and

was scheduled to expire in March 2008. This credit was extended for a year: "Bud-

get 2008 proposes to extend eligibility for the mineral exploration tax credit to flow-

through share agreements entered into on or before March 31, 2009." 1078 The impact

estimated in first full fiscal year is -$145 mn. To emphasize the temporary nature of

this credit, it is possible to enter -$145 mn in 2008 Q2 and +$145 mn in 2009 Q2 for

the measure with the cancellations. The motivation of the measure can be found in

the Parliamentary Debates. Ted Menzies, Parliamentary Secretary to the Minister of

Finance, answered a question about the resources sector by saying: "While Canada’s

overall economy remains robust, we acknowledge rising challenges facing certain sec-

tors, ranging from global economic turbulence to a weakening American dollar. Bud-

get 2008 builds on an aggressive pre-emptive action taken both in the 2007 fall eco-

nomic update to reduce the tax burden for businesses and earlier this year to support

struggling communities and workers (...) Also of interest to northern Ontario is the

provision in budget 2008 to extend the mineral exploration tax credit, an incentive

available to individuals who invest in flow-through shares that are used to finance

mining exploration, intended to assist companies raise capital for exploration." 1079

This places the measure more as an endogenous, supply stimulus that as a long run

measure.

7. Capital Gains and Donations: Exchangeable Securities. Impact estimated in first

full fiscal year: negligible.

8. Private Foundations: Excess corporate holdings. Impact estimated in first full

fiscal year: negligible.

1078Budget Plan 2008, p. 284
1079Hansard Debates, February 28, 2008, (1825)

Chapter 3 463



Essays on Fiscal Policy and the Narrative Approach

9. Dividend Tax Credit. There was an indication in the Economic Statement of

October that this tax credit had to be adjusted to incorporate the fall in the corporate

income tax rate: "As a consequence of the corporate income tax rate reductions an-

nounced in this Economic Statement, consideration will be given to adjustments to the

enhanced DTC to ensure the appropriate tax treatment of dividend income." 1080 The

budget announced changes in the dividend tax credit "to reduce the eligible dividend

gross-up from its current level of 45 per cent to 44 per cent effective January 1, 2010,

41 per cent effective January 1, 2011, and 38 per cent effective January 1, 2012." 1081 I

thus label this change endogenous, deficit reduction and take the beginning of 2010

to be the implementation date. The figure presented in Table A4.1, p. 272, of Budget

Plan 2008, however, is not a full year figure, because the implementation happens in

2010 Q1 and the figure pertains to 2009-2010; so I multiply it by four to get +$100mn.

Business Income Measures

1. Scientific Research and Experimental Development Program. "Under the SR&

ED program, eligible current and capital expenditures are fully deductible. In ad-

dition, these expenditures are eligible for an investment tax credit (ITC) if they are

incurred in Canada (...) Budget 2008 proposes to increase the expenditure limit for

the enhanced ITC rate of 35 per cent, and to provide the enhanced SR& ED ITC

to medium-sized CCPCs by increasing the phase-out ranges on taxable income and

taxable capital (...) Budget 2008 proposes to recognize, for the purpose of the SR&

ED ITC, certain salary or wages incurred by a taxpayer in respect of SR& ED car-

ried on outside Canada." 1082 The Minister of Finance stressed the relation between

these measures and competitiveness: "Budget 2008 proposes to enhance the availabil-

ity and accessibility of the financial support for R and D to small and medium-sized

Canadian-controlled private corporations. Specifically, Bill C-50 proposes to, first of

all, increase the expenditure limit for the enhanced scientific research and experimen-

1080Economic Statement, October 30, 2007, p. 97
1081Budget Plan 2008, p. 291
1082Budget Plan 2008, pp. 292-294
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tal development investment tax credit; and secondly, extend the enhanced scientific

research and experimental development investment tax credit to medium-sized com-

panies by phasing out access to the enhanced benefits over increased taxable capital

and taxable income ranges. This proposed action will help Canada stay at the fore-

front of R and D, which in turn will help Canada continue to be competitive." 1083

Thus I label it exogenous, long run; the measure was effective starting February 26,

2008. However, the estimated impact in 2008-2009 is -$10 mn whereas the estimated

impact in 2009-2010 is -$45mn, which is a significant discrepancy. In accordance with

my criteria of using the first full fiscal year, I assign the figure -$10 mn to the measure.

2. Manufacturing and Processing: Accelerated CCA. Minister of Finance Jim Fla-

herty referred to this measure as a continuation of the supply stimulus from the pre-

vious budget: "A year ago, we could see that Canadian manufacturers and proces-

sors were facing very challenging times. That’s why, in Budget 2007, we brought in

a temporary accelerated capital cost allowance. This initiative allows manufacturing

businesses to fully write off investments in machinery and equipment over a two-

year period." 1084 Later, Peter van Loan, Leader of the Government in the House of

Commons and Minister for Democratic Reform, said in Parliament: "We are asking

the House to adopt the Budget 2008, which is a focused, balanced and prudent bud-

get that is responsible and rooted in reality. It builds on decisive pre-emptive action

taken in the 2007 Fall Economic Update to lower taxes for people and businesses,

pay down debt and provide targeted support to troubled industries. Members of the

House will continue to debate and then vote on budget actions to help troubled in-

dustries by extending the accelerated capital cost allowance for new manufacturing

equipment, establishing a $250 million automotive innovation fund to help automak-

ers meet the challenges for the future and extending support for older workers." 1085

Further evidence can be found in the words of Minister of Finance Jim Flaherty: "The

1083Standing Committee on Finance, April 16, 2008, (1540)
1084Budget Speech 2008, p. 8
1085Hansard Debates, February 28, 2008, (1505)
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Canadian economy remains strong, yet we are mindful of the challenges before us:

global uncertainty, volatile markets, and the difficulties confronting some of our tra-

ditional industries such as forestry and manufacturing. In budget 2007 we brought

in a $1.3 billion temporary accelerated capital cost allowance. This initiative allows

manufacturing businesses to fully write off investments in machinery and equipment

over a two-year period. In budget 2008, we extended this initiative for three years,

on a declining basis. This will provide the manufacturing and processing sector with

an additional $1 billion in tax relief. Manufacturers asked for this extension, and we

delivered." 1086 Thus, the reason for this extension is endogenous, supply stimulus. I

will enter this as -$155 mn in 2009 Q1 (with a corresponding +$155 three years later

for the measure that considers such cancellations).

3. Clean Energy Generation: Accelerated CCA. The budget proposed an expansion

of the eligibility of the accelerated capital cost allowance to include ground source

heat pumps and biogas. "Accelerated CCA provides a financial benefit by deferring

taxation. This incentive for investment is premised on the environmental benefits of

low-emission or no-emission energy generation equipment." 1087 Thus, I label it ex-

ogenous, ideological. The implementation date for every component of this change is

February 26, 2008. Impact estimated in first full fiscal year: -5$ mn

4. Aligning CCA Rates with Useful Life. "Budget 2008 proposes to increase the

CCA rate for railway locomotives acquired on or after February 26, 2008, that have

neither been used, nor acquired for use, before February 26, 2008, to 30 per cent from

15 per cent. Expenses of a capital nature that are incurred on or after February 26,

2008 for the refurbishment or reconditioning of a railway locomotive will also be el-

igible for the 30-per-cent CCA rate (...) Budget 2008 proposes that the CCA rate for

CO2 pipelines be increased to 8 per cent, the same rate that applies to oil and gas

transmission pipelines, to reflect better the typical useful life of these assets (...) The

1086Standing Committee on Finance, April 16, 2008, (1535)
1087Budge Plan 2008, p. 297
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new CCA rates for CO2 pipelines and pumping and compression equipment on CO2

pipelines will apply to property acquired on or after February 26, 2008." 1088 The goal

was to achieve a better "appropriateness of CCA rates to ensure that they reflect, as

closely as possible, the useful life of assets" 1089 which is often affected by technolog-

ical change. I consider this measure to be a pure measure of long run improvement

in the CCA system without an obvious link to any short term sudden improvement in

the technology involved. Thus, I label this exogenous, long run. Impact estimated in

first full fiscal year: -$5 mn

5. Remittance of Source Deductions. Impact estimated in first full fiscal year: neg-

ligible.

6. Business Number Initiative. Impact estimated in first full fiscal year: negligible.

7. Cross-Border Business and Investment. Impact estimated in first full fiscal year:

negligible.

8. Donations of Medicines. Impact estimated in first full fiscal year: negligible.

9. SIFT Tax: Provincial component. Impact estimated in first full fiscal year: neg-

ligible.

Sales and excise tax measures

1. GST/HST Health Measures. "Budget 2008 proposes to improve the application

of the GST/HST to a range of health care services, prescription drugs and medical

1088Budget Plan 2008, p. 302
1089Budget Plan 2008, p. 302
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devices to reflect the evolving nature of the health sector. A number of clarifying

measures are also proposed." 1090 The different measures in the package include an

expansion of the exemptions for basic health and education services, an expansion of

the exemptions to services rendered by registered nurses and an expansion of the ser-

vices that are zero-rated to all drugs prescribed by health professionals supplied to

final consumers, among others. The implementation date is the budget date. The goal

of this measure is social, so I label this exogenous, ideological, the same applying to

the next measure. Impact estimated in first full fiscal year: -$15 mn

2. GST/HST Treatment of Long-Term Residential Care Facilities. "To clarify the ap-

plication of the GSTNew Residential Rental Property Rebate to these facilities, Budget

2008 proposes to modify the Rebate provisions to replace the current condition that

residential units in the facility be “supplied” to individuals under a lease, licence or

similar arrangement with a requirement that the “possession” or “use” of the residen-

tial units in the facility be given to individuals for the purpose of their “occupancy”

as a place of residence under a lease, licence or similar arrangement. (...) Budget

2008 also proposes to clarify the GST/HST exempting provisions to ensure that “head

lease” payments by an operator to an owner of a long-term residential care facility

are exempt (...) Budget 2008 proposes to amend the self-assessment rules to clarify

that they apply where either “possession” or “use” of a residential unit in a residential

facility is given to an individual under a lease, licence or similar arrangement for the

purpose of occupying the unit as a place of residence." 1091 The implementation date

for all of these is February 26, 2008. I label this exogenous, ideological because of its

social content. Impact estimated in first full fiscal year: -$15 mn

3. GST/HST Treatment of Property Leases for Wind and Solar Power Equipment.

Impact estimated in first full fiscal year: negligible.

1090Budget Plan 2008, p. 310
1091Budget Plan 2008, pp. 314-316
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4. Tobacco Taxation. "To ensure that the tobacco tax system continues to support

the Government’s health goals, Budget 2008 proposes a number of changes to enhance

tobacco taxation enforcement and compliance, and minor changes to the duty on cer-

tain tobacco products. (...) The proposed changes to the stamping requirements and

the proposed new refund mechanism will be effective February 27, 2008; however,

the refund amounts will not be paid to claimants until after the provisions have re-

ceived Royal Assent." 1092 I take the relevant date to be February 27, 2008 and not

the Royal Assent date (since that would be just the day where the cash movement

would occur and not the relevant date on an accrual basis). The measures described

in the budget are a mix of health concerns (such as the increase in the duty on tobacco

sticks) and simplification and anti-avoidance measures (such as the decision to limit

the possession and importation of tobacco manufacturing equipment to people with a

license). The government emphasizes under the title "Protecting the Health and Safety

of Canadians," that it intends to reduce "the availability of contraband tobacco prod-

ucts through new tax compliance and enforcement measures." 1093 Overall, I consider

it to be a generic compliance measure with a tilt towards fighting smoking. Thus, I

label it exogenous, ideological. The implementation date is the budget date. Impact

estimated in first full fiscal year: +$5 mn

5. Excise Duty on Imitation Spirits. Impact estimated in first full fiscal year: neg-

ligible.

6. Aboriginal Tax Policy. Impact estimated in first full fiscal year: negligible.

1092Budget Plan 2008, pp. 316-318
1093Budget Plan 2008, p. 146
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Overall stance of the budget

Even though I found several exogenous, ideological changes in the budget, they

were relatively minor compared to the endogenous, supply stimulus changes in the

budget, which means that the response to the economic difficulties was not fully com-

pleted in the October 2007 Economic Statement. So if I had to pick a label, that would

be the one. Furthermore, the Minister of Finance introduces the Budget Speech with

a message consistent with this: "Mr. Speaker, the fundamentals of the Canadian econ-

omy are strong (...) But Canada is not an island. Challenges from abroad impact us

here at home (...) Meeting these challenges is critical. Not just for our country, but for

our families. Mr. Speaker, we have come to a fork in the road. (...) Our Government

is taking the path that requires focus, prudence and discipline. And, Mr. Speaker, we

know where we are going and we have a plan to take us there: Advantage Canada. It’s

an economic plan rooted in reality. A plan that is responsible. A way forward for the

long term. Our Government recognized the coming challenges and we moved forward

with a sense of purpose and determination." 1094

2009 January 27th

(million Can. dollars, numbers taken from Budget 2009, Annex 5)

Narrative without cancellations, excluding all tax credits given to individuals 1095

2009 Q1:

ENDOG DM: -1885+(-15)+(-175)=-2075

EXOG LR: (-340)

EXOG LR: (-45)+(-76)

1094Budget Speech 2008, pp. 3 and 4
1095Identical to "Narrative with cancellations, excluding all tax credits given to individuals" and "Nar-

rative without transitory measures, excluding all tax credits given to individuals."
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Variant 1, where First Reading of the Bill (2009 Q1 for Bill C-10 and 2009 Q4 for

Bill C-51) is the announcement date (and implementation date of all the measures

scheduled for that date and before that date)

Narrative without cancellations, excluding all tax credits given to individuals 1096

2009 Q1:

ENDOG DM:-1885+(-15)+(-175)

EXOG LR: (-45)+(-76)

Variant 2, where Passing of the Bill by the House (2009 Q2 for Bill C-10 and 2010

Q1 for Bill C-51) is the announcement date (and implementation date of all the mea-

sures scheduled for that date and before that date)

Variant 3, where Royal Assent (2009 Q2 for Bill C-10 and 2010 Q1 for Bill C-51) is

the announcement date (and implementation date of all the measures scheduled for

that date and before that date) is the same.

Narrative without cancellations, excluding all tax credits given to individuals 1097

2009 Q2:

ENDOG DM:-1885+(-15)+(-175)

1096Identical to "Narrative with cancellations, excluding all tax credits given to individuals" and "Nar-

rative without transitory measures, excluding all tax credits given to individuals."
1097Identical to "Narrative with cancellations, excluding all tax credits given to individuals" and "Nar-

rative without transitory measures, excluding all tax credits given to individuals."
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EXOG LR: (-45)+(-76)

Political Context

The October 14, 2008 elections had brought the Conservatives back into govern-

ment with a minority government. The Liberal Party took important losses, whereas

the New Democratic Party had a significant increase, compared to the 2006 federal

elections. However, soon after the 2008 elections, Canada experienced a Parliamen-

tary Crisis. The motive for the crisis was a profound disagreement about the measures

contained in the November 27, 2008, Economic and Fiscal Update. That document

was elaborated with the purpose of responding to the crisis. One of the measures that

drew more criticism from the opposition parties was the change proposed in party

funding. The Minister of Finance stated: "Canadians pay their own bills, and for some

Canadians that is getting harder to do. Political parties should pay their own bills too,

and not with excessive tax dollars. Even during the best of economic times, parties

should count primarily on the financial support of their own members and their own

donors. Today, our Government is eliminating the $1.95-per-vote taxpayer subsidy for

politicians and their parties, effective April 1, 2009." 1098 The opposition parties ral-

lied against the minority government and agreed to propose an alternative coalition

government. New Democratic Party leader Jack Layton stated: "Mr. Speaker, 62% of

people voted against giving this Prime Minister a mandate. They voted for opposi-

tion parties. Parties on this side of the House have set aside their differences to work

together. The new coalition government’s priority will be to put forward concrete

solutions for the economy. That is what people want now." 1099 The Prime Minister

answered that "the three opposition parties told voters that they had no plan to form a

coalition. That was their commitment, their promise to the Canadian people. That is

what they told the Canadian people. Instead of being willing to co-operate, the leader

of the NDP has admitted that from the beginning of this Parliament his sole objective

1098Speech for the Economic and Fiscal Update, November 27, 2008
1099Hansard Debates, December 2, 2008, (1430)
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was to form a coalition with the separatists. That is not what federalists, Conserva-

tives, Liberals and NDPers across the country, voted for." 1100 Furthermore, the Liberal

Party leader Stéphane Dion stated: "I love this country and I have dedicated my life

to Canadian unity. As part of this agreement, the Bloc has agreed to 18 months of

political stability in Canada. That is what this agreement will bring to the country."

1101

The coalition between the Liberal and the New Democratic Party was supported by

the BQ, as its leader Gilles Duceppe stated that "by announcing his intention to elim-

inate public funding of political parties, the Prime Minister is betraying the memory

of René Lévesque. Public funding was at the heart of René Lévesque’s reform. This

desire to slash funding is a direct attack on democracy." 1102

Eventually, the government withdrew many of the measures on the Economic and

Fiscal Update, but decided to ask the Governor General for prorogation, which meant

the session would be over and the opposition actions to oust the Conservative govern-

ment would have to be dropped.

The new 2009 budget ended up being approved with support from the Conserva-

tive and also the Liberal Party, after an amendment was adopted.

Economic Context

The economic outlook was dominated by the financial crisis. In the Budget Speech,

Jim Flaherty, Conservative Minister of Finance in the government of Stephen Harper,

on January 27th 2009, said that "since last fall, the global situation has deteriorated

further, and faster, than anyone had predicted." He added that "Canadians are feeling

the effects of the global recession, and they are concerned. They are concerned about

their jobs and savings. They are concerned about their families, their businesses, and

1100Hansard Debates, December 2, 2008, (1430)
1101Hansard Debates, December 2, 2008, (1435)
1102Hansard Debates, November 27, 2008, (1705)
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their communities." 1103 He then goes on to outline the ultimate goals the government

aims at achieving with the current budget. "In Canada’s Economic Action Plan we are

helping families and stimulating consumer spending. We are providing additional tax

relief, especially for lower- and middle-income Canadians. This will put more money

in the hands of Canadian families, to help them weather the current storm, and to

help stimulate our economy." 1104 Other measures include the building of infrastruc-

ture and financial support for some businesses and industries. Even though there are

some measures directed at poorer households, the overriding goal of the budget is

clearly stated as a stimulus package: "Our government will spend what is necessary

to stimulate the economy and we will invest what is necessary to protect our future

prosperity." 1105

Major Tax Measures

The main tax measures can be inspected in the Budget. 1106 The tax measures

are listed in the Budget and their expected impacts on revenues are tabled for several

fiscal years.

Personal Income Tax Measures

1. First, the budget proposes to "increase the basic personal amount and the two

lowest personal income tax brackets by 7.5 per cent above their 2008 levels, effective

January 1, 2009." 1107 There is a social concern in these changes but given that the

main goal of the budget was to stimulate the economy, it qualifies as endogenous,

demand management. Impact estimated in first full year: -$1885 mn

2. "The income levels onwhich income-testing of the base benefit under the Canada

1103Budget Speech 2009, p.3; also available on Hansard Debates - 2 (January 27, 2009), section 1605
1104Budget Speech 2009, p.4
1105Budget Speech 2009, p.5
1106Annex 5 of the Budget, "TaxMeasures: Supplementary Information and Notices ofWays andMeans

Motions."
1107Budget Plan 2009, p. 307
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Child Tax Benefit (CCTB) and the National Child Benefit supplement (NCBs) are

based, will be increased in line with the increase in the upper limit of the lowest

personal income tax bracket." 1108 This pertains to an expenditure, so it is excluded.

3. Tax relief through the Working Income Tax Benefit. In January 29th, Leona

Aglukkaq, Min. of Health, said that "the working income tax benefit is being in-

creased as an added incentive for Canadians to join and remain in the workforce."

1109 The reason stated is clearly a long run structural reason, related to the incen-

tive to work. Furthermore, the Budget states in the section allocated to this measure

that "the Government of Canada recognizes the efforts that provinces and territories

have taken to improve work incentives for low-income individuals and families." Also,

James Rajotte, Conservative MP, stated in the second reading: "Our government has

introduced two programs specifically on which I would like her to comment. The first

is the working income tax benefit that especially helps people moving from social as-

sistance into the workforce." 1110 Thus this measure is labeled as exogenous, long run

with an impact estimated in first full year of -$580 mn. This is effective January 1st,

2009, as said in the Budget, p. 19.

4. "Budget 2009 proposes to increase the Age Credit, a federal income tax credit for

Canadians 65 years of age and older, for the 2009 and subsequent taxation years. The

Age Credit is calculated by multiplying the lowest personal income tax rate, 15 per

cent, by an amount that is indexed to compensate for inflation." 1111 This is an exoge-

nous ideologically driven change, since there is a clear social concern with supporting

elderly people: exogenous, ideological. Impact estimated in first full year: -$325 mn

5. A temporary Home Renovation Tax Credit (HRTC) was introduced. In the Bud-

get 2009, it is written that "the HRTC will provide meaningful tax relief to help Cana-

dian homeowners make improvements to their property while promoting broad-based

1108Budget Plan 2009, p. 307
1109Hansard Debates, January 29th 2009, 1035
1110Hansard Debates, February 9th 2009, 1810
1111Budget Plan 2009, p. 312

Chapter 3 475



Essays on Fiscal Policy and the Narrative Approach

economic activity." 1112 Furthermore, during the House debates, the Minister of Fi-

nance Jim Flaherty said that "this will benefit about 4.6 million Canadian families and

individuals performing home renovations. Eligible renovation costs could include

planting trees, installing a new energy efficient furnace or water heater, finishing a

basement, remodelling a kitchen or resurfacing a driveway (...) Most important, this

tax credit will result in a significant immediate stimulus to the Canadian economy,

helping employ Canadians, helping our retail sector, and helping the forestry indus-

try as well." 1113 It is thus labeled as endogenous, demand management. It was to

apply to "expenditures for work performed, or goods acquired, after January 27, 2009

and before February 1, 2010." 1114 Therefore, I enter it in the budget date (2009 Q1)

and cancel it in 2009 Q4. Impact estimated in first full year: -$2500 mn

6. "The Home Buyers’ Plan (HBP) allows first-time home buyers to withdraw

amounts from a Registered Retirement Savings Plan (RRSP) to purchase or build a

home without having to pay tax on the withdrawal." 1115 Applies "in respect of with-

drawals made after January 27, 2009." Impact estimated in first full year: -$15 mn.

Also, a First time Home buyers’ tax credit was introduced with impact estimated in

first full year of -$175 mn. The reasons for these measures were essentially to revi-

talize the construction sector. In January 29th, MP Tim Uppal (CPC) said that "given

these troubled times, our government recognizes the undue strain placed on first-time

home buyers and the negative effects it directly places on their future aspirations.

Our Conservative government is providing a first-time home buyers’ tax credit that

will provide tax relief to those families looking to purchase their first home. In ad-

dition, we will increase the amount that first-time home buyers can withdraw from

their RRSPs to purchase a home." 1116 Leona Aglukkaq (Minister of Health, CPC) said

in the House that "Canada’s economic action plan gives a shot in the arm to the home

construction and home renovation industries, both key drivers of our economy. It al-

1112Budget Plan 2009, p. 127
1113Hansard Debates, January 27th, 1710
1114Budget Plan 2009, p. 313
1115Budget Plan 2009, p. 316
1116Hansard Debates, January 29th, 1055
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lows first-time home buyers more flexibility to withdraw from RRSPs to make their

purchase and gives them a break through a tax credit on their tools and costs." 1117

Therefore, this measure seems to have been designed in order to obtain a boost to a

depressed economy, thus it should be labeled as endogenous, demand management,

just like the Home Buyer’s Plan. Thus, these two measures overall constitute a full-

year impact of -175$+(-15$)=-190$, the implementation is in the first quarter of 2009.

8. "Budget 2009 proposes to allow, upon the final distribution of property from a

deceased annuitant’s RRSP or RRIF, the amount of post-death decreases in value of the

RRSP or RRIF to be carried back and deducted against the year-of-death RRSP/RRIF

income inclusion." 1118

9. Regarding mineral exploration, Budget 2009 proposed further to "extend eligi-

bility for the mineral exploration tax credit for one year, to flow-through share agree-

ments entered into on or before March 31, 2010." 1119 Given that originally the mea-

sure was set to expire on March, 2009, the new implementation date can be set on the

second quarter of 2009. However, the website of National Resources of Canada states

that "in the Economic Statement and Budget Update of October 18, 2000, the fed-

eral government announced a temporary 15% tax credit for investors in flow-through

shares of mineral exploration companies. (...) The METC [Mineral Exploration Tax

Credit] originally applied to eligible exploration expenses incurred after October 17,

2000, and before January 1, 2004. The credit has since been extended several times."

Furthermore, the Natural Resources Canada webpage presents a 2010 report by the

Intergovernmental Working Group on the Mineral Industry stating that "although it

is difficult to assess what proportion of the increased FTS usage in 2009 is attributable

to the 15% Mineral Exploration Tax Credit (METC) per se (...) it is believed that the

tax credit contributed to maintaining investors’ interest in exploration, particularly in

recent troubled times." I did not find a clear reason for the extension in the budget or

Hansard, but given the post-measure assessment by the agency’s report, this has been

1117Hansard Debates, January 29th, 1035
1118Budget Plan 2009, p. 318
1119Budget Plan 2009, p. 318
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labeled endogenous, demand management. Impact estimated in first full year: -$70

mn

Business Tax Measures

1. It was proposed that the "annual amount of active business income eligible for

the reduced tax rate - generally referred to as the "small business limit" - be increased

as of January 1, 2009 to $500,000." footnoteBudget Plan 2009, p. 319 MP Tim Up-

pall (CPC) emphasized the government’s "dedication to sustaining strong, competitive

businesses" in order to "create revenue for Albertans and Canadians alike", but also in

order to stimulate jobs and investment." Thus the measure is labeled exogenous, long

run. Impact estimated in first full year: -$45 mn

2. Manufacturing and Processing: Accelerated CCA. Impact estimated in first full

fiscal year: negligible.

3. Computers: Accelerated CCA Jim Flaherty, Min. of Finance, said about this

measure that the government’s goal has been to "restructure and retool their opera-

tions to remain competitive in the global economy. In Canada’s economic action plan

we will extend the 50% accelerated CCA rate by two years. That is not all. We will

also provide a temporary 100% CCA depreciation rate for eligible computer hardware

and software acquired over the next two years." 1120 Thus, this measure seems to be

an exogenous, long run. This measure does not show up in the Bills aforementioned.

Impact estimated in first full year: -$340 mn

Sales Tax Measures. Impact estimated in first full fiscal year: negligible.

Custom Tariffs

Tariffs on the imports of a wide range of machinery and equipment were totally

eliminated. The goals stated in the budget were the "opportunity to simplify the ex-

isting structure" as well as to "lower the costs of acquiring machinery and equipment’

which is important since "tariffs on such goods vary from 2.5 per cent to 11 per cent

1120Hansard Debates, January 28th, 1630
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and represent a non-recoverable tax on new investments that companies make in or-

der to enhance their competitiveness." 1121 Thus, this is clearly exogenous, long run.

Furthermore, the Budget states (p. 331) that "the tariff reductions, to be given effect

by amendments to the Customs Tariff, are effective in respect of goods imported into

Canada on or after January 28, 2009." Thus the first quarter is the appropriate time of

the change. Impact estimated in first full year: -$76 mn

Overall stance of the budget

Overall, the budget was clearly designed to cut taxes in order to fight the recession

and support consumption and GDP, so if a single label had to be chosen it would have

to be endogenous, demand management.

1121Budget Plan 2009, p. 330
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3.6 Appendix

The table shown below presents the budget dates, and respective Prime Ministers

and Ministers of Finance. The letters in front of the political party’s name indicate if it

was a majority government (M) or a minority government (m). Relevant dates include

the no-confidence vote of November 28th, 2005 that toppled Paul Martin’s minority

Liberal government.
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Date Prime Minister Minister of Finance Political Party

1980, Oct. 28th Pierre Elliott Trudeau Allan MacEachen Liberal (M)

1981, Nov. 12th Pierre Elliott Trudeau Allan MacEachen Liberal (M)

1982, Jun. 28th Pierre Elliott Trudeau Allan MacEachen Liberal (M)

1983, Apr. 19th Pierre Elliott Trudeau Marc Lalonde Liberal (M)

1984, Feb. 15th Pierre Elliott Trudeau Marc Lalonde Liberal (M)

1985, May 23rd Brian Mulroney Michael Wilson Progressive Conservative (M)

1986, Feb. 26th Brian Mulroney Michael Wilson Progressive Conservative (M)

1987, Feb. 18th Brian Mulroney Michael Wilson Progressive Conservative (M)

1988, Feb. 10th Brian Mulroney Michael Wilson Progressive Conservative (M)

1989, Apr. 27th Brian Mulroney Michael Wilson Progressive Conservative (M)

1990, Feb. 20th Brian Mulroney Michael Wilson Progressive Conservative (M)

1991, Feb. 26th Brian Mulroney Michael Wilson Progressive Conservative (M)

1992, Feb. 25th Brian Mulroney Don Mazankowski Progressive Conservative (M)

1993, Mar. 26th Brian Mulroney Don Mazankowski Progressive Conservative (M)

1994, Feb. 22nd Jean Chrétien Paul Martin Liberal (M)

1995, Feb. 27th Jean Chrétien Paul Martin Liberal (M)

1996, Mar. 6th Jean Chrétien Paul Martin Liberal (M)

1997, Feb. 18th Jean Chrétien Paul Martin Liberal (M)

1998, Feb. 24th Jean Chrétien Paul Martin Liberal (M)

1999, Feb. 16th Jean Chrétien Paul Martin Liberal (M)

2000, Feb. 28th Jean Chrétien Paul Martin Liberal (M)

2001, Dec. 10th Jean Chrétien Paul Martin Liberal (M)

2003, Feb. 18th Jean Chrétien John Manley Liberal (M)

2004, Mar. 23rd Paul Martin Ralph Goodale Liberal (M)

2005, Feb. 23rd Paul Martin Ralph Goodale Liberal (m)

2006, May 2nd Stephen Harper Jim Flaherty Conservative (m)

2007, Mar. 19th Stephen Harper Jim Flaherty Conservative (m)

2008, Feb. 26th Stephen Harper Jim Flaherty Conservative (m)

2009, Jan. 27th Stephen Harper Jim Flaherty Conservative (m)
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Chapter 4

The Federal Tax Multiplier in Canada:

a Narrative Approach

Abstract

I build a new quarterly narrative dataset in order to estimate the impact of fed-

eral tax changes in Canada for the period 1981-2009. This dataset distinguishes

between tax changes motivated by deficit consolidation, long run growth, ideo-

logical concerns, which broadly speaking, correspond to social concerns, and ex-

ternally mandated tax changes. Using a proxy Structural VAR to compute the tax

multiplier, I conclude that tax revenue increases of 1% of GDP induce a significant

fall in output with a peak of 2%, faster than predicted by previous estimates. Long

run shocks and deficit consolidation shocks have both strong effects over output,

peaking at almost 2% and 1.6% respectively. Ideological tax hikes have a peak

effect of 1% over output. The interest rate tends to increase on impact follow-

ing an ideological or long run shock by 0.6% and 1.1% respectively, and it barely

changes on impact and indeed decreases by 0.5% two years after a tax hike mo-

tivated by a deficit consolidation. A second finding is that a federal tax increase

motivated by deficit consolidation is associated with a fall in provincial revenues

of approximately 2%, thus indicating some evidence for fiscal imbalance between

the federal and provincial budgets. Personal Income Taxes have a large multi-
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plier peaking above 2. Finally, I find significant effects of tax shocks over other

variables; investment and private consumption both fall after a tax hike, whereas

hours worked do not change significantly, except following a deficit consolidation.

Unit labor costs increase with a tax hike, regardless of the motivation of the shock.

JEL Codes: E32, E62, H20, H30, N12.
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4.1 Introduction

Recent events such as the response of governments to the 2008-2009 crisis and

the austerity packages adopted in European economies have shown to researchers and

policymakers the importance of adequately estimating the macroeconomic impact of

fiscal policy. In this chapter I focus on estimating the federal tax multiplier for Canada

drawing on a new dataset of tax measures that I have built based on official documents

such as government budgets, news releases and parliamentary debates. I adopt an

approach, the proxy Structural VAR, in which these identified tax measures are not

assumed to be perfectly correlated with the underlying tax shocks. I find a large tax

multiplier, peaking at 2% for the main specification.

The literature on the impact of tax shocks has provided estimates of tax multipliers

that vary substantially, in great part due to differences in the methods adopted to iden-

tify the shocks. Two strands of the literature stand out, one introduced by Blanchard

and Perotti (2002) and another introduced by Romer and Romer (2010a).

Blanchard and Perotti (2002) used assumptions on policy lags to conclude that pos-

itive tax shocks have a negative effect on GDP in the US, with a peak at approximately

1.4% after eight quarters. Their identification hinged on a restriction over the contem-

poraneous response of spending to tax shocks and to output movements, which can

be justified by policy lags, and on a restriction over the contemporaneous response of

revenues to output. They estimate this last parameter by adopting the OECD Giorno

et al. (1995) method, thus relying on the use of external information. This method

involves the computation of the income elasticity of taxes as a weighted average of

the elasticities of several revenue subcomponents. The elasticity they found was 2.08

for the US. Perotti (2005) shows results for Canada using this type of identification,

and finds a fall of 0.3% after 4 quarters and 2.2% after 12 quarters, with an estimated

income elasticity of taxes of 2.16. Baum et al. (2012), using this identification in the

context of a nonlinear VAR report lower multipliers in absolute value for Canada, 0.1

after eight quarters when the output gap is negative at the time of the shock.
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The other main strand of the literature has used event-study analysis to identify the

shocks and their timing. The goal of this approach has been to avoid the potential bias

that arises if the wrong income elasticity of taxes is used, which will occur if changes

in the tax base affect output contemporaneously. The benchmark specification in these

narrative studies has been one that places the variable of interest, say Gross Domestic

Product, on the left-hand side and the narrative and its lags on the right-hand side.

Romer and Romer (2010a) introduced this approach, and applied it to the US us-

ing presidential speeches and congressional reports (data is discussed in Romer and

Romer (2010b)); they concluded that a tax hike of 1 percent of GDP has a large nega-

tive effect over economic activity, reaching almost 3% after eight quarters. The same

methodology has been used for the UK by Cloyne (2013a) (data is available at Cloyne

(2013b)), who reported a large and persistent effect of a tax cut of 1% of GDP, peak-

ing at about 2.5% after 11 quarters. Hayo and Uhl (2014) applied this identification

approach to Germany (data explained in Uhl (2013)). Their conclusion was that the

tax multiplier is large; in particular, a tax cut of 1% of GDP increases output by more

than 2% after 7 quarters.

The standard narrative approach adopted in the literature hinges on a specification

such as the minimalistic one shown below where yt denotes GDP, possibly improved

with the inclusion of the lags of other macro variables on the right hand-side.

Δyt = μ+
∞∑
j=0

αjτt−j + εt (4.1)

The main assumption is that shocks τt−j are truly exogenous in the sense that the

expected value of εt given all τt−j is zero. The validity of the method thus requires

that the narrative changes identified are perfectly correlated with tax shocks and it

depends on them being truly exogenous; an implication is that the shocks should not

be predictable by past values of macroeconomic variables.

This chapter computes tax multipliers for Canada using the narrative approach;
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however, instead of regressing the variable of interest on various lags of the narra-

tive, I use the proxy structural VAR. Stock and Watson (2008) as well as Mertens and

Ravn (2013, 2014) introduced this new identification scheme. The assumptions of this

identification strategy are weaker than those of the standard narrative approach: the

tax narrative variable is not assumed to be perfectly correlated with the underlying

shocks, but is instead used as an instrument to uncover those shocks, and as such is

allowed to have measurement error. Therefore, I only require that it has a non-zero

correlation with the tax shocks. Furthermore, this instrument does not have to be un-

predictable, as long as it is not contemporaneously correlated with non-policy shocks.

The data on tax measures is a new dataset compiled after extensively analyzing

Canadian federal budgets and other official documents, such as budget speeches, De-

partment of Finance news releases and parliamentary debates. In building the data, a

distinction was drawn between endogenous and exogenous policy changes, following

a taxonomy close to Cloyne (2013b). I explain the details on the construction of the

data in depth in the previous chapter (Chapter 3). Two variants of this narrative are

analyzed. In one variant, all measures were kept (I call this the benchmark measure);

in another variant, measures scheduled to expire were removed.

The main finding is that there is a large tax multiplier, which is 2 for a tax of a

generic motivation. This result was obtained while controlling for the interest rate,

since the central bank might react to fiscal shocks, and thus omitting the interest rate

can entail a serious bias. Altering the specification of the system by considering a

three-variable system without the interest rate weakens some of the results, especially

for the variant of the narrative that includes temporary measures. Nevertheless, even

then, ideological and deficit consolidation tax hikes have large and significant effects

over output.

These results are consistent with a large income elasticity of taxes estimated via the

proxy SVAR; indeed across many different specifications I estimate an income elastic-

ity of taxes significantly higher than 2.16, the one found by Perotti (2005) for Canada,

using the OECD methodology. As Caldara and Kamps (2012) and Mertens and Ravn
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(2014) argue, a large income elasticity of taxes is associated with a large estimated tax

multiplier. Caldara and Kamps (2012) compare the Blanchard and Perotti (2002) in-

come tax elasticity to the one estimated by Mountford and Uhlig (2009), and conclude

that the higher elasticity estimated with the sign restriction identification of Mount-

ford and Uhlig (2009) explains the much higher multiplier they obtain. Mertens and

Ravn (2014) draw a similar conclusion when comparing the income elasticity of taxes

in Blanchard and Perotti (2002) to the one estimated through the proxy SVAR.

I also analyze the effect of a federal tax hike over provincial revenues when deficit

consolidations take place. This question is particularly relevant in the context of the

debate on fiscal imbalance in Canada. Formally, fiscal imbalance relates to the no-

tion that provinces do not have sufficient revenue while the federal government has

excess revenue. This debate is several decades long, but was rekindled by the Séguin

Commission (2002), set up by the Québec government to address the causes of fiscal

imbalance. The Canadian Department of Finance (2006) also admitted that a com-

mon criticism of larger than anticipated federal surpluses is the perception that the

federal government is not always transparent with other levels of government regard-

ing a positive behavior of federal revenue, and promised to improve transparency. I

find that provincial revenues decrease following a tax hike motivated by deficit con-

solidation, which indicates that in the sample period considered there is evidence of a

tendency to achieve a reduction in federal deficits at the expense of provincial deficits,

e.g., by cutting back transfers to the provinces.

Personal income taxes are found to have a higher multiplier than corporate income

taxes or commodity taxes. Furthermore, personal tax effects over output seem to be

more lasting than other tax changes.

Finally, I find effects of tax shocks over other variables, related to economic activity

and to the labor market: employment, hours worked and total hourly compensation

do not react very much, but expenditure components do; for example, investment goes

down by 4% at peak after a tax increase of 1% of GDP. Also, unit labor costs increase.

For tax shocks motivated by deficit consolidation, however, I detect a strong effect over
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employment and hours worked.

These results open up several avenues of research. The construction of provincial

tax narratives following the same procedure adopted for federal tax narratives might

shed some light on the interaction of provincial taxes with federal taxes since it will

allow the identification of provincial tax shocks. The same can be said of spending

shocks, which can be used in conjunction with tax shocks in a proxy SVAR using the

identification of Mertens and Ravn (2013). Finally, using a Panel VAR it is possible

to bundle Canada with other economies for which quarterly tax narrative data exists,

namely the United States, United Kingdom and Germany, and obtain tax multipliers

for the whole set of countries. 1

This chapter is organized as follows. Section 2 describes the basic facts about

the revenue structure in Canada. Section 3 explains the construction of the narra-

tive database and summarizes some of the properties of the narrative data. Section

4 discusses the identification assumptions under the Proxy Structural VAR. Section 5

presents the impulse responses for Canada. Section 6 concludes. The data description

is given in the Appendix, along with additional figures and an excerpt from Chapter

3 that illustrates the procedures I used to build the narrative. Appendix B, at the end

of this dissertation, provides additional figures.

1In Chapter 2, I have applied Panel VAR techniques following Canova and Cicarelli (2009, 2013) to

annual narrative data with the purpose of studying the impact of deficit consolidations.
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4.2 Tax structure in Canada

There are fourmain levels for which revenue is recorded in Canada: federal, provin-

cial/territorial, local and aboriginal. 2 The bulk of the revenue is either federal or

provincial.

Figure 4.1: Revenue in Canada by level of government

Notes. Federal (solid dark blue), Provincial (dashed light blue), Other (dotted red). The weights

were computed using the seasonally adjusted items of revenue presented in Table 380-0080

from Statistics Canada in conjunction with seasonally adjusted nominal Gross Domestic Prod-

uct fromOECD. Provincial Revenue corresponds to the item "Provincial and territorial govern-

ments." Other includes the items "Local general governments" and "Aboriginal governments."

From Figure 4.1 it is clear that provincial taxes have a large weight on total rev-

enues, larger even than federal revenues. If we remove federal transfers to the provinces

2Canada has 10 provinces and 3 territories. The provinces are: Alberta, British Columbia, Manitoba,

New Brunswick, Newfoundland and Labrador, Nova Scotia, Ontario, Prince Edward Island, Quebec

and Saskatchewan. The territories, located in the north, are Nunavut, the Northwest Territories and

Yukon. The local and aboriginal level refers to municipalities and First Nation communities.
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which are considered as a provincial revenue, the provincial revenue ratio to GDP be-

comes similar to federal revenues, averaging 17.2% for the period between 1981 and

2009, whereas federal revenues average 16.9% of GDP. As a ratio of GDP, federal rev-

enues in Canada are comparable to the US, where they are 18.1%. At the state and

local level, however, there is a different picture. In the US, state and local revenues

constitute around 12.5% of GDP for the period 1981-2009 (around 10% if transfers

are removed) against around 26% of GDP in Canada if transfers between the local and

provincial level are removed (21.8% of GDP if all transfers are removed). 3 The main

concern of this chapter lies in the behavior of federal revenue. Therefore, I proceed by

displaying the breakdown of that revenue by type of tax.

From Table 4.1 below, it is clear that the largest element in federal taxes pertains

to the taxation of incomes, particularly the personal income tax, which constituted

approximately 44% of the revenue throughout the sample period. We can also identify

the reform that took place in 1990with the introduction of the Goods and Services Tax.

This tax came to constitute on average 14.5% of the revenue from the moment it was

introduced.

3The ratios for the US were computed using the information in the NIPA Tables 1.1.5 and 3.3.
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Table 4.1: Disaggregation of Federal Revenue

1981-1989 1990-1999 2000-2009

%GDP %Revenue %GDP %Revenue %GDP %Revenue

Taxes on Incomes 9.32% 55.57% 10.17% 56.84% 10.12% 63.08%

of which households 6.86% 40.87% 8.13% 45.45% 7.41% 46.17%

of which corporate tax 2.20% 13.16% 1.77% 9.90% 2.32% 14.43%

Social Security Contrib. 1.63% 9.75% 2.23% 12.51% 1.32% 8.15%

Taxes on Production

and Imports
4.27% 25.44% 3.96% 22.16% 3.31% 20.60%

of which Manuf. Sales Tax 1.96% 11.58% 0.00% 0.00% 0.00% 0.00%

of which GST 0.00% 0.00% 2.21% 12.37% 2.33% 14.48%

Other 1.55% 9.24% 1.52% 8.49% 1.32% 8.17%

Notes. The weights were computed using the seasonally adjusted items of revenue presented in

Table 380-0080 from Statistics Canada in conjunction with seasonally adjusted nominal Gross

Domestic Product from OECD. The Manufacture sales tax was phased out by 1991, therefore

the periods considered for that tax were 1981-1990, 1991-2000 and 2001-2009.

Table 4.2 below summarizes the main facts about the revenue structure for the

United States for the period 1981 to 2009. Compared to the structure of the federal

revenue in the US, Canada displays a much larger weight of taxes on production and

imports. For the United States in the period 1981-2009, they constitute only about 5%

of the revenue and 0.92% of GDP. Social Security contributions have a small weight

in Canada, whereas in the United States they constitute about 6% of GDP and 36% of

the federal revenue. Taxation on incomes in the United States is smaller both in ratio

of the GDP, 9.92%, and as a percentage of the revenue, 54.50%.
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Table 4.2: Disaggregation of Federal Revenue: United States vs. Canada

United States Canada

%GDP % Revenue % GDP % Revenue

Taxes on Incomes 9.92% 54.50% 9.89% 58.60%

of which Personal income 7.93% 43.52% 7.49% 44.28%

of which Corporate income 2.00% 10.97% 2.09% 12.47%

Social Security Contrib. 6.61% 36.48% 1.73% 10.15%

Taxes on Production and Imports 0.92% 5.08% 3.83% 22.64%

of which excise 0.68% 3.74% 1.57% 14.13%

Other 0.71% 3.95% 1.46% 8.61%

Notes. For Canada the weights were computed using the seasonally adjusted items of revenue

presented in Table 380-0080 from Statistics Canada in conjunction with seasonally adjusted

nominal Gross Domestic Product from OECD. For the US, the weights were computed using

the seasonally adjusted revenue items from Tables 1.1.5 and 3.2. Time period: 1981-2009.

4.3 The Narrative

4.3.1 Building the narrative

To construct the narrative for federal tax shocks in Canada, I follow Cloyne’s clas-

sification of endogenous and exogenous tax changes.

As endogenous changes, I consider supply stimulus all measures said to be im-

plemented with the goal of boosting supply or helping a certain sector with no other

reason given; I consider demand management measures all those designed to control

demand (e.g to counter a fall in consumption or to control inflation); I consider deficit

reduction all measures aimed at controlling the budget deficit for reasons related to
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the contemporaneous behavior of the economy; and I consider spending driven all tax

changes tied to spending decisions.

Regarding exogenous changes, I consider ideological all measures motivated by

environmental, health or social concerns (such as the goal of reducing smoking or

increasing assistance to disabled citizens); I label long run all measures aimed at im-

proving the long run growth of the economy (such as tax reforms aimed at improving

the incentive to work and save, including broad tax rate cuts across the board when no

other reason is offered); I consider deficit consolidation all measures aimed at reduc-

ing a deficit inherited from the past (and not a sudden fall in revenue that occurred

just ahead of the budget, in which case the change would be endogenous); and I deem

external all those measures determined by judicial decisions. 4

I determine the timing of the measures looking at the implementation date, which

is the onementioned by the government, with expressions such as "effective on January

1, 1990" meaning the implementation date is the first quarter of 1990. I keep the

convention that, whenever a measure was to be implemented on the later half of a

quarter, its implementation date is the next quarter. I change the implementation date

to the announcement date (usually, this is the budget date) whenever the measure is

said to be effective prior to the announcement date.

Since all Canadian federal governments in the sample are majority governments

from 1980 to 2003, the announcement date is the budget date. There was some fluc-

tuation of the number of MPs during the parliamentary sessions, but the majorities

always held until the next election cycle. The reasoning behind this timing assump-

tion is that, having control of the House, the government is expected to move ahead

with its legislative agenda after announcing it on the budget date. From 2004 to 2011,

there were minority governments; this warrants changes to these timing assumptions

for those years.

To pinpoint the right timing during these latter years in the sample, each mea-

4Compared to Cloyne (2013b) and as expected this last category is almost absent from the sample.
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sure had to be matched to a bill and the relevant bills’ main dates had to be tracked.

One possibility is to use the day of the First Reading of the bill in the House as an

announcement date, but there is no guarantee at that point that the bill will move

forward without major changes. It is more reasonable to use the day the bill passed

the House in Third Reading since a consensus must have been built at that point; or

more conservatively, it is also possible to use the Royal Assent date. Generally, this

date happens right after the bill is approved by the Senate, but that might be consid-

ered too late as an announcement date. For some measures, however, those that do

not have to go through bills, the publication date is the only available. These mea-

sures (such as the changes in capital cost allowance rates) are rather placed in Part II

of the Canada Gazette as regulation changes. For all post-2003 documents studied,

four possible date conventions regarding the announcement date are presented in the

data: the budget date, the First Reading, the Third Reading and the Royal Assent (the

last one being the date the Governor-General attests to the implementation of the bill).

The one used to derive the results is the Third Reading date, which is very close to the

Royal Assent date. In order to have a better understanding of the construction of the

narrative, I present in the Appendix an example of one of the entries where the proce-

dure for the determination of the motivations attributed to each tax measure is made

clear. The document is the Budget Plan for 1984, presented under Prime Minister

Pierre Trudeau by Minister of Finance Marc Lalonde. The full dataset in presented in

the Chapter 3.

4.3.2 Discussion of the narrative variables

The narrative identified exogenous tax changes are presented below, at a quarterly

frequency. More than 500 tax changes were analyzed, with various sizes for the period

1981-2009.
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Figure 4.2: Tax Narrative - all exogenous motivations

Notes. The shaded areas stand for peak-to-trough recession periods for Canada, as documented

by the series CANRECDM from the Federal Reserve Bank of Saint Louis, which in turn builds

upon turning points built by OECD.

The narrative with the most nonzero entries recorded is long run. The large tax re-

lief measures dated from 2006 onwards are particularly noticeable. As for deficit con-

solidation, it is essentially restricted to the period between 1980 to the mid-nineties.

The consolidation efforts undertaken in the 1980s during the governments of Brian

Mulroney are particularly visible. This is roughly in accordance with the annual tax

consolidation narrative data collected by Devries et al. (2011). The external moti-

vation, which was in itself not very prevalent in Cloyne (2013b), is even less so for

Canada, since nothing analogous to European-level mandated tax changes exists for

Canada; it is nevertheless presented in Figure 4.2 for completeness.

Endogenous changes were also recorded, they are presented below, in Figure 4.3.
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Figure 4.3: Tax Narrative - all endogenous motivations

Notes. The shaded areas stand for peak-to-trough recession periods for Canada, as documented

by the series CANRECDM from the Federal Reserve Bank of Saint Louis, which in turn builds

upon turning points built by OECD.

One very noticeable feature of the changes documented in Figure 4.3 is the large

demand management tax change that took place after 2008, this corresponds to the

"Economic and Fiscal Statement of October 30, 2007," when the government recog-

nized that "the world economy [was] experiencing turbulence and increased uncer-

tainty." 5 As such, all the measures from this statement were labeled endogenous (sup-

ply stimulus or demand management) and further endogenous measures were found

to be present in the 2008 and 2009 budgets. There were again a number of deficit

reduction efforts in the first part of the sample. These changes were placed under

the "endogenous" label whenever they were deemed to have occurred as a response to

contemporary events and not as an independent decision to reduce the budget deficit.

5October 30, 2007, Economic and Fiscal Statement, p. 7
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Figure 4.4, presented below, contrasts the change in seasonally adjusted tax rev-

enues as a percentage of the GDP of the previous quarter with these narrative changes.

Figure 4.4: Tax Narrative and change in Tax Revenues, quarterly frequency - all moti-

vations

One fundamental issue confounds the relation between the two: the quarterly fre-

quency of the data, along with the problem that a big part of the tax revenues series

is cash-based might make it hard to see any connection between the narratives and

tax revenues. This can be observed by looking at the violent swings in the series of

tax revenues changes. Therefore, it is advisable to repeat this figure using yearly ag-

gregated numbers for the narrative-identified tax changes as well as for tax revenues.

Below, I present the same graphs aggregated year-by-year. For ideologically-driven

and long-run shocks, the correlation is not discernible, but the effects of the deficit

consolidation of the mid eighties re clearly visible.
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Figure 4.5: Tax Narrative and change in Tax Revenues, aggregated at yearly frequency

- all motivations

Figure 4.5 shows that the narrative is not always capturing the movements in fed-

eral taxes, but nevertheless it is able to capture the positive changes from the 80s as

well as the cuts from the early 2000s and the latter years in the sample. This is an

indication that the rise in federal tax revenues that occurred in the late 90s and in the

period between 2003 and 2007 happened automatically without any major tax hike

measure, exogenous or endogenous, behind it.

To illustrate the correlation between the change in federal tax revenues as a per-

centage of GDP and the narratives, I present that correlation below for different lags

of the narrative variables. Generally, a positive correlation can be found, often with a

lag. Thus, for example, the deficit consolidation narrative is positively correlated with

the change in tax revenues as a percentage of GDP, and moreover a strong correlation

can be found between the narrative variable and tax revenues three quarters into the

future. This indicates that the cash-based nature of the tax revenues series has con-

sequences for the relation with the measures as found in the government documents:

impacts over revenue may be felt instantly or with some lag throughout the following

year as revenues eventually start reflecting the measures taken by the government.

The next section complements these results with evidence of first stage regressions of

tax changes over the narratives and controls.
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Table 4.3: Correlation between changes in Federal Tax Revenues and Narrative

Lag of narrative Ideological Long Run Deficit Consolidation All Exogenous

mt 17.88% 12.06% 14.60% 15.26%

mt−1 5.91% -4.55% -10.85% -0.70%

mt−2 -0.03% 14.35% 12.67% 12.50%

mt−3 -5.63% 8.73% 0.06% 9.56%

Notes. Correlation coefficients were computed for each motivation between Federal taxes at

time t and each version of the narrative at time t − j for j=0,1,2,3.

4.3.3 Testing the relevance and predictability of the narrative shocks

To test for quality, I performed regressions of the change in tax revenues divided

by past quarter’s GDP over lags of this change, as well as lags of the logarithms of

the level of real GDP and real primary government spending. The contemporaneous

narratives were included along with three lags, to take into account a possible delayed

effect of the narrative over revenues. The results are summarized in the table below,

where I present the F test for the coefficients associated with the narrative and its lags,

along with the corresponding p-value. 6

6The tests reported are Newey West correlation-robust F tests, with 8 lags.
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Table 4.4: Relevance F tests and p-value

F-statistic p-value

Ideological 3.30 0.0145

Long Run 1.33 .2634

Deficit Consolidation 2.31 0.0639

All Exogenous 0.97 0.4271

All Endogenous and Exogenous 4.51 0.0023

Notes. F tests test the Null hypothesis that contemporaneous narrative and three lags of the

narrative are not significant in explaining changes in Federal Tax Revenues as a percentage of

Gross Domestic Product. These regressions include four lags of each of the other variables in

the VAR.

For the deficit consolidation and ideological motivations, the F statistic is similar

to the one found in Romer and Romer (2010) as discussed by Ramey (2015). These

relevance results worsen somewhat when using the third variant of the narrative (see

Appendix), with only the "ideological" narrative and the "deficit consolidation" narra-

tive still coming significant. The values for the F stat may be considered low compared

to the Stock, Wright and Yogo (2002) rule of thumb that aims at 10 for this statistic.

Nevertheless, not all narrative studies in the literature present large F statistics. For

Romer and Romer, in a similarly specified regression where I include the variables

in their VAR (revenues, spending and GDP) I obtain an F statistic of approximately

5 (Ramey (2015) documents a smaller number, 1.7, possibly due to differences in the

specification of the first stage regression); for Hayo and Uhl, I obtain a figure for their

implementation date narrative of over 6, and for Cloyne I obtain approximately 0.7

for the general narrative and similar figures for specific motivations of the narrative.

Thus, even though my figures are not very high and certainly do not check the Stock,

Wright and Yogo (2002) rule of thumb, it is common that this threshold is not met in
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the literature and similarly low F statistics can be found elsewhere.

To test the predictability of the exogenous narrative tax variables, similarly to

Cloyne (2013), I estimate a VAR with four variables, real GDP growth, real revenues

growth, real spending growth and the narrative, with 4 lags. I used, successively, the

narrative for deficit consolidation, long run, ideological and all exogenous tax changes

and I tested for Granger causality from other variables in the narrative equation. In

every case, I do not reject the null of no-Granger causality; this result is particularly

strong for all exogenous changes put together. The results, shown below in table 4.5,

are reassuring. Nevertheless, I emphasize the fact that unpredictability is not a re-

quirement when using the proxy SVAR, since, as will be made clear in the next sec-

tion, the identification does not assume that the narratives have to be uncorrelated

with past values of the non-policy variables.

Table 4.5: Granger causality tests

Motivation χ2 p-value

Ideological 14.954 0.244

Long Run 13.568 0.329

Deficit Consolidation 17.368 0.136

All Exogenous Changes 13.549 0.330

Notes. These Granger causality tests test the null that the excluded endogenous variables are

nonsignificant, in a VAR with the growth rate of GDP, growth rate of real government primary

spending as a ratio of GDP, change in the interest rate and the narrative itself; 4 lags were

used.
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4.4 Estimation and Proxy identification

This section discusses briefly the Mertens and Ravn (2013, 2014) identification.

Mertens and Ravn (2013, 2014) introduced an identification scheme that makes use

of the fact that so-called narrative variables are correlated with the structural shocks,

but this correlation is allowed to be imperfect. Working on the US economy, using 3

variables (tax revenues, government spending and gross domestic product), Mertens

and Ravn (2014) identified tax shocks, whereas Mertens and Ravn (2013) generalized

the procedure to more than one narrative variable. This section reviews their identifi-

cation scheme.

Consider the task of identifying revenue shocks in a one-country VAR with G vari-

ables (tax revenues followed by other endogenous variables, government spending,

GDP and interest rate, so G is 4). The system can be written as follows:

yt = Δ0 +Δ1yt−1 + ...+Δpyt−p +ut (4.2)

where yt is aG×1 vector of endogenous variables, Δj is aG×Gmatrix of coefficients as-

sociated with yt−j and ut is the vector of reduced form residuals. The relation between

the reduced form residuals and the structural shocks is as follows:

ut = B0εt (4.3)

where ut is the G×1 vector of reduced form residuals and B0 denotes the G×G matrix

that relates the reduced form shocks (call them ut) to the structural shocks εt . Partition

the structural shock vector εt as εt =
[
ε
′
1t ,ε

′
2t

]
, where ε1t contains the shocks of interest

(namely, the tax shocks, so that ε1t is a 1× 1 scalar) and ε2t contains all other shocks.

The narrative variable is denoted by mt and has a dimension which cannot be smaller

than that of ε1t . This is necessary, sincemt is being used as an instrument for the fiscal

variables. Vector mt has a dimension nm × 1, which is generally 1× 1 in the literature.

7 The conditions that have to be satisfied by mt are the following:

E [mtε1t
′] =Φ (4.4)

7For more on the interpretation of this method as an instrumental variable approach, see Stock and

Watson (2008).
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E [mtε2t
′] = 0 (4.5)

whereΦ is an unobserved non-zero matrix with dimension nm×1 and 0 in the second

equation is a nm×3 vector (in Mertens and Ravn (2014), these dimensions are 1×1 and

1×3 respectively). As discussed inMertens and Ravn (2012), identifying B0 (which has

G2 elements) requires a certain number of restrictions. The ones that come naturally

from the variance covariance matrix are G × (G + 1)/2. Add three more restrictions.

This is where the proxy variables mt come into play. Partition B0 as

B0 =

⎡⎢⎢⎢⎢⎢⎢⎢⎣
B11 B12

B21 B22

⎤⎥⎥⎥⎥⎥⎥⎥⎦ (4.6)

such that ⎡⎢⎢⎢⎢⎢⎢⎢⎣
u1

u2

⎤⎥⎥⎥⎥⎥⎥⎥⎦ =
⎡⎢⎢⎢⎢⎢⎢⎢⎣
B11 B12

B21 B22

⎤⎥⎥⎥⎥⎥⎥⎥⎦
⎡⎢⎢⎢⎢⎢⎢⎢⎣
ε1

ε2

⎤⎥⎥⎥⎥⎥⎥⎥⎦ (4.7)

where B11 is a scalar, B12 is a 1 × (G − 1) vector, B21 is a (G − 1) × 1 vector and B22

is a (G − 1) × (G − 1) matrix corresponding to the interaction between all non-policy

variables. In the case where there is one instrument for the policy shock, the two

conditions above imply

B21 =

(
Σ−1
mu
′
1

Σmu
′
2

)′
B11 (4.8)

where Σmu
′
1
= E [mtε1t

′] and Σmu
′
2
= E [mtε2t

′]. The first column of B is thus deter-

mined. The case would not be as simple in the case of multiple variables to be instru-

mented for, as one restriction would then be missing. 8

As was argued in the previous section, in this case, the nature of the Tax Revenues

(cash based) variable justifies the use of not only the current value of the narrative but

also of lags stretching back to a year before. Therefore, I rewrite the above expression

instead as

8 The restriction Mertens and Ravn suggest in that case is a Cholesky-style assumption but only

among the policy variables, so that we could, for example, place taxes before spending. For details on

the algebra, see Mertens and Ravn (2012).
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B21 =

[[(
Σu1m

′
)
(Σmm′ )

−1
(
Σmu

′
1

)]−1 [(
Σu1m

′
)
(Σmm′ )

−1
(
Σmu

′
2

)]]′
B11 (4.9)

where all the terms with Σ are defined analogously to before, but wherem has dimen-

sion 4×1, thus including the narrative, and three of its lags. This means that, after the

reduced form VAR is estimated, u2 is regressed over u1 using these four instruments

to obtain the term in parenthesis.

In obtaining the impulse responses shown here, I have used wild bootstrap simi-

larly to Mertens and Ravn (2014). First, I generate a random vector of 1 and -1, which

is multiplied by the reduced form residuals as well as by each vectormt . With the new

reduced form residuals, I generate a new sample and, after reestimating the model,

I use the bootstrap instruments vector to generate a bootstrap impact matrix and the

corresponding impulse response functions. After repeating the process 10000 times,

I compute the standard deviation and one standard deviation bands around the point

estimate.

4.5 Results of the Proxy SVAR

This section presents the responses to an increase in taxes of 1% of GDP. The nar-

ratives were cleaned of very small observations, which can be justified by the necessity

to clean away noisy observations, and demeaned. The threshold used for most of the

following figures was 0.025%, although small changes in this threshold produced no

significant changes. Other authors, such as Hayo and Uhl (2014) use a higher thresh-

old, 0.1%, which for my sample would not be feasible, except for the overall narrative

and the long run narrative. In all other cases, such a high threshold would wipe out

many observations and the series would become too sparse. The benchmark specifi-

cation has real federal taxes, real primary government spending, real gross domestic

product and interest rate, with a constant and 4 lags; using per capita variables does

not change results significantly. The scaling is produced by setting the initial impact

of the shock over tax revenues to be the inverse of the average tax ratio throughout the
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sample period 1981-2009, which is about 0.17; this enables us to look at the impulse

response of GDP as the actual multiplier.

4.5.1 Main Results

I adopt as the benchmark specification a VAR with four variables: federal tax rev-

enues, primary spending, output and interest rate. The importance of the interest

rate, as explained in Guajardo et al. (2011), is that the monetary policy authorities

may respond to the shock, either countering it or accommodating it, which in turn

affects the multiplier. Leaving the interest rate out can therefore lead to a serious bias

in the estimates.

The identified tax shocks display a positive correlation with the narrative, around

0.20, which can be observed from Figure 4.24 in the Appendix, where I present a scat-

ter plot of the nonzero entries of the narrative and the identified tax shocks. Compared

to Mertens and Ravn (2014), the correlation is smaller; nevertheless, unlike them, I am

not using the contemporaneous narrative alone to instrument for tax changes.

The effects of an exogenous tax shock are shown next, in Figure 4.6, for the vari-

ant of the narrative where I remove measures scheduled to be temporary. There is a

significant impact of a tax hike of 1% of GDP, peaking at 2%. Compared to the re-

sults in Perotti (2005), who reports a change of GDP of -0.32% after 4 quarters and

-2.24% after 12 quarters, following a tax hike of 1% of GDP, my figures show a larger

reaction in the immediate aftermath of the shock, whereas Perotti (2005) is consistent

with a more delayed, albeit also large, response of output to the tax change. Spending

decreases, which might reflect a decrease in transfers happening at the same time as

federal taxes are being raised.
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Figure 4.6: Response to Tax increases (1% of GDP) - Impact over GDP, Excluding all

shocks scheduled to be temporary; 1 standard deviation bootstrap bands.

The response of output to a tax hike is shown in Figure 4.7 for each motivation

of the tax hike. Interestingly, the impact over GDP is strong and significant for every

motivation: an ideological tax hike is the least significant, peaking at 1%, whereas

deficit consolidation peaks at 1.6% and long run peaks at almost 2%.

The responses of the interest rate to the tax hike are depicted in Figure 4.8. Even

though no significant increase was found for a general tax shock, it is clear that there

are differences in the interest rate response when I distinguish between different moti-

vations. Long run tax hikes, and ideological tax hikes to a lesser degree, have a positive

impact over the interest rate with an impact of 1.1% for long run shocks and 0.6% for

ideological shocks. Deficit consolidations, on the other hand, are associated with a fall

in the interest rate, with a peak of approximately 0.5% seven quarters after the shock.

Guajardo et al. (2011) document, with annual data and a panel of 17 countries, that

deficit consolidations driven by tax hikes tend to correspond to interest rate increases,

unlike spending-driven deficit consolidations. The interpretation is that central banks
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see spending cuts more favorably than tax hikes or that tax hikes are perceived by the

central banks as having the potential of driving inflation up, and thus require a con-

tractionary policy (i.e rate increase) from a central bank committed to low inflation. I

do not find such an effect for Canada, given that the response on impact is not signifi-

cantly different from zero and that there is a decrease in interest rate peaking at 0.5%

two years after the tax hike. Thus, I find that the central bank accommodates after a

deficit consolidation.

Figure 4.7: Response to Tax increases (1% of GDP) - Impact over GDP, Excluding all

shocks scheduled to be temporary; 1 standard deviation bootstrap bands.
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Figure 4.8: Response to Tax increases (1% of GDP) - Impact over Interest Rate, Ex-

cluding all shocks scheduled to be temporary; 1 standard deviation bootstrap bands.

Figure 4.9 below shows the impact of a tax hike for the variant of the narrative that

does not exclude these measures. I find a smaller multiplier, but a significant impact

on GDP is still present, peaking at 1.3%. The decrease in primary spending is still

present. The major difference comes from the behavior of the interest rate, where the

interest rate increases much more on impact now, and the protracted decrease in the

interest rate is nonsignificant. One possible explanation is that the central bank, when

confronted with some tax hikes that will knowingly be reversed in the future, adopts

a much more aggressive stance towards inflationary pressures.
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Figure 4.9: Response to Tax increases (1% of GDP) - Impact over GDP, Benchmark; 1

standard deviation bootstrap bands.

If the benchmark variant of the narrative is used, where measures scheduled to be

temporary are not excluded, a high multiplier is still found for ideological and deficit

consolidation driven shocks; however, long run shocks lose their impact, which even

turns positive after 10 quarters. 9 This is shown in the Appendix, in figure 4.25. The

most noticeable feature of the response of the interest rate to a tax hike (Figure 4.26) is

that it increases, more than 1% for a generic tax shock, while it does not change signif-

icantly for a long run shock and there is a barely significant increase of approximately

0.6% on impact in response to an increase in taxes for ideological reasons. Deficit con-

solidations, however, are associated with a small and nonsignificant increase of the

9This positive multiplier for long run shocks after 10 quarters should be discounted somewhat, given

that in multiple other specifications it is zero. In particular, if I use the variant of the narrative where

all measures are included with cancellations, which is the one closest to what Cloyne (2013a) did, I

obtain similar results regarding all the motivations, but the long run shock has virtually no significant

impact; these results are available upon request.
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interest rate of 0.6% on impact, with a negative effect peaking at 0.5% two years after

the shock, but marginally significant. Thus, the main difference regarding the impact

over output pertains to the long run shock: a permanent shock has a significant neg-

ative effect over output whereas the shock that does not exclude temporary measures

is found to have no significant impact over output.

In conclusion, in the base specification considered here, there are significant effects

over GDP for all motivations, with particularly strong effects of a long run or deficit

consolidation tax hike, although with differing effects over the interest rate on impact.

The result changes somewhat when including all measures; in that case, long run tax

hikes have no significant impact over GDP.

As for the interest rate, it increases for all types of shocks, but over time the impact

fades away. For long run permanent shocks, the impact is significant and particularly

large at the moment of the shock, more than 1%. The late negative effect over the

interest rate is strongest for deficit consolidations, peaking at 0.5% 5 to 10 quarters

after the shock for both variants of the narrative. As will be shown in section 4.5.3,

inflation seems subdued after the tax hike and the initial increase in the interest rates;

this might explain why there is a gradual fall in the interest rate later on. In this re-

gard, it is important to point out that the Bank of Canada has been practicing inflation

targeting since 1991, thus having an explicit focus on price stability for most of the

sample period considered here. 10

4.5.2 The parsimonious three-variable specification

In the literature on fiscal multipliers, often small-scale specifications have been

adopted. The advantage they bring is that fewer parameters are estimated, which

in turn can ensure smaller error bands. However, in the case where an important

10See Bank of Canada (1991), where the Background Notes on the agreement are shown; in these,

there is an explicit indication that inflation was to be brought down to 2% by 1995, thus indicating a

clear commitment to price stability starting in the early nineties.
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variable is omitted from the system, the estimates and the resulting impulse response

functions will be inconsistent. The specification traditionally adopted to study fiscal

multipliers by Blanchard and Perotti (2002) and by Mertens and Ravn (2014) involves

a VAR with tax revenues, government spending and output. I present the results for

this specification in this section and investigate how much the results change when

the specification is modified in this way.

The finding that a tax hike induces a decrease in output still holds in the case of the

variant of the narrative where temporary measures were removed (Figure 4.10) with

a peak impact of 1.7% but breaks down in the case of the benchmark narrative where

no significant effect can be found. In either case, the decrease in government spending

is still present, with a negative change on impact of 4% in one case and almost 8% in

the other. 11

Figure 4.10: Response to Tax increases (1% of GDP) - All Exogenous, Excluding all

shocks scheduled to be temporary; 1 standard deviation bootstrap bands.

11See the Online Appendix for the full responses.
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Going down to the specific motivations, the results for an ideologically motivated

shock do not suffer major changes from the 4-variable VAR. As Figure 4.11 illustrates,

the multiplier of an ideological tax hike reaches -1. The multiplier of a deficit con-

solidation reaches almost 3 (Figure 4.12) and a long run tax hike is associated with a

peak effect of 1.3% one year after the shock (Figure 4.13). All of these shocks induce a

significant and sustained decrease in government spending that reaches as high as 3%

for a shock motivated by the desire to reduce the deficit.
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Figure 4.11: Response to Tax increases (1% of GDP) - Ideological, Excluding all shocks

scheduled to be temporary; 1 standard deviation bootstrap bands.
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Figure 4.12: Response to Tax increases (1% of GDP) - Deficit Consolidation, Excluding

all shocks scheduled to be temporary; 1 standard deviation bootstrap bands.
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Figure 4.13: Response to Tax increases (1% of GDP) - Long Run, Excluding all shocks

scheduled to be temporary; 1 standard deviation bootstrap bands.

For the benchmark narrative, long run shocks as well as the general exogenous

tax hike do not display any significant impact over output. However, the results for

the benchmark narrative regarding deficit consolidation and ideological shocks are

preserved. In particular, an ideologically-driven tax hike of 1% of GDP has an effect

peaking at 1.3% (Figure 4.27) whereas a deficit consolidation tax hike has an effect

that peaks at 2.7%(Figure 4.28).

Chapter 4 516



Essays on Fiscal Policy and the Narrative Approach

4.5.3 The income elasticity of tax revenues

One of the most debated topics regarding tax revenues is the income elasticity of

tax revenues. The elasticity of revenues to output is obtained as an outcome of the

identification strategy. Many authors have adopted an OECD methodology outlined

in Giorno et al. (1995) and used in the Blanchard and Perotti (2002) identification

to find relatively low income elasticities for revenue. However, Mertens and Ravn

(2014) find a higher number. For the United States, Mertens and Ravn (2014) find an

elasticity of 3, higher than 2.08, which was assumed in Blanchard and Perotti (2002).

This is a particularly important issue since, as Mertens and Ravn (2014) and Caldara

and Kamps (2012) have pointed out, the larger this elasticity, the higher the estimated

multiplier will be. Using the OECD methodology, Perotti (2005) estimated the elas-

ticity of taxes to output to be 2.16 for the period from 1980 to 2001. The following

table shows the income elasticity of taxes computed in this chapter. The table uses the

narrative that excludes temporary measures. The point estimates tend to be very high,

certainly much higher than the figures in Perotti (2005), where the income elasticity

of taxes was estimated to be 2.16. Nevertheless, the bands are relatively wide, a large

uncertainty regarding this parameter remains. 12 Nevertheless, some facts are clear:

the income elasticity is estimated to be large, higher than 3. Table 4.6 presents elastic-

ities under different specifications, with a special focus on income elasticities. In the

benchmark specification, using the narrative that excludes temporary measures and

for a general motivation, the estimated elasticity is 7.3; the three variable specification

delivers a much smaller figure, 4.45, more in line with Mertens and Ravn (2014), who

adopt that same specification. Revenues are relatively inelastic to spending and the

interest rate.

Given that deficit consolidation is the motivation that appears to show a greater

robustness across wildly different specifications, I display the results while constrain-

12There is considerable instability in the estimation of this parameter as sudden outliers are produced

that distort the computation of the standard deviation, therefore I present a 68% level of confidence

interval.
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ing my attention for deficit consolidation only. The income elasticity of taxes tends to

be high, too, between 5 and 7. The 16% quantile is systematically around 3.

These higher elasticities help explain why I find a strong immediate impact of a tax

cut over output, peaking at 2%, whereas Perotti (2005), using a similar specification

only augmented by inflation, documents a 0.30 % impact on GDP after 4 quarters. 13

These results echo Mertens and Ravn (2014) in that they lead me to conclude that

the income elasticity of tax revenues is estimated to be higher than using the OECD

regressions used into Blanchard and Perotti (2002) and Perotti (2005); nevertheless,

some uncertainty remains around this parameter as documented by the size of the

bands in certain specifications and by the emergence of outliers that distort the com-

putation of standard deviations. This might simply be a consequence of a limited

sample size and warrants further investigation with a larger sample.

13The impact becomes larger later on.
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Table 4.6: Estimated Elasticity of Federal Taxes with respect to Income, Spending and

Interest Rate

Specification Elasticity w.r.t. Motivation 84% quantile 16% quantile

A Income All exog. 7.385 7.454 3.085

A Spending All exog. 0.432 0.816 -0.106

A Interest rate All exog. -0.611 1.227 -3.103

B Income All exog. 4.450 5.161 1.681

B Spending All exog. 0.634 1.006 0.221

C Income All exog. 6.694 6.939 3.066

A Income Def. Consolidation 5.541 6.916 3.019

B Income Def. Consolidation 7.128 7.906 2.905

C Income Def. Consolidation 5.436 6.560 3.073

Notes. Specifications: "A" denotes a VAR with Federal Taxes, Spending, Gross Domestic Prod-

uct and Interest rate and no deterministic trends; "B" denotes a VAR with Federal Taxes,

Spending and Gross Domestic Product and no deterministic trends; "C" denotes a VAR with

Federal Taxes, Spending, Gross Domestic Product and Interest rate, including a linear trend.

The bands were obtained by generating 10,000 bootstrap samples, obtaining the first row of

the impact matrix and computing the 84% and 16% quantiles of the relevant estimated elas-

ticity parameter.
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4.5.4 Robustness and Additional Results

Deficit Consolidation and the Fiscal Imbalance

As an additional exercise, given the multilayered outline of the Canadian fiscal

administration, I include Provincial Tax Revenues into the system, by running a VAR

with federal taxes, provincial taxes, government spending, gross domestic product

and interest rate. Naturally, due to a limited sample size, it is not possible to extend

this exercise to higher order VARs, and even a 5 variable VAR already entails a signif-

icant loss of degrees of freedom. These IRFs are shown below, for the narrative where

temporary measures were dropped in Figure 4.14 and for the benchmark narrative in

Figure 4.15.
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Figure 4.14: Response to Tax increases (1% of GDP) - All Exogenous, Excluding all

shocks scheduled to be temporary; 1 standard deviation bootstrap bands.
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Figure 4.15: Response to Tax increases (1% of GDP) - All Exogenous, Benchmark; 1

standard deviation bootstrap bands.

The most salient feature about the impulse responses displayed in Figures 4.14

and 4.15 is that provincial tax revenues decrease, peaking between 1% and 2%. The

remaining responses confirm the findings of the previous sections: government pri-

mary spending decreases permanently and significantly by 2%, output decreases with

a peak at 2% for the narrative that excludes temporary measures and 1.5% for the

benchmark narrative, and interest rates essentially do not change while using the

other variant of the narrative, interest rates rise with the tax hike. Digging deeper into

the motivations of the tax shocks reveals an interesting fact. Figure 4.16 shows that,
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when constraining attention to deficit consolidation shocks, a much stronger negative

effect over provincial revenues exists, with an effect that is higher than 2% on impact.

At the same time, the impact over government spending loses significance. The same

is found for the other variant of the narrative.

The lesson to draw from these results is that a deficit consolidation occurs in tan-

dem with a fall in provincial revenues. This fact agrees with the often raised popular

hypothesis of "fiscal imbalance" in Canada, whereby federal surpluses were achieved

at the expense of provincial deficits.

Figure 4.16: Response to Tax increases (1% of GDP) - Deficit Consolidation, Excluding

all shocks scheduled to be temporary; 1 standard deviation bootstrap bands.
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In contrast, tax hikes with other motivations behind them, be them ideological or

long run motivations, maintain the negative impact on government spending that I

showed earlier. Figure 4.29 in the Appendix shows this for a long run tax hike.

Given that the issue of fiscal imbalance in Canada is better understood as a mis-

match between expenditures and revenues at different tiers, I show in Figure 4.17

below the impact of a federal tax hike over different provincial-level variables, includ-

ing provincial expenditures. In particular, I rotated into the VAR provincial revenues,

transfers from the federal government to the provinces, provincial revenues net of

transfers and provincial primary spending. The results confirm that a federal tax hike

of 1% of GDPmotivated by the desire to reduce the deficit induces a lasting impact on

transfers but also a 3% fall in other revenues, though this impact is insignificant after

8 quarters. Regarding provincial spending, there is no significant immediate impact

on provincial spending, but there is a reduction of 1.5% after 20 quarters. This is con-

sistent with fiscal imbalance: in the short run, provincial revenues decrease whereas

provincial spending does not; however, as provincial revenues decrease, eventually

the provinces need to bring their spending down slightly.
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Figure 4.17: Response of Provincial variables to Tax increases (1% of GDP) - Deficit

Consolidation, Excluding all shocks scheduled to be temporary; 1 standard deviation

bootstrap bands.
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Impact of different types of taxes

Personal Income taxes, Corporate Income taxes and Commodity & Production

Taxes (such as the GST and excise taxes) are expected to have different effects over

economic activity. Thus, in order to assess the impact of these different types of taxes,

I estimate a VAR with each type of tax in the VAR, with the narrative subdivided now

into tax type instead of motivation.14 The results, in Figure 4.18, show that Personal

Income taxes have a stronger effect over output, with the multiplier reaching 3 after

12 quarters. Both Corporate Income and Commodity & Production Taxes display a

multiplier of 1, and their effect is more short-lived.

Figure 4.18: Impact of a 1% increase in Taxes over Output, by type of tax

Some robustness exercises were conducted, that for the most part confirm these

results. In Figure 4.19 below I display the same results when all other federal revenues

are included in the VAR besides the revenues of the tax under consideration.15 An

14I include the log of the real revenue associated with each type of tax in the VAR. The source is,

again, table CANSIM 380-0080.
15For example, to assess the impact of Personal Income Tax changes, I estimated a VAR with the log

of Personal Income Tax revenues, the log of the remaining tax revenues, log of spending, log of output
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increase in Personal Income Taxes of 1% of GDP induces a fall of GDP of about 2%

after 12 quarters. Corporate Taxes have a smaller impact on output (multiplier is

about 1 on impact); other taxes have virtually no significant effect.

Figure 4.19: Impact of a 1% increase in Taxes over Output, by type of tax; controlling

for other Tax revenues

I adopted yet other specifications for robustness. In particular, following Mertens

and Ravn (2013), it is possible to include two policy variables in the VAR, taking into

account the fact that shocks to one type of tax might be correlated with shocks to

another one. This weakens the size and significance of the multipliers, but generally

speaking personal income taxes have a higher multiplier than any other tax type.

and the interest rate.

Chapter 4 527



Essays on Fiscal Policy and the Narrative Approach

Impact of tax shocks on other variables

To analyze the impact of a tax increase over other macro variables, I reestimated

a VAR with federal tax revenues, government spending, GDP, interest rate and a fifth

endogenous variable that was rotated among a set of several variables, concerning

expenditure, monetary policy and the labor market. The expenditure variables ana-

lyzed were: real private consumption, real gross fixed capital formation, real exports

and real imports. Also included were the exchange rate (defined as Canadian dollar

per U.S. dollar) and inflation rate. The labor market variables included were indexes

for: total employment, hours worked, labor productivity, total compensation per hour

worked, unit labor cost and the labor share. The results for a tax shock of 1% GDP

with a generic motivation are shown below (the full results for each motivation are in

Appendix B). 16

I take the variant of the narrative where temporary measures are excluded. As

shown in Figure 4.20, there is a significant negative impact of the tax hike over both

consumption and investment. The effect over consumption peaks at 1.3% approxi-

mately 4 years after the shock. This is slightly lower than the effect over GDP for

this variant of the narrative and a tax shock of a generic motivation. This stands in

contrast with the result found for the UK (Cloyne (2013a)), where consumption had

a peak change of 3% against 2.5% over GDP, but it agrees with Germany (Hayo and

Uhl (2013a)) and the U.S. (Mertens and Ravn (2012)) where consumption was found

to react to a tax hike less than GDP. 17

The effect over investment is stronger that the effect over GDP, peaking at 3% 14

quarters after the shock. This is not only in line with the difference in volatility of

GDP and investment but also confirms other results in the literature: for example, in

Cloyne (2013a), the peak effect over investment is higher than 4% whereas the peak

16For a description of the labor market variables, see "Canadian Quarterly Productivity Accounts:

Technical Notes" by Mustapha Kaci and Jean-Pierre Maynard, Statistics Canada.
17For the benchmark narrative, the effect over consumption peaks at approximately 1.7%, slightly

more than the peak effect over output.
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effect over GDP is approximately 2.5%; in Hayo and Uhl (2013a), the peak effect over

GDP is 2.4% whereas the peak effect over investment is approximately 5%; in Romer

and Romer (2010) the peak effect over GDP is 3%, whereas the impact over investment

is around 9%, with Mertens and Ravn (2012) presenting similar figures. 18

Net exports do not change at first, but exports increase later on, which drives net

exports up 5 years after the shock.19 As a ratio of GDP, net exports increase, by 1.5

percentage points 5 years after the shock. Inflation barely changes; I interpret this as

being brought about by a strong response from consumption and investment, subdu-

ing any aggravating effect of the tax hike over inflation; this allows the central bank

to accommodate the shock in the immediate few years after the shock, even as the in-

crease in the interest rate on impact is small and non-significant (look back at Figure

4.8). As for the exchange rate, in the aftermath of the tax hike there is an apprecia-

tion (non-significant); this turns into a depreciation of the Canadian dollar against the

US dollar reaching 3.7% 20 quarters after the shock, consistent with the fact that the

interest goes down eventually. 20

18Perotti (2004) got an impact of a tax hike of 1% of GDP over consumption of -0.81% after 12

quarters, and -0.34% over investment, which are substantially smaller than what I get, using the proxy

SVAR.
19For the benchmark narrative, net exports decrease at first, due to an increase in imports in the

immediate aftermath of the shock and due to a decrease of exports later on (though not significant).
20A long run tax hike of 1% of GDP induces a strong 10% appreciation of the Canadian dollar, which

fades away only after two years. This is consistent with previous findings shown in this chapter that

indicate a strong increase in the interest rate for this type of shock.
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Figure 4.20: Response to Tax increases (1% of GDP) - All Exogenous, Excluding all

shocks scheduled to be temporary; 1 standard deviation bootstrap bands.

Labor market variables were included in the same way, their responses are shown

on Figure 4.21. Neither employment nor hours worked change significantly, which

explains why labor productivity reacts so strongly, as economic activity is decreased.

This is in line with Hayo and Uhl (2014), who have found similar non-significant

effects over hours worked, but stands in contrast with Cloyne (2013a) and Mertens

and Ravn (2012).

On the other hand, total compensation per hour does not change significantly and

unit labor cost increases, with a peak effect of 1.7%. This significant increase in unit

labor costs can be explained by the fall in labor productivity as unit labor cost is de-

fined as labor compensation divided by labor productivity. 21

21For the benchmark narrative, total compensation per hour increases with a peak effect at 0.86%

one year after the shock and the impact over unit labor costs peaks at 2.5%. This significant increase

in unit labor costs can in this case be explained both by the increase in labor compensation and by the

fall in labor productivity. Theoretically, the increase in compensation per hour can be explained by a

leftward shift of the labor supply in response to disincentive effects of the increase in taxation. Given

the different results regarding the change in hourly compensation, the evidence should be considered
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Figure 4.21: Response to Tax increases (1% of GDP) - All Exogenous, Excluding all

shocks scheduled to be temporary; 1 standard deviation bootstrap bands.

Thus, my results for the labor market variables are closer to Hayo and Uhl (2013a)

as I do not findmajor effects on hours worked, employment or compensation per hour.

Just as for Germany, most of the reaction to the shock shows up in labor productivity.

These results can be seen as evidence against the neoclassical model for Canada, which

would predict large changes of real wages and hours worked.

Nevertheless, this broad analysis of a general tax shock hides the fact that for cer-

tain motivations of the tax shocks, it is possible to find significant effects over hours

worked, even as compensation per hour does not react very strongly. As an example,

take deficit consolidation, for which results are displayed below.

By inspecting Figure 4.22 it is clear once again that there is a strong effect over

consumption, although now much closer to the effect over GDP. The peak effect over

consumption stands at approximately 1%, which compares with the peak effect over

GDP at 1.5%. The impact over investment peaks at 4%, again much higher than the

mixed regarding that variable. The impulse responses for the benchmark narrative are presented in

Appendix B.
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impact over GDP. There is a positive late impact over exports (peaking at 4%), and

no impact is found over imports or inflation. The currency reacts with a protracted

depreciation, which matches the late increase in exports.

Figure 4.22: Response to Tax increases (1% of GDP) - Deficit Consolidation, Excluding

all shocks scheduled to be temporary; 1 standard deviation bootstrap bands.

Many of the labor market variables analyzed (see Figure 4.23) react similarly to the

general tax hike: unit labor costs still increase, labor productivity decreases by 1% on

impact, and the labor share goes up peaking at 2.5%. There is nonetheless, one crucial

difference regarding employment and hours worked. Both employment and hours

worked decrease significantly and have a peak decrease of 1.3% and 1% respectively

after approximately a year. Even compensation per hour worked falls, though not in a

statistical significant way. This points to more important effects over the labor market

than the general shock. Therefore, neoclassical effects over the labor market can still

be present in tax shocks that have this specific motivation in mind, even though for

the general tax shock they are not present. 22

22For the benchmark narrative, the results are similar. The results are shown in the Online Appendix.
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Figure 4.23: Response to Tax increases (1% of GDP) - Deficit Consolidation, Excluding

all shocks scheduled to be temporary; 1 standard deviation bootstrap bands.

4.6 Conclusion

In this chapter, I built and analyzed a new narrative-based database of endogenous

and exogenous federal tax changes for Canada and studied the fiscal multiplier for

different kinds of tax shocks.

Estimating a VAR with federal tax revenues, government spending, GDP and inter-

est rate, I conclude that the taxmultiplier is as high as 2; multipliers for tax shocks mo-

tivated by deficit consolidations and long run motives have similar numbers, whereas

ideological shocks have a smaller multiplier, of about 1. The interest rate rises after

a long run or an ideological tax hike, but after a deficit consolidation the increase of

the interest rate on impact is nonsignificant and in fact the impact on the interest rate

becomes negative about 5 quarters after the shock.

Consistently with these high multipliers, the income elasticity of tax revenues is

estimated to be 7, which is a very large number for this parameter. This confirms the
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result pointed out elsewhere in the literature that high multipliers are associated with

high income elasticities of tax revenues.

In a parsimonious three-variable specification, widely used in the literature, generic

exogenous tax changes and long run exogenous tax changes do not have a significant

effect over economic activity unless I exclude all measures scheduled to be temporary.

For the basic 3 variable specification, I found that a benchmark tax hike motivated

by deficit consolidations is very contractionary, reaching a peak multiplier of 2.5 af-

ter 3 quarters; excluding all measures scheduled to be temporary further increases

the multiplier to a peak of 3. Ideological tax changes are contractionary, though less

so. Permanent shocks driven by long run growth considerations have a strong impact

over GDP as well, with a multiplier peaking at 1.3 after 3 quarters. All of these tax

hikes are often associated with long lasting significant spending cuts. Personal income

taxes were found to have a multiplier peaking above 2 in the benchmark specification,

higher than other tax changes.

I found effects over other variables, namely that tax hikes are associated with an

exchange rate depreciation. For most types of shocks, it is also true that cost measures

such as total wages or the unit labor cost, tend to increase following a tax increase.

Several avenues of research remain. Firstly, one improvement to the research in

this chapter pertains to the extension of the data. Stretching it up to 2015 would

be an interesting development, that would potentially help dealing with the outlier

that is the Great Recession through the inclusion of a number of periods where all

series revert to the mean. Building the earlier narrative data points would also be

possible, but that would not be feasible with GDP quarterly data; nevertheless, as

done in Owyang et al. (2013) industrial production can then be used as a proxy, given

that it begins much earlier than 1981.

Secondly, the existence of provincial tax measures, along with the results for deficit

consolidation that I have shown, suggests that a more accurate depiction of the impact

of tax shocks is to use narratives for both the federal and the provincial level, since the
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political interplay between the two levels of power may create a systematic relation

between the two, that can still be dealt with in the context of the Proxy SVAR. The

major provinces might be screened in this regard, since the overwhelmingly greater

share of provincial revenues in Canada comes from Ontario, Quebec, Alberta and

British Columbia.

Thirdly, the discussion of deficit consolidations and the importance of spending

cuts in many of them points to the possibility of building a narrative database for

expenditure changes, that can be used in conjunction with the tax narrative analyzed

here using the method discussed in Mertens and Ravn (2013).

Finally, using the tools created for the estimation of Panel VARs by Canova and

Cicarelli (2009, 2013), it is now possible to put together all the quarterly narrative

databases and estimate a tax multiplier that takes the whole panel into consideration.

These results should then be confronted with other papers such as Guajardo et al.

(2011) where similar panel VARs were estimated, but with annual data. The differ-

ences might illuminate the importance of the intra-year dynamics of the response of

the economy to a tax hike.
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4.8 Appendix

4.8.1 Data description

Table 4.7: Variables: Description and Source

Variable Definition Source

Nominal GDP Nominal gross domestic

product, s.a. , national

currency; quarterly levels

CQRSA series, OECD

Quarterly National Ac-

counts

Real GDP Real chained gross domes-

tic product, s.a., national

currency; quarterly levels

LNBQRSA series, OECD

Quarterly National Ac-

counts

Deflator Deflator, OECD reference

year, s.a.

DOBSA series, OECD

Quarterly National Ac-

counts

Federal Tax Revenues Seasonally adjusted, cur-

rent prices, national cur-

rency; quarterly levels

Statistics Canada, Table

CANSIM 380-0080

Provincial Tax Revenues Seasonally adjusted, cur-

rent prices, national cur-

rency; quarterly levels

Statistics Canada, Table

CANSIM 380-0080

Government primary

spending

Seasonally adjusted, cur-

rent prices, national cur-

rency; quarterly levels

Statistics Canada, Table

CANSIM 380-0080

Interest Rate Short term interest rate, %

p.a.

OECD Monthly Financial

Statistics

Exchange Rate Exchange Rate vis-a-vis

US dollar, LCU per US

dollar

OECD Monthly Financial

Statistics
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Variable Definition Source

Share Price Share Price index OECD Monthly Financial

Statistics

Consumption Real Private Consump-

tion, s.a. , national cur-

rency; quarterly levels

LNBQRSA series for Con-

sumption, OECD Quar-

terly National Accounts

Investment Real Gross Fixed Capital

Formation, s.a., national

currency; quarterly levels

LNBQRSA series for In-

vestment, OECD Quar-

terly National Accounts

Exports Real Exports, s.a., national

currency; quarterly levels

LNBQRSA series for Ex-

ports, OECD Quarterly

National Accounts

Imports Real Imports, s.a., na-

tional currency; quarterly

levels

LNBQRSA series for Im-

ports, OECD Quarterly

National Accounts

Total Jobs Total jobs index, season-

ally adjusted, quarterly

(index, 2007=100),

Statistics Canada. Table

CANSIM 383-0008

Hours worked Hours worked index,

seasonally adjusted, quar-

terly (index, 2007=100),

Statistics Canada. Table

CANSIM 383-0008

Labor Productivity Labor Productivity index,

seasonally adjusted, quar-

terly (index, 2007=100),

Statistics Canada. Table

CANSIM 383-0008

Total compensation per

hour worked

Total compensation per

worker index, seasonally

adjusted, quarterly (in-

dex, 2007=100),

Statistics Canada. Table

CANSIM 383-0008

Unit Labor Cost ULC index, seasonally ad-

justed, quarterly (index,

2007=100),

Statistics Canada. Table

CANSIM 383-0008

Labor share Labor share index, season-

ally adjusted, quarterly

Statistics Canada. Table

CANSIM 383-0008
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4.8.2 Figures and Tables

Figure 4.24: Identified tax shocks and contemporaneous narrative measure.

Table 4.8: Relevance tests for Permanent Shocks

F-statistic p-value

Ideological 2.58 0.0428

Long Run 0.43 0.7851

Deficit Consolidation 2.00 0.1007

All Exogenous 0.62 0.6463

All Endogenous and Exogenous 1.79 0.1388

Notes. F tests test the Null hypothesis that contemporaneous narrative and three lags of the

narrative are not significant in explaining changes in Federal Tax Revenues as a percentage of

Gross Domestic Product. These regressions include four lags of each of the other variables in

the VAR.
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Figure 4.25: Response to Tax increases (1% of GDP) - Impact on Output, Benchmark;

1 standard deviation bootstrap bands.

Figure 4.26: Response to Tax increases (1% of GDP) - Impact on Interest Rate, Bench-

mark; 1 standard deviation bootstrap bands.
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Figure 4.27: Response to Tax increases (1% of GDP) - Ideological, Benchmark; 1 stan-

dard deviation bootstrap bands.
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Figure 4.28: Response to Tax increases (1% of GDP) - Deficit Consolidation, Bench-

mark; 1 standard deviation bootstrap bands.
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Figure 4.29: Response to Tax increases (1% of GDP) - Long Run, Excluding all shocks

scheduled to be temporary; 1 standard deviation bootstrap bands.
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Figure 4.30: Response to Tax increases (1% of GDP) - Ideological, Benchmark; 1 stan-

dard deviation bootstrap bands.
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Figure 4.31: Response to Tax increases (1% of GDP) - Deficit Consolidation, Bench-

mark; 1 standard deviation bootstrap bands.
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4.8.3 Example: Analysis of the Budget for 1984 Feb 15th

(million Can. dollars, numbers taken from Budget Papers, Table 1, p. 31)

Narrative without cancellations, excluding all tax credits given to individuals

1984 Q2:

EXOG IL: -70+(-5)

EXOG LR: -10+(-10)+(-10)

1984 Q3:

ENDOG SS: -195 (suspension of IORT)

1985 Q1:

EXOG IL: -160 (first stage of tax assistance for pensions)

EXOG IL: 20

EXOG LR: -150

1986 Q1:

EXOG IL: -65 (second stage of tax assistance for pensions)

Narrative with cancellations, excluding all tax credits given to individuals

1984 Q2:

EXOG IL: -70+(-5)

EXOG LR: -10+(-10)+(-10)
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1984 Q3:

ENDOG SS: -195 (suspension of IORT)

1985 Q1:

EXOG IL: -160 (first stage of tax assistance for pensions)

EXOG IL: 20

EXOG LR: -150

1985 Q3:

ENDOG SS: +195 (end of suspension of IORT)

1986 Q1:

EXOG IL: -65 (second stage of tax assistance for pensions)

Narrative without transitory measures, excluding all tax credits given to individuals

1984 Q2:

EXOG IL: -70+(-5)

EXOG LR: -10+(-10)+(-10)

1985 Q1:

EXOG IL: -160 (first stage of tax assistance for pensions)

EXOG IL: 20

EXOG LR: -150

1986 Q1:

EXOG IL: -65 (second stage of tax assistance for pensions)
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Economic Context

The minister of Finance presented a much better scenario than in the previous

budget. He stated in the Budget Speech: "We find ourselves in a markedly improved

international and domestic environment. World economic recovery is taking hold.

The threats to the financial system have been contained through the close co-operation

of governments, the international institutions and the world banking community." 23

He further stressed that "Canada is faring better than most. Our economy, growing

steadily and surely, is expected to be among the leaders in the industrial nations this

year." 24 In this context, the budget actually had several exogenous measures, with

such aims as simplification of the tax system or fairness in retirement. Specifically, in

closing the Budget Speech, the Minister of Finance stated that "these papers on profit

sharing, on tax simplification, on the mortgage market, and on pension reform, con-

tain far-reaching proposals for action. These proposals will strengthen the partnership

between government and the private sector while they expand economic opportunities

and improve personal economic security for Canadians." 25

Tax Measures

Tax changes affecting individuals

1. Improved tax assistance for pensions. "The budget puts forth proposals (...) for

a fairer and more generous system of tax assistance for retirement saving. A new com-

prehensive deduction limit of 18 per cent of pensionable earnings to a maximum of

$15,500 per year is proposed to apply to all contributions to registered pension and

retirement savings plans." 26 The shortcomings the changes aimed at changing were

23Budget Speech 1984, p. 1
24Budget Speech 1984, p. 1
25Budget Speech 1984, p. 20
26Budget Papers 1984, p. 18
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described in the Budget Papers; the tax system at the time did not provide "fair access

to tax assistance for individuals in different employment situations, "it did not pro-

vide "the flexibility needed to accommodate those with irregular earnings patterns,"

and "the lack of adjustment of the limits in the face of inflation" was also criticized.

27 Different parts of the package were designed to enter into effectiveness at different

dates. For example, the limits for contributions to RRSPs would be phased in gradu-

ally during Stage I, rising from $5,500 to $10,000 in 1985, and with successive further

rises until 1988. In 1988, the comprehensive contribution limits would be extended

to all registered plans. There are only two figures on the Table in the Budget Papers.

Nevertheless, these two figures, for 1984 and 1985, already entail two stages of im-

plementation, therefore I consider them separately. The impact of the first stage of

implementation is computed as -$160 mn in 1985 Q1 and -225 - (-160) = -$65 mn

in 1986 Q1. The emphasis on fairness leads me to label the package as exogenous,

ideological.

2. Rollover of farm capital gains to a Registered Retirement Savings Plan (RRSP).

"The budget proposes a special rule that will allow farmers to better provide for their

retirement. Under this rule a special deduction is provided for taxable capital gains

of up to $120,000 on the sale of qualifying farm property that is invested in an RRSP.

An amendment will ensure that the same benefit is available to those individuals who

would otherwise qualify but have exceeded the age limit of 71 years for making contri-

butions to an RRSP." 28 The Minister justifies the measure with a concern for farmers

who found it hard to provide for their retirement: "This provision recognizes the spe-

cial difficulty farmers have had in providing for their retirement during the years they

are building up their farm." 29 Therefore, I classify this measure as exogenous, ideo-

logical. Qualifying gains would apply if the land had been owned by "December 31,

1983." 30 Therefore, I date it from the budget date. Impact estimated in first full year:

27Budget Papers 1984, pp. 18 and 19
28Budget Papers 1984, p. 25
29Budget Speech 1984, p. 17
30Budget Papers 1984, p. 25
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-$70 mn

3. Deduction of one-half of qualifying employee stock option benefits. The govern-

ment proposed to cut taxes over stock option benefits: "To encouragemore widespread

use of employee stock option plans which promote greater employee participation

and increased productivity, the budget proposes that only 50 per cent of the bene-

fit included in income be taxed." 31 The Minister justified the measure with the need

to reward the most productive employees: "Employee stock options are important in

compensating dynamic and entrepreneurial employees. They provide such employees

with incentives directly related to their ability to increase the productivity, competi-

tiveness, and growth of their company." 32 Therefore, I label the measure exogenous,

long run. The measure would apply to options granted "after February 15, 1984." 33

Impact estimated in first full year: -$10 mn

4. Changes relating to alimony and maintenance payments. Several "relieving

changes to spouses making support payments after a marriage breakdown" were in-

troduced. 34 It was true that "support payments made by a taxpayer to or for the

benefit of a spouse after a marriage breakdown are generally deductible to the payor

and taxable to the spouse" 35 but this involved some technical restrictions such as

the treatment of payments made before the court agreement; these restrictions were

eased. This constitutes a simplification measure regarding existing legislation, so I la-

bel it exogenous, long run. It applied to payments made after 1983. Impact estimated

in first full year: -$10 mn

5. Restrictions on tax deferral through offshore mutual funds. A tax avoidance

31Budget Papers 1984, p. 7
32Budget Speech 1984, p. 9
33Budget Papers 1984, p. 7
34Budget in Brief 1984, p. 12
35Budget Papers 1984, p. 21
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measure was introduced to respond to the fact that investments in non-resident en-

tities were rewarded with a lower tax burden. "The proposed measure will be in the

form of a general anti-avoidance rule that will apply where a taxpayer invests in a

non-resident investment fund and where one of the main reasons for the investment

is to reduce or defer the tax liability that would have applied in respect of the income

from the underlying assets of the fund if such assets had been held directly by the

taxpayer.(...) This measure will not apply until January 1, 1985." 36 Since there is no

other reason provided, I label it exogenous, ideological. Impact estimated in first full

year: +$20 mn

Tax changes affecting individuals and businesses

1. Tax credit for Employee Profit-Participation. "It is proposed that, starting in

1985, profits allocated to Employee Profit-Participation Plans be eligible for an in-

come tax credit of about 10 per cent. This tax credit will be shared 60 per cent by

the employees and 40 per cent by the employers. (...) It is proposed that legislation

be introduced to allow such plans to begin operating in 1985." 37 The argument given

is that profit-participation arrangements "have been found to lead to better labour-

management relations, increased productivity growth and more effective control over

costs and inflation." 38 Therefore, I label it exogenous, long run. Impact estimated in

first full year: -$40 mn

2. Increase in exemption for tax instalments. An exemption of making tax instal-

ments was introduced to some individuals and corporations. "The first change will

exempt individuals with federal taxes payable of $1,000 or less from the requirement

to make quarterly tax instalments. The present rule requires payment of quarterly

36Budget Papers 1984, p. 24
37Budget Papers 1984, pp. 6 and 7
38Budget Papers 1984, p. 6
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tax instalments by individuals with federal taxes of more than $400. In addition,

the budget also proposes to extend the $1,000 instalment threshold to corporations.

These changes will apply to the 1984 and subsequent taxation years." 39 In the Budget

Speech, the justification that was offered was that "the quarterly tax payments are a

serious burden to many senior citizens." 40 Therefore, I label the measure exogenous,

ideological. Impact estimated in first full year: -$5 mn

Tax changes affecting businesses

1. Simplification of small business tax measures. Several modifications to the small

business tax system were proposed. The expected results of these changes were de-

scribed as follows: "simplify and shorten the corporate income tax form, reduce the

costs of tax compliance for small businesses, increase access to tax savings for growing

small businesses; and reduce, by over two-thirds, the amount of the legislation relat-

ing to the low tax rate for small business." 41 The measures were clearly framed in the

Budget Speech as having been designed to reduce the complexity of the tax system:

"Tax simplification can free valuable resources for the critical tasks of running a busi-

ness and making it grow. I recognize that the tax system must inevitably be complex

to some degree in order to deal fairly with the wide variety of circumstances that char-

acterize a complex economy. But I am determined to simplify it where possible." 42

Therefore, I label the package exogenous, long run. This package was subject to ex-

tensive discussion and scheduled to become effective "in the calendar year following

that in which the implementing legislation receives Royal Assent," 43 which in Table

1 on page 31 of the Budget Papers is described as the 1985 tax year. Impact estimated

in first full year: -$150 mn

39Budget Papers 1984, p. 13
40Budget Speech 1984, p. 12
41Budget Papers 1984, pp. 7 and 8
42Budget Speech 1984, p. 10
43Budget Papers 1984, p. 8
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2. Suspension of Incremental Oil Revenue Tax (IORT). "In recognition of current

industry conditions, this budget proposes to suspend the IORT for a further one-year

period to May 31, 1985. This measure, which will be effected by changes in regula-

tions, will provide $195 million of federal tax savings for the industry." 44 The impact

is computed as -150 - 45 = -195. I enter it in 1984 Q3 and cancel it in 1985 Q3. The

argument provided is that in the energy sector, "while circumstances in the petroleum

industry are improving, there is a need for further temporary assistance." 45 Therefore,

I label it again endogenous, supply stimulus.

3. Federal sales tax changes. The main change in sales tax was the shift of the

"application of tax on highway vehicles, including motorcycles, from the manufac-

turer’s level to the wholesale level." 46 The reason stated in the Budget Speech related

to leveling the playing field for the Canadian auto industry: "At present, the tax on a

Japanese or European car can be $100 to $200 lower than on a comparable car made

in Canada or the United States. The change I propose will result in a small revenue

decrease for the federal government. But it will ensure a uniform application of tax to

all makes of vehicle and end the unfair advantage for imported overseas automobiles.

This measure will support growth and employment in the Canadian auto industry."

47 Since the measure is designed to aid the Canadian auto industry, it could be seen

as endogenous, supply stimulus. However, there is no indication of any short-term

malaise in that sector, so I take at face value the reasons presented by the government,

i.e. increasing competition in the auto industry by eliminating a distortionary feature

of the tax system. Therefore, I label it exogenous, long run. This measure would

"come into effect on March 1, 1984." 48 Impact estimated in first full year: -$10 mn

44Budget Papers 1984, p. 28
45Budget Speech 1984, p. 13
46Budget Papers 1984, p. 10
47Budget Speech 1984, p. 13
48Budget Papers 1984, p. 10
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Overall stance of the budget

The budget contained both ideological and long run measures. In the Budget

Speech, while listing the main guidelines of the Budget, the Minister of Finance em-

phasized both types of measures when he stated that he wished to improve "productiv-

ity and competitiveness" while also "increasing the economic security of Canadians"

and enhancing "assistance to those in greatest need." 49 Therefore, and given that tax

measures are evenly divided both in number and in volume between long run and

ideological measures, I label the budget overall as both exogenous, long run and ex-

ogenous, ideological.

49Budget Speech 1984, p. 2
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Chapter 5

Conclusion

In this dissertation, I have analyzed the response of economic activity to fiscal

policy shocks using the Proxy SVAR for the identification of those shocks.

In Chapter 2, I have studied tax and spending shocks motivated by the desire to

reduce the budget deficit within a panel of 17 countries. In a model without dynamic

interdependencies between countries, I found that a tax hike of 1% of GDP has a

strong significant negative effect over GDP, 0.82% on impact and a negative cumula-

tive effect of 1.8% after 4 years. A spending cut of 1% of GDP induces a contraction

of GDP of a mere 0.07% on impact and a cumulative effect that peaks at slightly less

than 0.1% after 3 years; this impact is nonsignificant at the 90% level.

This analysis was extended to allow for asymmetric responses across different di-

mensions. Thus, under a fixed exchange regime, a tax hike of 1% of GDP has a slightly

stronger effect over GDP than under a floating exchange regime, since the cumulative

effect after 4 years reaches -2%, whereas with a floating exchange it reaches -1.5%. Un-

der both regimes, the effect is significant. In contrast, a spending cut has no significant

effect over GDP under a floating exchange regime, and has only a small and short-lived

significant effect over GDP (-0.3% on impact) under a fixed exchange regime.

Another dimension alongwhich I sectioned the sample was the expansion/recession
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state at the moment of the tax hike / spending cut. I found that tax multipliers are

higher if the economy starts in a recession state (-1 on impact, peaking at about -1.7

after three years) than if the economy starts at an expansion state (-0.6 on impact and

peaking at -1.2 after two years). Spending cuts have no significant effect over GDP.

Finally, I divided the sample into high debt/low debt periods. I found that spend-

ing cuts have no significant effect over GDP regardless of whether a country is living

with a debt ratio above 70% or below 70%, whereas tax hikes have a stronger impact

over GDP whenever the debt ratio is below that threshold (cumulative impact after

four years of 0.8% given a tax hike of 1% of GDP) than if it is above.

I then generalized the panel to allow for noncontemporaneous interdependencies,

in such a way that countries were grouped into three clusters (European Periphery,

European Center and Rest of the World). The chief conclusion in this model is that

there is a strong impact of tax austerities in the periphery of Europe and in general

spending austerities are contractionary but much less so (e.g. for Spain, the tax multi-

plier peaks at -2 after 5 years, ; however, in countries outside of Europe there is a small

positive impact of spending austerities. Tax hikes in the countries of the periphery are

found to have a negative effect over the budget balance.

In Chapter 3, I have also built a new quarterly dataset of federal tax changes for

Canada. They were separated into endogenous and exogenous ones. I screened ma-

jor federal documents, in particular the Budget Plans in order to find and quantify

the relevant measures. In order to classify them as endogenous or exogenous, and

to ascribe a particular motivation, I screened not only the Budget Plans, but also the

Budget Speeches and the Parliamentary Debates.

In Chapter 4, I then used the identified exogenous tax changes and computed re-

sponses to a federal tax hike of 1% of GDP using the Proxy SVAR. The major finding

is that there is a significant impact of taxes over GDP, which peaks at -2% after 3

quarters. The multiplier was strong across different motivations, but was somewhat

weaker for changes motivated by social concerns (labeled here as ideological). The

Chapter 5 559



Essays on Fiscal Policy and the Narrative Approach

high multiplier goes hand in hand with a high income elasticity of tax revenues, es-

timated to lie between 4 and 7. Furthermore, I found evidence of fiscal imbalance,

in the sense that provincial revenues tend to decrease significantly, whenever there

is a federal tax hike motivated by the desire to consolidate the deficit. Dividing the

narrative across categories of taxes (personal, corporate, and others), the response to

personal income taxes is clearly the stronger one, peaking at approximately -2% or

-3% depending on the specification. Finally, I found significant impacts of generic

tax changes over consumption and especially investment (-4% for a tax hike of 1% of

GDP).

There are several avenues of research that come out of this research. Firstly, the

Proxy SVAR applied to the panel as in Chapter 2 should be applied to the case where

the researcher puts together spending, tax and monetary narratives simultaneously,

considering that monetary policy can be correlated with fiscal policy in some system-

atic way. Given the assumption that there are no contemporaneous interdependencies

throughout the model of Chapter 2, it is more appropriate to work with quarterly

data. Narrative variables are increasingly available. Indeed, for tax changes, Chapter

3 provides a contribution by first creating a narrative dataset of federal tax changes for

Canada. This new dataset can be bundled with the existing datasets within a panel.

Furthermore, the evidence of a vertical fiscal imbalance uncovered in Chapter 4 sug-

gests that the construction of a narrative should be extended to Canadian provinces

in order to control for provincial shocks whenever we are imposing a shock over fed-

eral tax revenues. Given the recent boom on research concerning narrative methods

of identification, I expect these research paths to be increasingly relevant, indeed in-

escapable, in the near future within the field of Empirical Macroeconomics.
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Appendix A

Appendix to Chapter 2

A.1 Introduction

In this Appendix, I present details concerning the specification and estimation of

the general model (i.e. with dynamic interdependencioes and the Canova-Cicarelli

factorization) as well as the particular model (i.e. without dynamic interdependencies

and the relation between the macro variables assumed to be the same for every coun-

try). I start with the general model (Model 2 in the text) and show how to constrain it

to get to the particular model (Model 1 in the text). The identification scheme for both

models was discussed in the main text. I also present additional impulse responses

for Model 1, when I use different measures for the budget balance.

A.2 Generalmodel (Model 2): Specification and Estima-

tion

The Model originally can be written as
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Yt =Wtγ +Xtδ +Ut (A.1)

where Yt is a GN × 1 vector, Wt is a (GN )× (GNq) matrix of deterministic terms, q per

equation. Thus, γ is a vector of the GNq × 1 coefficients on these deterministic terms.

A.2.1 Specification

If we plug in the factorization (i.e, δ = Ξ1tθ1 +Ξ2tθ2 +Ξ3tθ3 +Ξ4tθ4) in the above

equation, we obtain

Yt =Wtγ +Z1tθ1 +Z2tθ2 +Z3tθ3 +Z4tθ4 +Ut (A.2)

where Zjt = XtΞj for j = 1,2,3,4. Matrices Ξj are defined as follows.

δ
9248×1 =
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(A.3)

where i1 = (1,1, ...,1)
′
has k = NGp = 136 ones; i2 = (1,1,1,1)

′
is a G × 1 vector of

ones; i3 = (1,0,0,0)
′
, i4 = (0,1,0,0)

′
, i5 = (0,0,1,0)

′
and i6 = (0,0,0,1)

′
and they are
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G × 1 vectors; i7 = (1, ...,1,0, ...,0)
′
is a k × 1 vector with GN = 68 ones followed by

GNp − GN = 68 zeros and i8 = (0, ...,0,1, ...,1)
′
is a k × 1 vector with GN = 68 zeros

followed by GNp −GN = 68 ones.

A.2.2 Illustration of collinearity in a simple one equation example

Assume you have the following one equation model.

yt = α1yt−1 +α2yt−2 +α3yt−3 + β1xt−1 + β2xt−2 + β3xt−3 + εt (A.4)

or

yt = [yt−1, yt−2, yt−3,xt−1,xt−2,xt−3]δ + εt (A.5)

where δ = [α1,α2,α3,β1,β2,β3]
′
. Hence, there are 6 parameters. Proceeding with the

factorization, we can reduce the number of parameters to 5 as we write

δ =

⎡⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎣

1 0

1 0

1 0

0 1

0 1

0 1

⎤⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎦

θ1
2×1

+

⎡⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎣

1 0 0

0 1 0

0 0 1

1 0 0

0 1 0

0 0 1

⎤⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎦

θ2
3×1

(A.6)

However, once this factorization is plugged into the equation, we obtain the following

model.

yt = θ
(1)
1

p∑
i=1

yt−i +θ
(2)
1

p∑
i=1

xt−i +θ1
2 (yt−1 + xt−1)+

+θ2
2 (yt−2 + xt−2) +θ3

2 (yt−3 + xt−3) + εt (A.7)

The regressors now are factors: two factors pertaining to each of the variables and

three pertaining to the lag order. However, the sum of the first two regressors is equal

to the sum of the last three regressors. For this reason, we need to drop one of the

regressors (in other words, we need to drop one of the columns of the matrices above).

In the general case in the main text, there were factors for the equation and for the

country, so we had to drop one column from each of those matrices too.
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A.2.3 Estimation

Define Y
′
t =

(
y
′
1t , y

′
2t , ..., y

′
Nt

)
. Write the sample loglikelihood function as follows:

L (δ) =
T∑
t=1

logfYt |Wt,Xt ;θ (Yt |Wt,Xt ;δ;γ) (A.8)

where

logfYt |Wt,Xt ;θ (Yt |Wt,Xt ;δ;γ) = −GN
2

log (2π) +
1

2
log |Ω−1|

− 1

2

[
(Yt −Wtγ −Xtδ)

′ ]
Ω−1 [(Yt −Wtγ −Xtδ)] (A.9)

Given the factorization, we can rewrite this as

logfYt |Wt,Xt ;θ (Yt |Wt,Xt ;δ;γ) = −GN
2

log (2π) +
1

2
log |Ω−1|

−1
2
[Yt −Wtγ − (Z1tθ1 +Z2tθ2 +Z3tθ3 +Z4tθ4)]

′
Ω−1

[Yt −Wtγ − (Z1tθ1 +Z2tθ2 +Z3tθ3 +Z4tθ4)] (A.10)

where Ω is the GN ×GN variance-covariance matrix of Ut . In Model 2, this matrix is

completely free.

Defining furthermore,

Πt =

⎡⎢⎢⎢⎢⎣ Wt
GN×GNq

, Z1t
GN×GN

, Z2t
GN×(N−1)

, Z3t
GN×(G−1)

, Z4t
GN×(p−1)

⎤⎥⎥⎥⎥⎦ (A.11)

where Πt has dimensions GN × (GNq +GN +N − 1+G − 1+ p − 1).
Now, rewrite the loglikelihood as

logfYt |Wt,Xt ;θ (Yt |Wt,Xt ;δ;γ) = −GN
2

log (2π) +
1

2
log |Ω−1|

− 1

2
[Yt −Πtθ]

′
Ω−1 [Yt −Πtθ] (A.12)

The estimator for θ
′
will be:

θ̂ =

⎡⎢⎢⎢⎢⎢⎣
T∑
t=1

Π
′
tΩ
−1Πt

⎤⎥⎥⎥⎥⎥⎦
−1 T∑

t=1

Π
′
tΩ
−1Yt (A.13)
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With this estimator, we are able to compute the estimated residuals and obtain an

estimator for Ω:

Ω̂ = (1/T )
T∑
t=1

ÛtÛ
′
t (A.14)

In the above equations, naturally, T should be interpreted as the number of useful

observations, after dropping the lags.

Finally, notice that the deterministic terms should not be a nuisance. It is just

the same to regress initially the variables over these deterministic terms and obtain

the estimate of θ from a model where Yt and Xt have the residuals of these prior

regressions. This is valid for both the general model with dynamic interdependencies

and the particular model without those interdependencies, discussed below.

One final remark should bemade about the practical implementation of this model.

In practice, with 10 or more countries, and 4 variables per country, it might become

impossible or very hard to estimate a full model such as this one, given thatΩ is unre-

stricted and its dimension can be larger (or only slightly smaller) than the time dimen-

sion of the sample. Thus, in section A.4 of this Technical Appendix, we present an-

other version of this model, but only after, in the next section, we present an evenmore

constrained model (Model 1) where there are no interdependencies between countries

and all parameters are constrained to be the same across countries.
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A.3 Particular model (Model 1): Specification and Esti-

mation

A.3.1 Preliminaries on Specification

Definition of matrix A in the simplified Panel with equal coefficients across coun-

tries

The specific case of no dynamic interdependencies and equal coefficients across

countries was found by writing

δ
GNk×1

= A
GNk×G2p

δ
G2p×1

(A.15)

Matrix A is written in such a way to set all parameters in excess to zero and to set

coefficients across equations to be the same.

A =

⎡⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎣

IGp ⊗Φ ′1
...

IGp ⊗Φ ′N

⎤⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎦
(A.16)

where Φj
G×GN

is defined as being equal to

[
0

G×G · · · IG · · · 0
G×G

]
(A.17)

A.3.2 Estimation

From (A.17) we can see that the model can be rewritten as

Yt =Wtγ +XtAδ +Ut (A.18)

Thus, defining Πt = [Wt,XtA], we can obtain estimators, analogous to (A.13) and

(A.14). They are the following. Defining the G×G country variance-covariance matrix

of the residuals Ωi = ω for all i = 1, ...,N , the estimator for δ will be:

ˆδ =

⎡⎢⎢⎢⎢⎢⎢⎣
T∑
t=1

N∑
j=1

Π
′
tΦ
′
jω
−1ΦjΠt

⎤⎥⎥⎥⎥⎥⎥⎦
−1 T∑

t=1

N∑
j=1

Π
′
tΦ
′
jω
−1ΦjYt (A.19)
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where Φj is defined in (A.17). Notice that, now, the G×G country variance-covariance

matrixω is the same across countries, so that theGN×GN Ω overall variance-covariance

matrix is block diagonal with the same variance-covariance matrixω repeated N times

across the diagonal, i.e

Ω =

⎡⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎣

Ω1

· · ·
ΩN

⎤⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎦
=

⎡⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎣

ω

· · ·
ω

⎤⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎦
(A.20)

With this estimator, we are able to compute the estimated residuals and obtain an

estimator for this common variance-covariance matrix, Ωj :

ω̂ = (1/NT )
T∑
t=1

N∑
j=1

ûjtû
′
jt (A.21)

Finally, notice that the deterministic terms should not be a nuisance. What was

said in the previous section about the possibility of regressing the variables initially

on the deterministic terms applies here as well.

A.3.3 Model with different IRF across states

This section presents the model above allowing for different impacts of policy

shocks as well as different dynamics after the shock takes place. Assume there are

S = 2 states: expansion vs contraction, high growth vs low growth, high interest rate

vs low interest rate, etc. The asymmetric VAR can now be written as follows:

Yt = Xtδ +Ut (A.22)

with δ given by
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δ = Atδ =

⎡⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎣

1s1,t=1IGp ⊗Φ ′1 1s1,t=2IGp ⊗Φ ′1
· · · · · ·

1sN,t=1IGp ⊗Φ ′N 1sN,t=2IGp ⊗Φ ′N

⎤⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎦
δ (A.23)

where sj,t denotes the state variable at time t for country j and 1sj,t is an indicator

function that is equal to 1 if country j at time t is in state 1 and it is zero otherwise.

Furthermore, the variance covariance matrix of Ut is equal to

Ωt =

⎡⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎣

ω1,t

· · ·
ωN,t

⎤⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎦
(A.24)

where ωj,t = 1sj,t=1ω1 + 1sj,t=2ω2. Thus, the estimation of the slope parameters is

very similar to what was shown above, but nowΩt is not constant. Also, the estimation

of the variance-covariance matrices can be accomplished similarly to before, but now

separating the observations for state 1 and state 2 and use only those residuals that

matter for the determination of the estimates of ω1 and ω2.

A.4 RevisitingModel 2 in practice - Block diagonality of

the variance covariance matrixΩ

In practical applications, such as the one in this paper (many countries, with 4 vari-

ables per country), it becomes impractical to have an unrestricted variance covariance

matrix of Ut , Ω. Thus, even in the general model with dynamic interdependencies

presented thus far, it is helpful to restrict the contemporaneous relations between

countries, and block diagonality is one possibility. Not to be too restrictive, we allow

groups of countries to share a variance covariance matrix. For expositional purposes,

we will exemplify it here with two clusters of countries; in the main text, we use three.
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To that end, suppose we take a loglikelihood function for Yt given by

logfYt |Wt,Xt ;θ (Yt |Wt,Xt ;δ;γ) = −GN
2

log (2π) +
1

2
log |Ω−1|

− 1

2
[Yt −Πtθ]

′
Ω−1 [Yt −Πtθ] (A.25)

and impose the assumption that one group of n1 countries shares a G × G variance

covariance matrix ω1 and another group of n2 countries shares a G ×G variance co-

variance matrix ω2, so that, if we put all countries of group 1 first, we get

Ω =

⎡⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎢⎣

ω1

· · ·
ω1

ω2

· · ·
ω2

⎤⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎥⎦

(A.26)

Thus, the estimator we will find for δ will be

θ̂ =

⎡⎢⎢⎢⎢⎢⎣
T∑
t=1

Π
′
tΩ
−1Πt

⎤⎥⎥⎥⎥⎥⎦
−1 T∑

t=1

Π
′
tΩ
−1Yt (A.27)

which can be written also as

θ̂ =

⎡⎢⎢⎢⎢⎢⎢⎣
T∑
t=1

⎧⎪⎪⎪⎨⎪⎪⎪⎩
n1∑
j=1

Π
′
tΦ
′
jω1

−1ΦjΠt +

N∑
j=n1+1

Π
′
tΦ
′
jω2

−1ΦjΠt

⎫⎪⎪⎪⎬⎪⎪⎪⎭
⎤⎥⎥⎥⎥⎥⎥⎦
−1

T∑
t=1

⎧⎪⎪⎪⎨⎪⎪⎪⎩
n1∑
j=1

Π
′
tΦ
′
jω1

−1ΦjYt +
N∑

j=n1+1

Π
′
tΦ
′
jω2

−1ΦjYt

⎫⎪⎪⎪⎬⎪⎪⎪⎭
where an estimator for Ω can be found by computing

ω̂1 = [1/ (n1T )]
T∑
t=1

n1∑
j=1

ûjtû
′
jt (A.28)

and

ω̂2 = [1/ (n2T )]
T∑
t=1

N∑
j=n1+1

ûjtû
′
jt (A.29)

The estimation proceeds by assuming ω1 = ω2 = IG; obtaining θ̂ and δ̂; computing Ût ;

obtaining a consistent estimate of Ω1 and Ω2 and getting θ̂ and δ̂ again by plugging

in ω̂1 and ω̂2 into equation (A.27).
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A.5 Additional Results: Model 1, Cholesky Identifica-

tion

This section presents some additional results for both models, the one without

interdependencies (Model 1) and the one with interdependencies (Model 2). First we

present results for both the Cholesky identification and the Proxy identification under

Model 1.

A.5.1 Model 1: Cholesky identification using the ECON Outlook

cyclically adjusted budget balance series

Figure A.1: Response to Spending shocks using Cholesky identification (Taxes FIRST)

- centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples
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Figure A.2: Response to Tax shocks using Cholesky identification (Spending FIRST) -

centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples
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Model 1: Cholesky identification using the difference between unadjusted receipts

and primary disbursements to compute budget balance

Figure A.3: Response to Spending shocks using Cholesky identification (Taxes FIRST)

- centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples

Chapter A 577



Essays on Fiscal Policy and the Narrative Approach

Figure A.4: Response to Tax shocks using Cholesky identification (Spending FIRST) -

centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples
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Model 1: Cholesky identification using the difference between receipts and dis-

bursements cyclically adjusted with the Blanchard cyclical adjustment method

Figure A.5: Response to Spending shocks using Cholesky identification (Taxes FIRST)

- centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples
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Figure A.6: Response to Tax shocks using Cholesky identification (Spending FIRST) -

centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples
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A.6 Additional Results: Model 1, Proxy Identification

A.6.1 Model 1: Proxy identification with unadjusted receipts and

primary disbursements

Figure A.7: Response to Spending shocks using Proxy identification (Taxes FIRST in

the Proxy sense) - centered confidence bands computed using 95% and 5% quantiles

from 10000 bootstrap samples
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Figure A.8: Response to Tax shocks using Proxy identification (Spending FIRST in the

Proxy sense) - centered confidence bands computed using 95% and 5% quantiles from

10000 bootstrap samples
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A.6.2 Model 1: Proxy identification using the difference between

receipts and disbursements cyclically adjusted with the Blan-

chard cyclical adjustment method

Figure A.9: Response to Spending shocks using Proxy identification (Taxes FIRST in

the Proxy sense) - centered confidence bands computed using 95% and 5% quantiles

from 10000 bootstrap samples
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Figure A.10: Response to Tax shocks using Proxy identification (Spending FIRST in

the Proxy sense) - centered confidence bands computed using 95% and 5% quantiles

from 10000 bootstrap samples
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A.6.3 Model 1: Proxy identification with Asymmetric Multipliers

(two states)

Fixed Exchange Regime vs. Floating Exchange Regime

Figure A.11: Response to a decrease in Spending of 1% of GDP in a Floating Exchange

Regime using Proxy identification - centered confidence bands computed using 95%

and 5% quantiles from 10000 bootstrap samples
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Figure A.12: Response to a decrease in Spending of 1% of GDP in a Fixed Exchange

Regime using Proxy identification - centered confidence bands computed using 95%

and 5% quantiles from 10000 bootstrap samples
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Figure A.13: Response to an increase in Taxes of 1% of GDP in a Floating Exchange

Regime using Proxy identification - centered confidence bands computed using 95%

and 5% quantiles from 10000 bootstrap samples

Chapter A 587



Essays on Fiscal Policy and the Narrative Approach

Figure A.14: Response to an increase in Taxes of 1% of GDP in a Fixed Exchange

Regime using Proxy identification - centered confidence bands computed using 95%

and 5% quantiles from 10000 bootstrap samples
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Expansion vs. Recession

Figure A.15: Response to a decrease in Spending of 1% of GDP when the initial state is

an Expansion state, using Proxy identification - centered confidence bands computed

using 95% and 5% quantiles from 10000 bootstrap samples
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Figure A.16: Response to a decrease in Spending of 1% of GDP when the initial state

is a Recession state, using Proxy identification - centered confidence bands computed

using 95% and 5% quantiles from 10000 bootstrap samples
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Figure A.17: Response to an increase in Taxes of 1% of GDP when the initial state is

a Expansion state, using Proxy identification - centered confidence bands computed

using 95% and 5% quantiles from 10000 bootstrap samples
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Figure A.18: Response to an increase in Taxes of 1% of GDP when the initial state is

a Recession state, using Proxy identification - centered confidence bands computed

using 95% and 5% quantiles from 10000 bootstrap samples
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High Debt vs. Low Debt

Figure A.19: Response to a decrease in Spending of 1% of GDP when when they keep

a High Debt ratio (above 70%) in the years after the shock, using Proxy identifica-

tion - centered confidence bands computed using 95% and 5% quantiles from 10000

bootstrap samples
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Figure A.20: Response to a decrease in Spending of 1% of GDP when when they keep

a Low Debt ratio (above 70%) in the years after the shock, using Proxy identification

- centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples
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Figure A.21: Response to an increase in Taxes of 1% of GDP when they keep a High

Debt ratio (above 70%) in the years after the shock, using Proxy identification - cen-

tered confidence bands computed using 95% and 5% quantiles from 10000 bootstrap

samples
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Figure A.22: Response to an increase in Taxes of 1% of GDP when when they keep a

Low Debt ratio (above 70%) in the years after the shock, using Proxy identification -

centered confidence bands computed using 95% and 5% quantiles from 10000 boot-

strap samples
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Appendix to Chapter 4

B.1 Figures for Subsection 5.2

Figure B.1: Response to Tax increases (1% of GDP) - Long Run, Excluding all shocks

scheduled to be temporary; 1 standard deviation bootstrap bands.
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Figure B.2: Response to Tax increases (1% of GDP) - All Exogenous, Excluding all

shocks scheduled to be temporary; 1 standard deviation bootstrap bands.
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B.2 Figures for Subsection 5.4

The following results pertain to the model that includes provincial tax revenues.

Figure B.3: Response to Tax increases (1% of GDP) - Ideological, Excluding all shocks

scheduled to be temporary; 1 standard deviation bootstrap bands.
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Figure B.4: Response to Tax increases (1% of GDP) - Long Run, Excluding all shocks

scheduled to be temporary; 1 standard deviation bootstrap bands.
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Figure B.5: Response to Tax increases (1% of GDP) - Deficit Consolidation, Excluding

all shocks scheduled to be temporary; 1 standard deviation bootstrap bands.

Chapter B 601



Essays on Fiscal Policy and the Narrative Approach

Figure B.6: Response to Tax increases (1% of GDP) - All Exogenous, Excluding all

shocks scheduled to be temporary; 1 standard deviation bootstrap bands.
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Figure B.7: Response to Tax increases (1% of GDP) - Ideological, Benchmark; 1 stan-

dard deviation bootstrap bands.
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Figure B.8: Response to Tax increases (1% of GDP) - Long Run, Benchmark; 1 standard

deviation bootstrap bands.
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Figure B.9: Response to Tax increases (1% of GDP) - Deficit Consolidation, Bench-

mark; 1 standard deviation bootstrap bands.
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Figure B.10: Response to Tax increases (1% of GDP) - All Exogenous, Benchmark; 1

standard deviation bootstrap bands.
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A fourth variable was introduced in the VAR, which was rotated among a set of

variables concerning expenditure, monetary policy, the labor market. The results are

presented next, for variant 2 and variant 3 of the narrative, for each of the tax shock

motivations: ideological, deficit consolidation, long run and all exogenous.

Figure B.11: Response to Tax increases (1% of GDP) - Ideological, Benchmark; 1 stan-

dard deviation bootstrap bands.

Figure B.12: Response to Tax increases (1% of GDP) - Ideological, Benchmark; 1 stan-

dard deviation bootstrap bands.
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Figure B.13: Response to Tax increases (1% of GDP) - Ideological, Permanent shocks;

1 standard deviation bootstrap bands.

Figure B.14: Response to Tax increases (1% of GDP) - Ideological, Permanent shocks;

1 standard deviation bootstrap bands.
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Figure B.15: Response to Tax increases (1% of GDP) - Long Run, Benchmark; 1 stan-

dard deviation bootstrap bands.

Figure B.16: Response to Tax increases (1% of GDP) - Long Run, Benchmark; 1 stan-

dard deviation bootstrap bands.
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Figure B.17: Response to Tax increases (1% of GDP) - Long Run, Permanent shocks; 1

standard deviation bootstrap bands.

Figure B.18: Response to Tax increases (1% of GDP) - Long Run, Permanent shocks; 1

standard deviation bootstrap bands.
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Figure B.19: Response to Tax increases (1% of GDP) - Deficit Consolidation, Bench-

mark; 1 standard deviation bootstrap bands.

Figure B.20: Response to Tax increases (1% of GDP) - Deficit Consolidation, Bench-

mark; 1 standard deviation bootstrap bands.
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Figure B.21: Response to Tax increases (1% of GDP) - Deficit Consolidation, Perma-

nent shocks; 1 standard deviation bootstrap bands.

Figure B.22: Response to Tax increases (1% of GDP) - Deficit Consolidation, Perma-

nent shocks; 1 standard deviation bootstrap bands.
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Figure B.23: Response to Tax increases (1% of GDP) - All Exogenous, Benchmark; 1

standard deviation bootstrap bands.

Figure B.24: Response to Tax increases (1% of GDP) - All Exogenous, Benchmark; 1

standard deviation bootstrap bands.
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Figure B.25: Response to Tax increases (1% of GDP) - All Exogenous, Permanent

shocks; 1 standard deviation bootstrap bands.

Figure B.26: Response to Tax increases (1% of GDP) - All Exogenous, Permanent

shocks; 1 standard deviation bootstrap bands.
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