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I. INTRODUCTION 

In the March 2000 Budget Address, the New Brunswick Minister of Finance announced that 

"effective for the 2000 tax year, the Province will move from the "tax on tax" to the "tax on taxable 

income" method of calculating provincial personal income tax." (p. 24). In Dr. Betts' view, "having 

gained more control over the Province's personal income tax revenues, the people of New 

Brunswick will have the opportunity to ensure that our tax system better meets our own social, 

economic, and fiscal needs." (p.24). To that end, the Minister promised to address the following 

questions before selecting a specific structure of the tax on income: 

- How many tax brackets and at what income thresholds? 

- Should surtaxes be applied? 

- 	Should the distribution of the tax burden be altered? 

- How should tax credits be used? 

- 	How should government balance taxes and services, and what are the priorities for the 

future? 

Since such important change in tax policy will affect all New Brunswick residents, it may 

be of interest to the Minister to receive inputs from a variety of sources. This paper is intended as 

a contribution to the debate on the future of the personal income tax (PIT) system in New Brunswick, 

with particular emphasis on the shift from "tax on tax" to "tax on income." 

The paper is organized as follows. Section II presents a brief history of tax collection 

arrangements between federal and provincial governments. Section III sketches the main elements 

of the tax on income. Section IV provides some examples of changes in federal and provincial 

personal income taxes under a variety of assumptions. Section V explores in some detail the 



implications of indexing for inflation. Section VI explores other issues and section VII provides 

some concluding comments. 

II. HISTORICAL BACKGROUND 

The arrangements for collecting income taxes at the federal and provincial level throughout 

Canada's history have been influenced by constitutional provisions and international developments 

(Moore, Perry and Beach (1966), Economic Council of Canada (1982). 

At the time of the birth of our nation, the most expensive public tasks - primarily the building 

of the physical infrastructure necessary to strengthen the links among different regions were 

assigned to the federal government. Correspondingly, the federal government also received the 

major source of revenue at the time: tariffs and custom duties. The role of provincial and local 

governments was very limited as there was minimal government involvement in education, social 

services and health care. Therefore, the revenue-raising power of the provinces was confined to 

direct taxation, not a very desirable area because of the unpopularity of income taxation. 

Although the Constitution gave the federal government the power to raise revenue "by any 

mode of taxation", there was an understanding that the income tax field was reserved for the 

provinces. This understanding was a major reason why the federal government refrained from 

income taxation for the first half century of the nation's history. The provinces found themselves 

strapped for cash soon after Confederation and tried to tap the income tax field despite its 

unpopularity. British Columbia was the first province to introduce personal income taxes in 1876 

and was followed by Prince Edward Island in 1894. Quebec imposed a flat tax on corporations in 

1884 and Ontario levied succession duties in 1892. The federal government entered the income tax 

field when the need to finance the World War I effort had weakened the opposition of Canadians to 
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income taxation and had lessened provincial resistance to the federal intrusion into a tax field they 

considered exclusively their own. The federal government introduced a tax on corporate profits in 

1916 and a tax on personal income in 1917. 

During the 1920s   Canada experienced a good economic performance and economic growth 

generated sufficient revenues for both federal and provincial governments to finance their spending 

programs. These good times were brought to a sudden end by the Depression of the 1930's. 

Depressed economic conditions took their toll on government revenues. Faced with increasing 

revenue shortfalls, both federal and provincial governments raised rates of existing taxes and 

introduced new taxes. Saskatchewan and Quebec introduced retail sales taxes and by 1940 all 

provinces levied personal and corporate income taxes. With each level of government trying to fix 

its own fiscal problem, the result was little or no co-operation, duplication of administrative 

machinery, high tax rates and uncoordinated joint occupancy of the major tax fields, a situation often 

referred to as a" tax jungle". 

in an effort to clarify the relative fiscal powers of federal and provincial governments and 

rationalize the revenue structure, the federal government appointed, in 1937, the Royal Commission 

on Dominion-Provincial Relations, commonly known as the Rowell-Sirois Commission. The 

Commission presented its findings in 1940 and among its main recommendations were the 

following: 

1. 

	

	The federal government should assume sole responsibility for imposing personal and 

corporate income taxes; it should also assume provincial debts and acquire responsibility for 

the unemployed. 
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Canada should introduce unconditional grants to poorer provinces to allow them to provide 

national average public services without excessive burdens of taxation. 

The federal government should immediately provide emergency grants to provinces hardest 

hit by the Depression. 

The provinces rejected the Commission's recommendations. At the time, however, it became 

clear that World War II would impose a heavy financial burden on the federal government. The 

provinces, in the national interest, offered to cooperate with the federal government to address the 

financial issues raised by war financing. In response, the federal government offered to "rent" the 

personal and corporate income taxes from the provinces for the duration of the war. Under the "tax 

rental agreements", the provinces withdrew temporarily from the income tax field in exchange for 

a share of federal revenues, based on agreed upon formulas. The first agreement ran from 1942 to 

1947 and was followed by a number of five-year agreements, each one with its own specific 

arrangements, which lasted until 1961. 

Provinces started to impose income taxes again starting in 1962. The federal government 

made room for provincial income taxes through special abatements. For the personal income tax, 

the abatement was initially set at 16% of "basic" federal tax and was increased in successive years 

until it reached 24% in 1966. The abatement for the corporate income tax was set at 9% of corporate 

taxable income. In order to minimize administrative duplication, the federal government offered to 

collect provincial income taxes as long as provinces accepted the federal definition of taxable 

income and would allow the federal exemptions and deductions . All provinces, except Quebec, 

joined the Tax Collection Agreements (TCA). However, Ontario and, at a later date, Alberta, 

decided to collect their own corporate income taxes. The provincial personal income tax rates were 
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expressed as a percentage of Basic Federal Tax (BFT). For that reason, this system became known 

as "tax on tax". 

Initially, the TCA provided little flexibility for provincial income tax policy. Through time, 

they were modified to allow provinces more policy room. This greater flexibility, however, was 

achieved at the cost of increased complexity. By 1988, three provinces - Manitoba, Saskatchewan 

and Alberta - levied a tax on income in addition to the tax on tax, though on a temporary and 

experimental basis; in addition most provinces levied one or more surtaxes and some provinces 

provided special tax reductions for low income taxpayers. The federal government also administered 

a number of special provincial tax credits. 

While provinces desired flexibility in the design of the personal income tax system, they were 

not satisfied with the complexity that resulted from delivering flexibility through the TCA. 

Therefore, spearheaded by the western provinces, they pressed the federal government to review the 

TCA with a view to changing the provincial tax base from "basic federal tax" to taxable income. 

They asked for a change from "tax on tax" to "tax on income". The federal government agreed to 

review the situation and set up a federal-provincial committee of officials to study the practical 

feasibility of this move. After considerable effort, including inputs from outside consultants, the 

committee reached agreement on "a tax on income" scheme which involved the following elements: 

(a) retaining the federal definition of taxable income and of federal non-refundable tax credits; (b) 

retaining a national collection system, preferably through an independent tax collection agency: (c) 

a limited number of tax brackets and (d) some flexibility on the values of provincial non-refundable 

tax credits. The provinces expected quick implementation of the tax on income, but their hopes were 

dashed by the change of government in 1992, as the new Minister of Finance did not consider the 
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tax on income a tax policy priority. Eventually in 1997, the federal government decided to go ahead 

and offered provinces the opportunity to change the base of their personal income taxes. 

III. ELEMENTS OF A TAX ON INCOME 

In order to gain a better understanding of the change to a "tax on income", it is useful to 

sketch first the elements of the current system. Under the "tax on tax" regime, federal and 

provincial personal income tax systems are closely connected and any federal action that changes 

the values of Basic Federal Tax will automatically affect provincial revenues. The value of BFT 

is affected not only by changes in the definition of taxable income, but also by changes in federal tax 

rates, except for surtaxes, changes to the income thresholds for the federal tax brackets and changes 

in the values of non-refundable tax credits. For example, under the "tax on tax" provinces would 

have automatically adopted the full indexation of the personal income tax system re-introduced in 

2000 by the federal government and would have absorbed the revenue loss arising from the planned 

federal reduction in the middle tax rate from 26% to 23%. Also, for a given federal rate structure, 

provinces were constrained to follow the progressivity of the federal tax structure, unless they 

introduced surtaxes and low-income tax reductions. Under the "tax on tax", a given change in the 

provincial rate would be equivalent to an equal percentage change (equi-proportional change) in the 

federal tax rates. The relationship between federal and provincial rates under a "tax on tax" is shown 

in Table Ill-i. The first column shows the federal statutory rates on taxable income before the tax 

reductions announced in the 2000 budget. The second column shows the implicit New Brunswick 

statutory rates on taxable income associated with the 60% tax rate that existed before the tax 

reduction announced in the 2000 budget. The third column shows the rate associated with the 

reduction of 5% in the provincial tax rate announced in the 2000 provincial budget. The fourth 
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colunm shows the reduction (in percentage points) in the implicit rates associated with the 5% cut 

in the provincial rate. The final column shows the percentage reduction in the implicit rates. 

Table 111-1 Relationship between Federal and New Brunswick Personal Income Tax Rates under the 

"Tax on Tax." 

1999 Federal Rates 	Equivalent Provincial Rates on Taxable Income, % 

% 

60% of BFT 57% of BFT Change %Change 

First Bracket 17 10.2 9.7 -.5 -5 

Second Bracket 26 15.6 14.8 -.8 -5 

Third Bracket 29 17.4 16.5 -.9 -5 

It is evident from table Ill-i that, within the framework of a "tax on tax", a reduction in the 

provincial tax rates, given the federal rates, would lower the implicit provincial rates on taxable 

income by the same percentage in each tax bracket. However, in percentage points, the reduction 

would be larger for high-income than for low-income taxpayers. As a result, the pattern of implicit 

provincial rates on taxable income would become flatter. The difference between the top and bottom 

implicit rates would fall from 7.2 percentage points to 6.8 percentage points. 

The connection between federal and provincial PIT systems is partially severed under the tax 

on income. There will still be an important connection between the two tax systems because the "tax 
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on income" will retain the following elements of a national personal income tax system: 

the tax base, taxable income, will be the same as the base used by the federal government, 

the definition of taxable income will be determined by the federal government; 

both federal and provincial personal income taxes will be collected by a national agency, the 

new Canada Customs and Revenue Agency. 

The change in the base of the provincial PIT, however, will insulate provincial revenues from 

federal changes to rates, brackets and credits and will offer provinces increased tax policy flexibility. 

Under the tax on income, provinces have the ability to determine the following items: 

the number of tax brackets and the associated tax rates 

the number and rates of surtaxes 

the structure of low income tax reductions 

the values of refundable and non-refundable tax credits. 

Through changes to the above items, provincial governments can alter directly the 

progressivity of their provincial personal income tax systems. 

An important aspect of the change to the tax on income is the flexibility offered with respect 

to the block of non-refundable tax credits. A province now has the ability to: 

- 	supplement the existing federal credits or add unique provincial credits, 

- 	not follow increases in federal credits in the future, 

- 	increase expenditure-based credits (such as CPP and El contributions) beyond the federal 

level, although it cannot reduce them below the federal level, 



- 	adjust the credits for charitable donations while maintaining the current two-tier system. 

The flexibility offered in the case of tax brackets and non-refundable credits, especially the 

personal credit, are important elements in provincial tax policy. Automatic changes in the limits of 

tax brackets and the values of selected non-refundable tax credits are the vehicles for delivering 

indexing of the personal income tax to inflation. The federal government re-introduced full 

indexation in 2000 by indexing tax brackets and the personal non-refundable tax credit to the annual 

percentage increases in the Consumer Price Index. By acquiring flexibility over these items, a 

province has the choice of not following the federal re-indexing of the PIT. This issue will be 

discussed at more length in section V. Before addressing the indexing issue, it is useful to provide 

a comparison of the effects of the personal tax changes announced in the 2000 federal and provincial 

budgets. 

IV. EXAMPLES OF PROVINCIAL PERSONAL INCOME TAXES UNDER DIFFERENT 

OPTIONS. 

This section provides some examples of the provincial personal income tax that would be 

paid by three hypothetical taxpayers under a variety of assumptions within the "tax on tax" regime. 

These estimates will help set up the framework for evaluating tax policy options under the "tax on 

income". 

The following assumptions were used for the three taxpayers under the tax structure existing 

in 1999. Each taxpayer is a single individual who can be viewed as a representative of the taxpayers 

in each existing federal personal income tax bracket. The taxpayer in the first bracket has gross 

income of $25,000, the taxpayer in the second bracket has gross income of $50,000 and the taxpayer 
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in the third bracket has gross income of $80,000. For each taxpayer, all income is in the form of 

wages. This income increases every year by two percent in real terms and an additional 2 percent 

due to inflation for a total of 4.04 percent. The only deduction is a contribution of 7% to a 

Registered Pension Plan and\or a Registered Retirement Saving Plan. Therefore, taxable income is 

$ 23,250 for the first taxpayer, $48,500 for the second taxpayer and $74,400 for the third taxpayer. 

Each taxpayer is entitled to the standard personal credit and to the non-refundable credits for 

Employment Insurance and Canada Pension Plan contributions. 

The provincial personal income tax payable by the three representative taxpayers was 

calculated for 1999 and for 2009 in the following cases based on the "tax on tax" system. A ten-

year period was selected in order to allow a meaningful comparison with the indexed personal 

income tax discussed in the next section, since the effect of indexing increases with time. 

Case 1. Federal and provincial tax structures are those under 1999 regimes before the tax reductions 

announced in the 2000 budgets. For the federal government we used the three statutory rates of 17% 

for taxable income $0-29,590, 26% for taxable income in the $29,591-59,180 range and 29% for 

taxable income above $59,180; we also included the high income surtax of 5% on federal tax in 

excess of $12,500. For the provincial government we used a 60% tax rate plus the 8% surtax on 

provincial tax payable in excess of$13,500. For the non-refundable tax credits we used the 1999 

value of $6,794 for the personal amount, we assumed that maximum earnings subject to tax for the 

CPP and El remained at their 1999 levels ($37,400 and $39,000, respectively) and applied for 2009 

the contributions rates known to date, i.e., 2.4% for El (the value for 2000) and 4.95% for CPP (the 

value projected by the federal government). The contribution-free income under the CPP was kept 

at $3,500, consistent with federal policy. 
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Case 2. This case includes the provincial tax reductions announced in the 2000 budget but maintains 

the 1999 federal PIT structure; we used provincial rates of 60% in 1999, and 54% in 2009 plus the 

8% surtax in both cases. 

Case 3. We used the federal tax structure based on proposals contained in the 2000 federal budge 

but we kept the provincial rate unchanged. For the provincial government we used the standard 60% 

rate plus the 8% surtax. For the federal government, we used in 2009 rates of 17%, 23% and 29% 

for the three tax brackets, we increased the upper limits of the first two tax brackets to $36,070 and 

$72,140, we eliminated the high income surtax and increased the amount for the personal credit to 

$8,282. 

Case 4. Federal and provincial tax structures are based on proposals contained in their respective 

2000 budgets. This case is a combination of cases 2 and 3. 
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Table IV - 1. Comparison of Tax Burdens: 1999 versus 2009 

1999 2009 Change % Change 

$ $ $ 

Gross Income, $ 

First Bracket 25,000 37,149 12,149 48.6 

Second Bracket 50,000 74,297 24,297 48.6 

Third Bracket 80,000 118,876 38,876 48.6 

Provincial Tax Payable, $ 

First Bracket 

Case 1 1535 2843 1308 85.2 

Case 2 1535 2554 1019 66.4 

Case 3 1535 2418 883 57.5 

Case4 1535 2176 641 41.8 

Second Bracket 

Case 1 4747 8400 3653 77.0 

Case 2 4747 7560 2813 59.3 

Case 3 4747 7125 2378 50.1 

Case 4 4747 6413 1666 35.1 

Third Bracket 

Case 1 9373 15783 6410 68.4 

Case 2 9373 14096 4723 50.4 

Case 3 9373 14288 4915 52.4 

Case 4 9373 12806 3433 36.6 
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Table TV-i shows how an unindexed PIT system and the income tax changes announced in the 2000 

federal and provincial budgets produce different effects for the three representative taxpayers. This 

table leads to the following general conclusions: 

for a given growth of income, the unindexed PIT produces the largest percentage penalty on 

the lower income taxpayer, and the smallest percentage penalty on the higher income 

taxpayer; 

2. 

	

	the combination of federal and provincial tax cuts would reduce the increase in provincial 

tax liabilities by 5 1 % for the first bracket taxpayer, 54% for the second bracket taxpayer and 

46% for the third bracket taxpayer. The combination of the tax cuts would still leave the first 

bracket taxpayer with the highest growth in tax liabilities, followed by the third bracket 

taxpayer and finally by the second bracket taxpayer. 

Table IV-2 focuses on the year 2009. It presents a comparison of the differences in the effects of 

different options on each taxpayer in 2009. It contains four sets of comparisons: (A) the difference 

in tax payable by each taxpayer due to the four policy options discussed above, (B) the effective tax 

rates (tax payable divided by gross income), (C) the difference, in percentage points, in the effective 

tax rates due to the four policy options and (D) the percentage difference in effective tax rates. 
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Table IV-2. Differences in Provincial Tax Payable Under Various Options, 2009 

First 	Second 	Third 
Bracket 	Bracket 	Bracket 

(A) Difference in Tax Payable, $ (-) 

Case 1 minus Case 2 289 840 1687 

Case 1 minus Case 3 425 1275 1495 

Case 1 minus Case 4 667 1987 2977 

Effective Tax Rates, % 

Case 1 7.65 11.31 13.28 

Case2 6.88 10.18 11.86 

Case 3 6.51 9.59 12.02 

Case 4 5.86 8.63 10.77 

Difference in Effective Tax Rates (-) 

Case 1 minus Case 2 .77 1.13 1.42 

Case 1 minus Case 3 1.14 1.72 1.26 

Case 1 minus Case 4 1.79 2.67 2.51 

Percentage Difference in Effective Tax Rates (-) 

Case 1 minus Case 2 10.1 10.0 10.7 

Case 1 minus Case 3 14.9 15.2 9.5 

Case 1 minus Case 4 23.4 23.7 18.9 
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The rows named "case 1 minus case 2" measure the effect of the promised provincial rate cut 

from 60% to 54% under the assumption that the federal PIT structure remains as it was in 1999. In 

this case, the reduction in provincial tax payable in 2009 would amount to $289 for the lower-income 

taxpayer, $840 for the middle-income taxpayer and $1687 for the high income taxpayer. As shown 

in the section on percentage differences in effective tax rates, the tax cut is equivalent to 10% of the 

effective tax rate for all three taxpayers, a result which represents the 10% rate cut promised by the 

provincial government and is consistent with the exercise contained in table Ill-i. The rate reduction 

is slightly larger for the third bracket taxpayer because of the interaction with the provincial high 

income surtax. The difference in percentage points, however, is highest for the third bracket 

taxpayer and lowest for the first bracket taxpayer, a result which shows that an equi-proportional 

reduction in the provincial tax rate will flatten the pattern of effective tax rates, thus reducing the 

degree of progressivity as measured by the change in effective tax rates (average rate progression). 

The effect of the federal tax cut on provincial revenue under a tax on tax regime, given the 

1999 provincial tax rate, is shown by the difference between case 1 and case 3. Taxpayers in each 

tax bracket received selected special treatment under the federal tax cuts: the first bracket taxpayer 

was the most favoured by re-indexation, the second bracket taxpayer received the benefit of the rate 

reduction while the third bracket taxpayer was the only one receiving the benefit of the elimination 

of the high income surtax. The tax reduction under the federal tax cut was larger than the reduction 

under the provincial tax cut for the taxpayers in the first two tax brackets. The lower-income 

taxpayer would gain $425 and the middle-income taxpayer would gain $1,275. For the high-income 

taxpayer the gain from the federal tax cut would amount to $1,495 in 2009 or $192 less than the 

provincial tax reduction. Middle income taxpayers received the largest relative benefit from the 
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federal tax reduction. Their effective tax rate in 2009 would be cut by 15.2%, compared to 14.9% 

for the first bracket taxpayer and 9.5% for the third bracket taxpayer. The difference is even larger 

in percentage point terms, amounting to about half a percentage point compared to the other two 

taxpayers. 

The effects of the combination of the federal and provincial tax cuts is shown by the 

difference between case 1 and case 4. The effect is not equal to the sum of the previous two 

differences because of the interaction between federal and provincial tax systems. Fifty-four percent 

of an indexed federal system with a lower middle bracket rate is less than 54% of a federal system 

without indexation and without the middle bracket tax cut. The combination of federal and 

provincial tax cuts would produce in 2009 a similar percentage reduction in the effective tax rates 

for the first two tax brackets (about 23%) and a smaller percentage reduction (19%) for the third tax 

bracket taxpayer. In percentage point terms, the biggest beneficiary would be the second bracket 

taxpayer with a reduction of 2.7 points, followed closely by the third bracket taxpayer with 2.5 points 

and finally by the first bracket taxpayer with 1.8 points. The promise of a 10% rate cut by the 

provincial government combined with the federal tax cut introduced in the 2000 within the 

framework of a tax on tax would have resulted in a less progressive pattern of effective tax rates in 

2009, i.e. a flatter pattern of effective tax rates. 

At this point one may ask the following question: should the tax on income structure be 

designed to reproduce the results of case 4? The answer to this question involves both value 

judgements and interpretations of the intentions of the provincial government when it made the 

promise of a 10% cut in provincial rates. One may argue that the provincial promise was made 

before the federal government announced its tax reduction. Therefore, the intention of the provincial 
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government may have been to provide only the tax relief provided by its rate cut alone. In fact, that 

is what would have happened if the tax on income system was in place before the federal tax cuts 

became effective. Table IV-2 shows that, in 2009, the provincial tax cut would provide less than half 

of the combined tax relief from the provincial tax cut and the automatic reduction in provincial tax 

liabilities because of federal tax reduction within the framework of a tax on tax. In other words, 

reproducing the results of the tax on tax in the design of the tax on income structure would yield, by 

2009, more than double the tax cuts originally promised by the provincial government. One may 

also argue that the provincial government was aware of the federal commitment to PIT cuts and 

considered its provincial rate reduction as an addition to the implicit provincial tax cut from expected 

federal PIT reductions. In this case designing the tax on income structure to reproduce, in general 

terms, the results of case 4 would represent the fulfillment of the provincial government's intentions. 

Which of the two interpretations reflects the provincial government intentions will be known only 

after the tax on income structure has been selected. 

V. IMPLICATIONS OF INDEXING THE PROVINCIAL PIT 

The flexibility that the tax on income offers the provinces with respect to changes in tax 

brackets and non-refundable credits provides them with the choice of whether they want to follow 

the federal indexation of the PIT for inflation. In the first part of this section we will explore some 

of the implications of following federal indexing. In the second part we will explore the implications 

of using periodic reductions in the PIT rates instead of indexing. 

The changes in the components of the PIT that would deliver indexation are shown in Table 

V-i. In calculating those changes we assumed an inflation rate of 2% per year over the period 1999 

to 2009. This inflation rate implies that the amount for the personal non-refundable tax credit would 
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increase from $6,794 in 1999 to $8,282 in 2009. Similarly, the upper limits of the first and second 

tax brackets would increase over the same period from $29,590 and $59,180, respectively, to 

$36,070 and $72,140. In order to focus on the effects of indexing, we assume that both federal and 

provincial PIT rates remain at their 1999 levels throughout the sample period. 

Table V-i. Elements of PIT Indexing 

1999 2009 

Personal Credit, $ 6794 8282 

Upper Limits of Tax Brackets, $ 

First Bracket 29590 36070 

Second Bracket 59180 72140 

Provincial Tax Rates (60% of 1999 federal rates), % 

First Bracket 	 10.2 	 10.2 

Second Bracket 	 15.6 	 15.6 

Third Bracket 	 17.4* 	 17.4* 

* plus surtax of 8% over tax of $13,500. 

Two instruments are used to deliver indexing in our example: (a) annual increases in the 

personal credit in line with inflation and (b) annual increases in the upper limits of tax brackets. in 

our calculations, shown in Table V-2, we show the effects of each component as well as the total 

effect. 
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Table V-2 Effects of Indexing the Provincial Personal Income Tax 

Taxpayers 

1 2 3 

Gross Income in 1999, $ 25,000 50,000 80,000 

Gross Income in 2009, $ 37,149 74,297 118,876 

Difference in Tax Payable in 2009, $ 

Due to Indexing of Personal Credit 152 152 164 

Due to Indexing of Brackets 268 528 630 

Total 420 680 794 

Tax Difference as % of Gross Income, Percentage Points 

Due to Indexing of Personal Credit .41 .20 .14 

Due to Indexing of Brackets .72 .71 .53 

Total 1.13 .91 .67 

Percentage Change in Effective Tax Rates 14.8 8.1 5.0 

Table V-2 shows that indexing the personal credit delivers a similar tax reduction for all three 

taxpayers. This is because the value of the personal credit is calculated by multiplying a given dollar 

amount by the statutory tax rate in the first bracket. In our example, the tax reduction for the high 

income taxpayer is slightly higher because the tax reduction due to indexing of the personal amount 

also affects the high income sustax, thus providing an additional benefit. We also notice that 

indexing of the brackets has a more powerful effect on tax payable than indexing of the personal 



amount. For the taxpayer in the first bracket, nearly two-thirds of the total benefits are delivered by 

bracket indexing; for the other two taxpayers, the ratio is more than three-quarters. 

Table V-2 also shows that indexing increases the progressivity of the personal income tax 

system because it produces larger reductions in the effective tax rate (tax liability divided by gross 

income) for lower than for higher income taxpayers. The main beneficial effect of indexing is to 

prevent taxpayers to move to a higher tax bracket because their nominal income increased even when 

their real income remained unchanged. In a PIT structure with three statutory rates, this bracket 

creep can only occur in the first two brackets. Moreover, in the Canadian tax system, the increase 

in statutory tax rates is higher between the first and second brackets (9 percentage points) than 

between the second and third brackets (3 percentage points). Therefore, eliminating the bracket 

creep is more beneficial to the taxpayers in the first bracket. The effect of indexing on effective tax 

rates is shown in the last four rows of Table V-2. We notice that the first taxpayer receives a 

percentage reduction in his-her effective tax rate (14.8%) which is 83% higher than that for the 

second taxpayer and nearly triple that for the third taxpayer. 
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Table V-3. Revenue-Neutral Alternatives to Indexing, 2009 

Provincial Statutory Rates, % 

1999 	Equi-proportional Equal Percentage 	Indexing 
Rate Reduction 	Point Rate Reduction (Equivalent Rates) 

First Bracket 	10.2 	 9.5 	 9.3 	 9.1 

Second Bracket 	15.6 	14.5 	 14.7 	 14.7 

Third Bracket 	17.4 	16.2 	 16.5 	 16.7 

We now consider two alternatives to indexing as tax reduction options, as shown in table V-

3. The first option involves periodic rate cuts of equal percentage for each tax bracket. In our 

examples, by 2009 the tax reduction due to indexing was equivalent, on the aggregate, to a 7% cut 

in rates. The new rates under this option are shown in colunm 2. By comparison, the rates that 

would be needed to yield the same results as indexing are shown in colunm 4. It is evident that an 

equiproportional change in all tax rates yields different results than indexing. Specifically, it flattens 

the pattern of the rate structure as it involves a reduction of .7 percentage points for the first bracket 

and 1.2 percentage points for the third bracket. The equal percentage point reduction in tax rates 

falls between the two other cases. It involves a reduction of .9 percentage points in each tax rate, 

therefore it maintains constant the difference between tax rates as we move from one tax bracket to 

the other. 
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Table V- 4 Percentage Difference in After-Tax Income under Alternative Tax Structures 

% Difference in After-Tax Income in 2009 Compared to 

After-Tax Income in 2009 Under 1999 Tax Structure 

Indexing 	Equi-proportional 	Equal Percentage 
Rate Reduction 	Point Rate Reduction 

First Bracket 	 1.22 	 0.58 	 0.60 

Second Bracket 	 1.03 	 0.88 	 0.83 

Third Bracket 	 0.75 	 1.12 	 0.95 

Table V-4 provides some indication of the redistributional impact of the three tax reduction 

options by showing the percentage change in disposable income in 2009 for each option compared 

to the no-change situation. We notice that indexing redistributes income in favour of taxpayers in 

the first bracket as this group receives the largest % increase in PDI. The equi-proportional reduction 

in tax rates yields the opposite result as the taxpayer in the top tax bracket gains a % increase in PDI 

almost double that of the taxpayer in the first bracket. The equal percentage point rate reduction still 

favours the high income taxpayer, but the difference in percentage gains among the three taxpayers 

is substantially narrower. 

The choice between indexing and the other two options for reducing provincial PIT involves 

three major issues: vertical equity, transparency, rules versus discretion and revenue growth in the 

formulation of tax policy. 
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The examples shown in this section show that the three options have different implications for the 

redistributional impact of the personal income tax. Under the PIT structure that existed in 1999, the 

provincial PIT followed closely the pattern of progressivity of the federal PIT, since the province 

applied a uniform rate to BFT. The only minor difference was with respect to the provincial high 

income surtax which has parameters that differ from the federal ones, namely it has a higher rate (8% 

versus 5%), but starts at a higher income threshold. The federal degree of progressivity is 

determined by the progressivity of the statutory rate structure in combination with the size of the tax 

brackets. This degree of progressivity has been eroded over the past decade by the elimination of 

full indexing. Restoring full indexing would restore the implicit degree of PIT progressivity with 

respect to real income, therefore restoring indexing is a measure that increases the degree of PIT 

progressivity compared to the unindexed system. It would benefit most taxpayers in the lower 

income bracket because they would no longer move to a higher tax bracket due to purely inflationary 

income increases and because the indexing of the personal credit provides a fixed benefit for all 

taxpayers, independent of their income. A proportional reduction in all tax rates, which is the 

equivalent of a provincial rate reduction under the tax on tax, will have a stronger percentage gain 

for high then for low income taxpayers. It tends to flatten the effective rate structure in the same 

maimer as is done by de-indexing. The equal percentage point reduction in tax rates will shift the 

entire rate structure downward and will have a roughly neutral effect on after-tax income. Indexing, 

therefore, not only prevents the government from gaining real revenues out of inflation, thus 

reducing distortions in economic decisions, but it also affects vertical equity because it restores the 

degree of progressivity eroded by de-indexing. 
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Indexing delivers annual tax reductions in a hidden way as de-indexing delivered tax 

increases by stealth. Compared to the 1999 tax structure, the government would deliver tax 

reductions but would not get political recognition. Taxpayers would not see any calculation of tax 

reduction in their tax returns. Moreover, the statutory rates would not fall because the tax cuts would 

be delivered through increases in thresholds and personal credits. Under the unindexed system, the 

tax cuts would be very visible because they would be delivered through rate reductions for which 

the government can get political gains. In interprovincial comparisons of tax rates, the provinces 

with unindexed PIT would have lower rates, something which is more visible than higher brackets. 

Indexing may be viewed as a rule approach to policy. The government decides that it does 

not want to make gains from inflation and sets a rule, indexing, to prevent that result. Under the 

other two options, the government decides to deliver tax relief on an ad hoc basis and it retains the 

flexibility to decide what to do depending on budgetary constraints. 

Indexing also has important implications for revenue growth. Table V-5 presents some 

sample calculations of the revenue elasticities for indexed and unindexed PIT which are used to 

calculate the potential growth rates of PIT revenues for given increases in gross income. 
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85.2 77.0 68.4 773.1 

57.9 64.0 59.9 60.9 

1.75 1.58 1.41 1.50 

1.19 1.32 1.23 1.25 

-.56 -.27 -.17 -.25 

Table V-5 Revenue Effects of Indexing: An Illustrative Example 

Tax Brackets 

First 	Second 	Third 	Total 

Percentage Change in Gross Income 	48.6 	48.6 	48.6 	48.6 

from 1999 to 2009 

Percentage Change in Revenue 

Unindexed PIT 

Indexed PIT 

Revenue Elasticity 

Unindexed PIT 

Indexed PIT 

Difference 

In table V-5, the first row shows the percentage change in gross income from 1999 to 2009 

for each of the representative taxpayers as found in table IV- 1. The row called "unindexed PIT" 

shows the associated percentage increases in revenue under case 1 in table IV-1. The percentage 

increases in revenue in the row named "indexed PIT" are calculated from the revenue changes 

derived by subtracting the changes due to indexing (table V-2) from the 2009 revenues in case 1 

shown in table IV- 1. We notice that the revenue elasticity of the unindexed PIT is 1.49 which means 

that an increase in the combined gross income of all three taxpayers of 4% will generate a PIT 

revenue increase of nearly 6%. When we introduce indexing, the revenue elasticity is reduced to 

1.24 because the government no longer gains from inflation. For the same 4% increase in aggregate 
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gross income, PIT revenue will now grow by nearly 5%, one percentage point less than under the 

unindexed system. 

The revenue elasticity of the indexed PIT can be calculated as the weighted average of the 

elasticities with respect to real income increases and purely inflationary income increase, where the 

weights are the relative contributions of real and inflationary income increases. The former can be 

estimated by raising each taxpayer's income by the some percentage and comparing this to the 

percentage increase in tax revenue, as was done in Table V-S. The latter elasticity is one by 

definition. In our example, the elasticity of the unindexed system is 1.49, which is approximately 

equal to that for real income increases. In our calculations the weights are equal for both real and 

inflationary income increases because we assumed annual growth rates of 2% for real income and 

for the price level. Therefore, the revenue elasticity for the indexed system is Revenue Elasticity = 

.5 (1.49) + .5 (1.0) = 1.24. 

The estimates in Table V-5 show that, during the period from 1999 to 2009 under the 

assumption of 2% increases in real income and inflation, indexing would reduce the growth of 

provincial PIT revenue from 72.6% to 59.9%. Since PIT revenues in 1999 were roughly $900 

million, indexing would result in a loss of $115 million in provincial PIT revenue in 2009. 

In reality, the relationship between elasticities under indexed and unindexed PIT systems is 

affected by a variety of factors, such as the distribution of tax liabilities by tax bracket, the relative 

growth of real and inflationary income, differences in income increases among taxpayers in different 

brackets, and the income distribution of new taxpayers and taxpayers who die during the sample 

period. The effect of all these factors can be captured only through detailed models of the PIT. We 

can be certain, however, that the effects of indexing are cumulative over time and that over the long- 
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run they generate substantial losses of revenue which in turn reflect substantial tax reductions for 

taxpayers. 

VI. OTHER IS SUES 

In addition to changing the base of provincial personal income taxes and allowing provinces 

to set their own tax brackets and rates, the "tax on income" also offers provinces flexibility on the 

values of non-refundable tax credits. This flexibility can be used to implement various social policy 

options, in addition to changing the distribution of the tax burden among different taxpayers. Three 

major policy areas are identified in the following discussion. 

Policy towards Fain ilies. The federal PIT provides a non-refundable credit for a spouse in a one-

income family even if there are no children. Through this measure the tax system subsidizes the 

employed spouse to help pay for the support of the other spouse and the amount of the subsidy is 

independent of the family's income. One may argue that the benefits to society from a stay at home 

spouse depend on the home care provided to children. In this case, the subsidy would be confined 

only to one-income families with children under a certain age. If the province wants to shift the 

focus from universal tax breaks for one-income families to targeted tax breaks to one-income 

families with children, it must explore the delivery options that fit within the conditions of the tax 

income. 

Policy Towards Seniors. The federal PIT contains two non-refundable credits targeted strictly at 

seniors: (a) the age credit and (b) the pension income credit. This tax assistance is part of a package 
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of financial assistance to seniors which includes the Old Age Security (OAS) and the Guaranteed 

Income Supplement (GIS) in addition to the Canada Pension Plan benefits (financed through payroll 

taxes) and the tax breaks for Registered Pension Plans (RPPs) and Registered Retirement Saving 

Plans (RRSPs). If the province wants to consider an independent tax policy with respect to seniors, 

it can adjust the values of the two non-refundable tax credits in the PIT system. The decision on 

such adjustments would ideally require a review of the entire package of programs targeted at 

seniors. 

Policy Towards Students. The federal PIT contains two non-refundable tax credits targeted at 

students: (a) a credit for tuition expenses and (b) a credit for attending post-secondary educational 

institutions. The provinces are in a different position than the federal government in this area 

because they determine the cost of tuition through their grants to universities. For example, an 

increase in the tuition credit associated with a reduction in funding to post-secondary institutions 

which resulted in higher tuition fees may end up increasing the overall cost to students. Any 

changes to provincial credits for post-secondary students, therefore, requires a high degree of co-

ordination with the policy regarding grants to post-secondary educational institutions. 
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IV. CONCLUSIONS 

The Government of New Brunswick has decided that, starting in 2000, the base for its 

personal income tax will be changed from Basic Federal tax (BFT) to taxable income. This change 

from "tax on tax" to "tax on income" provides the province with greater flexibility in the design of 

its personal income tax system. This new flexibility, in turn, raises a variety of policy issues. Before 

settling of a structure of the "tax on income" the provincial government must make decisions on 

the following design issues: (a) should the province follow the federal lead on indexing?, (b) should 

the tax on income have more or less than the existing implicit three rates? (c) should the province 

use the same tax brackets as the federal government? (d) should surtaxes be applied? (e) should the 

province leave non-refundable tax credits at their implicit values under the tax on tax? (f) should 

the tax on income be used as an opportunity to change the degree of progressivity of the provincial 

PIT? (g) should the tax on income be used as an opportunity to make some changes in social policy 

delivered through the tax system? 

These are important tax policy issues and each one requires a separate analysis. For example, 

the issue of indexing for inflation involves decision about tax policy flexibility and fiscal 

sustainability. Potential adjustments to personal and spousal credits involve the tax treatment of the 

family. Decisions about the age and pension income credit address the fiscal treatment of seniors. 

Decisions about education credits touch on the whole question of provincial financing of higher 

education. 

The change from "tax on tax" to "tax on income" may be a simple exercise in converting tax 

rates from one base to another. Alternatively, it may involve a major restructuring of the provincial 

personal income tax system which now can be accommodated by the additional flexibility provided 
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by the tax on income. For the first option, little policy work is required. The second option requires 

a clear identification of objectives and the appropriate tools to achieve them. 
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