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Executive Summary

¢ British Columbia’s Provincial Sales Tax harms business competitiveness and investment
by taxing some businesses inputs, especially machinery and equipment, distorting con-
sumer choices by taxing most goods but relatively few consumer services, and imposing

high compliance burdens on firms because of its complexity.

¢ As aresult of the Provincial Sales Tax, British Columbia has the highest marginal effect-

ive tax rate (METR) on all forms of investment (25.6%) in Canada.

o Imposing taxes on machinery and equipment means less investment, lower labour pro-
ductivity, slower economic growth (in part as a result of a slower adoption of new tech-

nologies) and ultimately lower wages and salaries for workers.

¢ Replacing the Provincial Sales Tax with a Harmonized Sales Tax or made-in-BC Value
Added Tax would reduce the taxation of business inputs, especially taxes on machinery

and equipment.

o Based on econometric estimates of the tax sensitivity of investment, eliminating the
Provincial Sales Tax on machinery and equipment would increase the per-worker stock

of capital by 6.5%.

o The resulting increase in labour productivity would increase average hourly earning
by between 1.1% and 2.7%, increasing annual income per worker by between $700 and
$1,700.

o When provinces, including British Columbia, switched from a Retail Sales Tax to a
Harmonized Sales Tax, there were only modest overall increases in consumer prices, in
part because the Harmonized Sales Tax eliminated most of the tax burden on business
inputs. Reductions in income tax and enhanced sales-tax credits can shelter most house-
holds from a decline in real incomes and in the long-run livings standards can increase
with faster growth in wage and salary incomes from improved business competitiveness

and investment.
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1. Introduction

On July 1, 2010, British Columbia adopted a Harmonized Sales Tax (HST) at 7%, the same rate
that had applied to its Provincial Sales Tax (PST), a retail sales tax (RST). The adoption of the
HST was very unpopular, in large part because the government of Premier Gordon Campbell had
denied plans to adopt the HST before the 2009 election, only to impose it shortly after. In the
summer of 2011, a referendum on abolishing the HST and returning to an PST passed with 55%
of voters in favour. On April 1, 2013, the government of British Columbia reverted to a 7% PST.

British Columbia will be holding a general election in the fall of 2024 and, although the
PST is not an election issue at this time, it deserves to be. Why? Because the current PST, like
all retail sales taxes, harms business competitiveness and investment by taxing some businesses
inputs, especially machinery and equipment, distorting consumer choices by taxing most goods
but relatively few consumer services, and imposing high compliance burdens on firms because
of its complexity.

This study sets out the arguments and evidence in favour of returning to an HST or a made-
in-BC value-added tax (VAT) that would cause fewer distortions to consumers’ purchasing deci-
sions, improve British Columbia’s tax competitiveness, boost investment especially on machin-
ery and equipment (M&E) and labour productivity, and ultimately increase wages and salaries
for BC workers.

I am an Albertan, but with a personal interest in this issue because in 2016 I was asked by
the Minister of Finance of the British Columbia government to chair a commission on improv-
ing the province’s tax competitiveness. Our report, Improving British Columbia’s Business Tax
Competitiveness (hereafter the Report) was released November 15, 2016 (British Columbia
Commission on Tax Competitiveness, 2016). Our Commission made recommendations for
reforms to the PST that would improve business competitiveness and incentives for investment
in the short term, but we recommended that in the long run British Columbia should adopt a
made-in-BC VAT. In this study, we again make the case for reforming sales taxation in British
Columbia by adopting an HST or a made-in-BC VAT.

The study is organized as follows. In section 2, we describe the role of the PST in the BC
revenue structure and show that British Columbia is somewhat less reliant on general sales-tax
revenues than other provinces with general sales taxes. In section 3, we detail how the PST harms

business competitiveness and incentives to invest: the PST is shown to be the most important
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tax disincentive for those looking to invest in British Columba. Eliminating the PST on all forms
of investment would lower the aggregate marginal effective tax rate (METR) on all forms of
investment in British Columbia from 25.6% to 16.2%. Section 4 briefly describes the complex-
ity and resultant compliance costs that the PST imposes on businesses. In section 5, we assess
the gains to BC workers in replacing the PST with a VAT. Based on econometric estimates of
the tax sensitivity of investment, eliminating the PST on M&E is predicted to increase the per-
worker capital stock by 6.5%. The resulting increase in labour productivity from the higher cap-
ital per worker would increase average hourly earning by between 1.1% and 2.7%, representing
an additional annual income of between approximately $700 and $1,700 per worker. In section
6, we review the literature on the impact on consumer prices from introducing HSTs in three
of the Atlantic provinces, Ontario, and British Columbia, and then we provide a brief analysis
of the impact on consumer prices of the reversion to an PST in British Columbia in 2013. The
studies show that, when the Atlantic Provinces, Ontario, and British Columbia switched from
RSTs to HSTs, average consumer prices either declined (because the HST was introduced at
a lower rate) or underwent very modest increases within a year because of the elimination of
most of the tax burden imposed on business inputs. Income-tax reductions and enhanced sales-
tax credits can shelter most households from a decline in real incomes. In the long-run, livings
standards can increase with faster growth in wage and salary incomes from improved business

competitiveness and investment.
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2. The Provincial Sales Tax in British Columbia

The Provincial Sates Tax (PST) is the BC government’s second largest source of tax revenue, fore-
cast at $10.4 billion in 2023/24 (figure 1). The PST has consistently accounted for about one fifth

of total tax revenues and about one eighth of British Columbia’s total revenues.

Figure 1: Sources (%) of British Columbia’s government revenues, 2023/24

Sources of revenue Sources of tax revenue

Property transfer 4.2% Insurance premiums 1.8%

Crown Corporation

netincome 4.1% Taxation 59.9% Property 7.8% Personal income 35.6%

Federal
contributions
18.1%

Tobacco 1.1%

Carbon 5.7%

Other
revenues
14.0%

Sales 22.4%
Natural

resources
3.9%
Corporate income 13.2$

Employer health 6.0%

Source: British Columbia, Ministry of Finance, 2024: 115, table 4.7.

British Columbia’s PST rate is currently 7%, unchanged from 2016 when the Report was
released. The other provinces with retail sales taxes have similar rates, Manitoba, 7% and
Saskatchewan, 6%. The other provinces have integrated their sales taxes with the federal gov-
ernment’s Goods and Services Tax (GST), which is a form of value-added taxation (VAT). The
Harmonized Sales Tax (HST) rate in Ontario is 8%; it is 10% in the four Atlantic provinces. The
Quebec Sales Tax (QST) rate is 9.975%. Figure 2 indicates that British Columbia is somewhat less
reliant on general sales-tax revenues than other provinces with general sales taxes.

General sales taxes, and VATs in particular, are generally regarded as among the most effi-

cient sources of tax revenue because they cause fewer distortions in consumers’ purchasing
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Figure 2: Revenue (%) from general taxes on good and services, Canadian provinces, 2021

. Percentage of tax revenues
Percentage of total revenues

Percentage

NL PE NS NB Qc ON MB SK AB BC

Sources: Statistics Canada, 2023: table 10-10-0017-01.

decisions and in firms’ production and investment decisions. Raising a larger share of tax rev-
enue from a general sales tax could benefit the BC economy, but these gains can only be realized
if the PST is replaced by a value-added tax, such as the HST, which largely avoids the taxation

of business inputs.
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3. The Provincial Sales Tax and Business Competitiveness

Recent commentators, such as Cross (2023), Coyne (2024), and Speer and Taylor (2024) have
drawn attention to the slow growth rate of Canada’s labour productivity. Recent reports by
Robson and Bafale (2022) have documented Canada’s poor investment performance over the last
decade. The slowdown of investment in machinery and equipment, structures, and intellectual
property (software, patents, resource exploration) is one of the factors behind slow productivity
growth. For every dollar of business capital invested per Canadian worker, American workers had
$1.89 and workers in other OECD countries had $1.37 in 2022. The slow rate of investment has
resulted in a steady decline in the machinery and equipment (M&E) and intellectual property (IP)
capital per worker since 2015. A number of Canada-wide factors have been responsible for the
woeful investment rates in the last decade, including the downturn in the oil and gas industry, a
result of volatile world oil prices, bureaucratic and hostile regulatory regimes, and fiscal policies
that encourage public and private consumption spending rather than business-sector investment.

Added to these factors are the self-inflicted costs imposed on businesses in British Columbia,
as well as Saskatchewan and Manitoba, from retail sales taxes. The Report (BCCTC: 4) estimated
that the PST in British Columbia applies to about 20% of business inputs, including software
and telecommunications services, and represented an effective tax rate of 1.4% on all operating
costs. Higher operating costs erode the competitiveness of BC business facing other provinces
and other countries in trade-exposed industries. Some of these additional costs are passed on
to BC consumers in the less trade-exposed areas such as construction and services. And, to
the extent that they cannot be passed on, the PST burden reduces firms’ retained earnings, an
important source of funds for new investment.

While the PST’s impact on operating costs is detrimental to BC’s competitiveness, it is the
adverse impact on investment that was highlighted in the Report. It was estimated that about
80% of business spending on machinery and equipment is taxed under the PST, resulting in an
average effective tax rate of 5.6% in 2016 (BCCTC: 3). The PST levied on machinery and equip-
ment was estimated at $639 million or approximately 10% of total PST revenues. The PST on
M&E increases the cost of an investment. This means that a project has to earn a higher pre-tax
rate of return in order to provide investors with a competitive after-tax rate of return that jus-
tifies the risks and the foregone alternative investment opportunities. With a higher required

pre-tax rate of return, a smaller number of investment projects can meet this hurdle and total
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investment is lower. Higher tax rates mean less investment in M&E, lower labour productivity,
slower economic growth (in part as a result of a slower take-up of new technologies) and ultim-
ately lower wages and salaries for workers in British Columbia.

A widely used metric of the impact of corporate, sales, and other taxes on investment incen-
tives is the marginal effective tax rate (METR) on investment. The METR is equal to the differ-
ence between the pre-tax rate of return that an additional dollar investment has to earn in order
to provide investors with a competitive after-tax rate of return, expressed as a percentage of the
pre-tax rate of return. In their annual publications, Philip Bazel and Jack Mintz (2021) provide
detailed analysis of the impact of corporate, sales, and other taxes for Canada and 93 other coun-
tries by industry and by asset class. Of particular interest are their computations of the METRs
for the Canadian provinces.

British Columbia had the highest economy-wide aggregate METR in 2020 at 25.6%, compared
to12.1% in Alberta, 15.1% in Ontario, and 11.5% in Quebec (table 1). Only the other provinces with
retail sales taxes, Manitoba and Saskatchewan, had METRs approaching those of British Columbia,
which also had the highest METR in each industry. The tax disadvantages relative to the Canadian

average METR were particularly pronounced in Forestry, Manufacturing, and Communications.

Table 1: METRs by province and industry, 2020

&
Sil $
& &
S
> >
S Q&
§‘£“ S ) &L . 0(\% o &
N N G I C S Y
: o‘& %’@ & & N \Qéb ‘\\\@ L é\& & @&

\?\0}\ « © @Q‘O 006\ @,b&\ @“0 Qxé'@ 48 Qo° K \?QQ
Canada 147% 72% 154% 208% 74% 211% 229% 148% 159% 204% 15.6%

Newfoundland & Labrador  10.1% -16.1% 14.6% 22.6% -133% 23.2% 240% 133% 141% 19.0% 8.0%

Prince Edward Island -0.4% -37.5% 155% 235% -525% 244% 253% 198% 141% 227% 11.3%

Nova Scotia 79% -165% 144% 21.9% -205% 227% 239% 139% 140% 194% 12.3%
New Brunswick 22% -162% 142% 218% -123% 226% 23.6% 157% 13.8% 19.0% 10.7%
Quebec 15.0% -12% 122% 195% -07% 203% 214% 124% 111% 182% 11.5%
Ontario 152% 103% 13.0% 199% 115% 205% 221% 140% 128% 183% 15.1%
Manitoba 187% 19% 23.6% 267% -39% 253% 263% 205% 250% 28.6% 21.0%
Saskatchewan 179% 109% 227% 257% 125% 26.0% 26.1% 185% 269% 27.6% 20.6%
Alberta 11.0% 92% 103% 167% 120% 172% 178% 97% 98% 13.8% 12.1%

British Columbia 213% 183% 258% 280% 182% 26.7% 288% 21.7% 303% 315%  25.6%

Source: Bazel and Mintz, 2021: 15, table 2a.
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Table 2 shows that British Columbia’s relative tax disadvantage was greatest for machinery
and equipment with a METR of 27.9% compared to a Canadian average of 8.4%. This contrasts
with the METRs for M&E in Alberta (6.3%), Ontario (5.7%), and Quebec (-5.0%), provinces

particularly relevant for British Columbia’s business competitiveness.

Table 2: METRs by province and type of asset, 2020

&
N
fz?bz
& & . & &

‘b“& @lbo \3’0 \Q@ ?gq
Canada 20.8% 8.4% 12.4% 24.2% 15.6%
Newfoundland & Labrador 122% -12.0% 13.3% 27.9% 8.0%
Prince Edward Island 19.8% -14.4% 14.3% 28.6% 11.3%
Nova Scotia 18.9% -3.1% 13.7% 26.8% 12.3%
New Brunswick 17.0% -6.2% 13.3% 27.0% 10.7%
Quebec 19.7% -5.0% 12.4% 24.6% 11.5%
Ontario 20.9% 5.7% 12.7% 24.1% 15.1%
Manitoba 20.2% 22.9% 13.1% 25.0% 21.0%
Saskatchewan 21.7% 21.5% 11.4% 24.2% 20.6%
Alberta 6.3% 6.3% 9.4% 21.3% 12.1%
British Columbia 27.9% 27.9% 14.0% 251% 25.6%

Source: Bazel and Mintz, 2021: 15, table 2b.

British Columbia’s tax disadvantage arises because about 80% of spending on machinery
and equipment is taxable under the PST. To assess how the PST affects the incentives to invest
in machinery and equipment in British Columbia, we have calculated the METRs by industry
in the absence of a PST using the Bazel and Mintz METR model. Figure 3 shows that removing
the PST on machinery and equipment would reduce the METR significantly across all industries.

Across all industries, the PST raises the METR on machinery and equipment by 72%.
Eliminating the PST on M&E would reduce its METR from 27.9% to 7.7%, which would put
British Columbia’s METR within a couple of percentage points of the METRs in Alberta and
Ontario. Eliminating the PST on all forms of investment would lower the aggregate METR on all
forms of investment in British Columbia from 25.6% to 16.2%. In summary, these METR calcu-
lations show that the PST is the largest single contributor to the tax wedge and by far the most

significant tax disincentive impeding investment in British Columbia.
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Figure 3: Impact of the PST on the METRs on machinery and equipment in British Columbia
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Source: Calculations by the author based on the Bazel-Mintz METR model.
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4. Complexity and Compliance Costs

The PST has complex rules regarding which products are taxable and which are exempt, with
detailed stipulations about the use of the product in specific circumstances. Businesses have
reported that many regulations are difficult for firms to follow, and some defy common sense.
This complexity of the PST imposes time-consuming compliance costs on firms that increase the
tax competitiveness problems faced by British Columbia’s businesses. Below are some examples

of the complex rules governing the application of the PST from Box 1 of the Report.

Machinery and equipment exemptions These exemptions often depend on the use and loca-
tion of an item. A forklift used to load materials for processing may be exempt but, if that
forklift is used to load items for transportation outside the plant, it would no longer be exempt,

and the owner would be expected to self-assess and pay the PST.

Real property contractors Generally contractors installing items to a building or other real
property pay tax on goods purchased and do not charge PST to customers. If they mistakenly
do not pay PST on the purchase and charge PST on the sale, they will be required upon audit
to pay the PST on purchase, effectively doubling the taxes paid.

Mixed inventory When a vendor like an automobile repair shop both sells a product (for
example, lubricants) and uses the same product in the business, it must pay PST when pur-
chasing for its own use but not when purchasing for resale. In practice, it is difficult or impos-

sible not to make mistakes, leading to penalties on audit.

Mixed contracts Mixed contracts are contracts for the provision of multiple interconnected
goods, services, and real property as a single supply for a single price. Because of the narrow
PST tax base, vendors must tease out of the agreement which goods and services are subject
to PST and which are not. Vendors must also determine the fair market value of the taxable
goods and services in order to collect the correct amount of tax. In practice, it is difficult not

to make mistakes, leading to penalties and interest on audit. (BCCTC: 34)
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5. The Gains from Moving to a VAT System

Eliminating the taxation of businesses inputs and, in particular, removing taxes on machinery
and equipment, would boost business productivity and competitiveness in British Columbia.
It would mean increased investment in M&E, improved labour productivity, faster economic
growth, and higher wages and salaries for British Columbia’s workers. While the Report recom-
mended a number of ways, in the short to medium term, in which the PST could be reformed
to reduce its burden on business in British Columbia, the ultimate solution is the adoption of
some form of value-added tax—either a made-in-BC VAT, or an HST like that of Ontario and
the Atlantic provinces.

In this section, we try to assess the gains in replacing the RST with a VAT. Clearly the most
important gain would come from reducing, if not entirely eliminating, the taxation of business
inputs, especially on M&E. By how much would this spur investment? Some evidence can be
obtained from two sources: the experience of the Atlantic provinces in 1997 when they switched
from retail sales taxes to the HST; and from recent econometric estimates of the responsiveness
of investment to a reduction in the METR on investment.

Michael Smart and Richard Bird (2009b) examined the consequences of the “natural experi-
ment” of the adoption of the HST in the Atlantic provinces, while other provinces (except Quebec)
retained their retail sales taxes. They found that, in the years after adopting the HST, per-capita
investment in the Atlantic provinces rose by 11.1% above its trend. Their estimates of the uptick
in investment in machinery and equipment ranged from 12.1% to 16.7%." On the other hand, the
investment rates in non-residential construction (buildings) were not robust across industries
and not significant in aggregate. Thus, Smart and Bird’s study indicates that replacing retail sales
taxes with an HST in the Atlantic provinces boosted investment in machinery and equipment.

Wen and Yilmaz (2020) estimated the impact of taxes on business investment in Canada
using panel data on provincial capital stocks for seven major industries from 1997 to 2013. They
used the METRs from previous studies by Mintz and his colleagues to calculate the user cost of
capital, that is the pre-tax rate of return required by investors. They found that a reduction of one

percentage point in the user cost of capital was associated with a 1.31% increase in the per-capita

1 The long-run increase in the stock of M&E capital from a 14.5% one-year increase in net investment is 3.3% if
the economic rate of depreciation is 25%. With machinery and equipment equal to 16% of the capital stocks, the

total capital stock would increase by 0.5%.
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stock of machinery and equipment in the long run. On the other hand, the user cost of capital
did not have a statistically significant effect on the stock of buildings (non-residential capital), a
result that is consistent with the Smart and Bird’s results for non-residential construction.

For our purposes, it is most convenient to express Wen and Yilmaz’ results in terms of the
responsiveness of the per-capita stock of machinery and equipment to changes in the METR.
(Wen and Yilmaz, 2020: 26, table 6). Their estimate of the semi-elasticity of the stock of M&E
with respect to the METR is —0.324 at a METR of 27.4%, which is close to British Columbia’s
current METR of 27.9%. Recall that eliminating the PST on M&E would reduce the METR by
20.2 percentage points, that is, from 27.9% to 7.7%. Accordingly, Wen and Yilmaz’ estimates
mean that eliminating the PST on M&E would increase the per-capita stock of M&E by (20.2 x
0.324) or 6.5%. With M&E representing about 16% of the combined M&E and non-residential
construction capital stocks in British Columbia, the total capital stock is predicted to increase
by about one percent.?

McKenzie and Ferede (2017) provides a way of estimating the impact on wages and salaries
from eliminating the RST on investment. They estimated a model of the effect of business taxes
on capital per worker and average hourly wages for the 10 Canadian provinces from 1981 to 2014.
They found that a 10% reduction in the METR increases the capital-labour ratio by 1.16% and a
10% increase in a provincial economy’s capital-labour ratio increases the average real wage rate
in the province by between 2.45% and 6.45%. Eliminating the PST would reduce the aggregate
METR from 25.6% to 16.2% or by 36.5%. Based on McKenzie and Ferede’s estimates, eliminating
the PST would increase the stock of capital per worker in British Columbia by (36.5/10) x 1.16 =
4.2%. This increase in the capital per worker would increase average hourly earning by between
(4.2/10) x 2.65 =1.1% to (4.2/10) x 6.45 = 2.7%. Based on average weekly earnings of BC workers
in 2023 of $1,213, this would represent an additional annual income of between $700 and $1,700.

To summarize, the studies by Smart and Bird, Wen and Yilmaz, and McKenzie and Ferede
predict that eliminating the RST on machinery and equipment would boost investment in the
machinery and equipment that workers operate in British Columbia, enhancing labour produc-
tivity and providing a significant boost to their average annual incomes. To assess how it would
affect workers’ overall standard of living, we now turn to a brief discussion of how eliminating

the RST would affect the prices of goods and services that BC residents purchase.

2 An econometric study by Dahlby and Ferede (2021) of the effects of taxes on provincial economic growth rates
found that the coefficient of a dummy variable for provinces with RSTs was negative but the point estimate was

not statistically significant.

fraserinstitute.org

n



6. Impact of the Harmonized Sales Tax on Consumer Prices

In this section we review the literature on the impact on consumer prices of introducing a
Harmonized Sales Tax (HST) in three of the Atlantic provinces, Ontario, and British Columbia,
and then we provide a brief analysis of the impact on consumer prices of the reversion to the
PST in British Columbia in 2013.

The Atlantic Provinces’ adoption of an HST in 1997

On April 1, 1997, Newfoundland & Labrador, Nova Scotia, and New Brunswick replaced their
RSTs with an HST at 8%. (Prince Edward Island adopted an HST in 2013.) The effective RST
rates had ranged from 11.11% to 12.84% because these provinces had levied their RSTs on GST
inclusive prices, raising the effective tax rates on those goods and services subject to the GST.
It was estimated that more than 43% of their RST revenues came from taxing business inputs
(Smart and Bird, 2009a). The lower HST rate and reduction in the taxation of business inputs
under the HST was expected to reduce consumer prices. Smart and Bird concluded that over-
all consumer prices fell in the three provinces although “prices rose somewhat for purchases of
shelter, clothing, and footwear which would tend to make the reform in itself slightly regressive”
(2009a: 86).% In particular, the 1.4% increase in the price for shelter arose from the imposition

of the HST (at a reduced rate) on purchases of new houses.

Ontario’s adoption of an HST in 2010

On July 1, 2010, Ontario replaced an 8% RST with an 8% HST. (The effective tax rate on new
housing was reduced to 2.4% of the median selling price of an Ontario home.) Smart (2011) ana-
lyzed the impact of this switch to an HST on consumer prices from July 2010 to December 2010.

He found that, while average consumer prices initially increased by 0.9% in comparison with

3 Anearlier study by Murrell and Yu (2000) of the effects of the HST in the Atlantic provinces on consumer prices
found qualitatively similar results.
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prices in Quebec, by December the price increase had fallen to 0.6%, as the input tax credits
under the HST and adjustments to firms’ markups began to have a moderating effect on con-
sumer prices (Smart, 2011: 12). The prices of personal care services, tobacco products, and gaso-
line had the highest price increases since these had not been subject to the RST. Travel services,
reading materials, and household furnishings saw price reductions. The switch to the HST was
accompanied by income-tax reductions, a one-time sales tax benefit payment, and tax credits
targeted to low-income households, which more than offset the increase in the cost of living for

most Ontario families.

British Columbia’s adoption of an HST in 2010

On July 1, 2010, British Columbia adopted an HST at 7%, the same rate that had applied to its PST.
Kesselman (2011) estimated that 48% of the PST revenues had been derived from taxes on busi-
ness inputs and that the HST removed three quarters of these embedded PST taxes. Kesselman
(2011: 144) noted that magazines and newspapers, restaurant meals, non-prescription medicines,
tobacco products, and a wide range of personal services were taxed under the HST but had not
been taxed under the PST. Other services, such as legal services and automobile repair had been
taxable under the PST. Their embedded business-input taxes would be reduced under the HST.
Other items, such as groceries, that had been tax exempt under the PST but had embedded
business-input taxes, were zero rated under the HST. Their prices would also be expected to
decline. A significant measure to limit the impact of the HST was a point of sale refund on motor
fuels. In summary, Kesselman estimated that 29% of consumer expenditures were taxable under
the PST, and this increased to 46% under the HST. The percentage of tax-exempt expenditures
declined from 71% to 30% and 24% became zero-rated. Thus a complex pattern of price adjust-
ments was to be expected as a consequence of the move to an HST.

Kesselman (2011) studied the impact of adopting an HST on consumer prices between July
and December 2010 by comparing the rate of price increases in British Columbia with those in
the other three western provinces. In general, he found that the HST had raised prices by 0.5%
to 0.6%, very close to the extimate by Smart (2011) of the impact of the HST in Ontario. Indeed,
Kesselman (2011: 149, table 5) found that the price of restaurant meals increased by 6.5% and of
tobacco products by 7.1% while rented accommodation, home repairs, and clothing and foot-
wear declined by —1.5% to —0.2%. The decline in the price increases between July and December
Kesselman attributed to the impact of input tax credits being passed on to consumer prices.
From the pattern of price changes, Kesselman (2011: 152) concluded that the HST was somewhat
less regressive than the PST. He also noted that the BC government introduced an HST credit
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targeted at low-income households and a general income-tax reduction. Taking these tax chan-
ges into account, Kesselman concluded that the “net burden imposed by the HST is very mod-

erate even at middle incomes and becomes substantial only at the highest incomes” (2011: 153).

British Columbia’s return to a Provincial Sales Tax in 2013

The introduction of the HST was very unpopular in British Columbia in large part because the
government of Premier Gordon Campbell had denied plans to adopt the HST before the 2009
election, only to impose it shortly after. Voting on a plebiscite to abolish the HST and return to
a PST occurred in June and July of 2011, and the plebiscite passed with 55% of voters in favour.
On April 1, 2013, British Columbia reverted to a 7% PST. One consequence of this was that
the BC government had to repay the federal government $1.6 billion that it had received for
adopting the HST.

Table 3 shows the difference between the changes in consumer prices in British Columbia
and in the other western provinces over various periods between June 2010 and March 2014.
The first column shows that, one year after the introduction of the HST, average consumer prices
were 0.1% higher, a rate of increase that is much lower than in Kesselman’s analysis, which only
took into account price changes in first six months after the introduction of the HST. The prices
of many goods and services were lower as in Kesselman’s study. Tobacco products increased by
slightly more than the HST rate of 7%, while restaurant meals increased by an amount that was
slightly less than the HST rate. Two years after the introduction of the HST, there was no dif-
ference in the overall price level increases, compared to the other western provinces, and three
years later the prices in British Columbia had increased at a slower rate than in the other western
provinces. However, after two or three years, it is problematic to attribute this to the impact of
the HST as other events and price changes unique to the other provinces become more import-
ant factors in the divergence of the consumer price trends. Still, these comparisons indicate that
the HST had not resulted in a major increase in consumer prices in British Columbia as some
had warned during the plebiscite campaign.

The fourth column of Table 3 indicates that, with the reintroduction of an RST on April 1,
2013, overall consumer prices declined. In particular, meals in restaurants and tobacco prod-
ucts declined with the removal of the HST. What is more surprising is that food purchased in
stores and a number of other products and services also declined in April 2013 and were lower
by March 2014. Changes to the PST that was re-imposed in April 2013 account for the lowering
of prices of some products. Table 4 shows the list of exemptions from the re-imposed PST and

the estimated forgone revenues in 2013/14, totalling $1.861 billion. With the re-introduction of
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Table 3: Differences (percentage point) in consumer price changes between British Columbia
and the other western provinces, June 2010 to March 2014

June 2010 — June 2010 — June 2010 — March 2013 — March 2013 —
June 2011 June 2012  March 2013  April 2013  March 2014

All items 0.1 0.0 -13 -14 -29
Food purchased from stores -0.3 -13 0.4 -17 -2.2
Food purchased from restaurants 7.1 7.8 6.9 -6.4 -7.3
Rented accommodation -0.3 -14 -14 0.0 -1.0
Homeowners' maintenance and repairs 2.3 -2.8 -7.1 0.3 -14
Telephone services -0.3 -0.3 -2.0 -14 -33
Clothing -0.2 22 05 05 0.6
Footwear -2.7 -18 0.1 16 -6.7
Gasoline -6.9 -37 -6.5 0.2 -27
Personal care -1.0 -06 -07 -34 -21
Recreation 0.5 0.7 -13 -15 -1.0
Tobacco products and smokers' supplies 8.3 51 16 -4.5 -4.3

Source: Calculations by the author based on Statistics Canada, 2024: table: 18-10-0004-01.

Table 4: Tax exemptions and tax expenditures under the provincial PST, 2013/14

Foregone revenue

Exemptions ($ millions)
Food (basic groceries, snack foods, candies, soft drinks, and restaurant meals) 1,111
Residential fuels (electricity, natural gas, fuel oil, etc.) 230
Prescription and non-prescription drugs, vitamins, and certain other health-care products 210
Children's clothing and footwear 38
Clothing patterns, fabrics, and notions 5
Specific school supplies 23
Books, magazines, and newspapers 60
Basic telephone and cable services 77
“1-800" and equivalent telephone services 10
Specific safety equipment 15
Labour to repair major household appliances, clothing, and footwear 8
Livestock for human consumption and feed, seed, and fertilizer 50
Specific energy conservation equipment 13
Bicycles 11

Source: British Columbia, Ministry of Finance, 2014: 108, table A1.4.
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the PST, sales tax revenues declined 12.6% from $6.607 billion in 2012/13 to $5.303 billion in
2013/14. The decline in sales-tax revenues was not caused by a decline in household consump-
tion spending, which in fact increased by 3.8% between 2012/13 and 2013/14.*

To summarize, the switches from RST to HST in the Atlantic Provinces, Ontario, and British
Columbia resulted in either overall declines in prices because the HST was introduced at a lower
rate or very modest increases in overall consumer prices after six months to a year because of
the elimination of most of the tax burden imposed on business inputs. It should also be noted
that in Ontario and British Columbia reductions in income tax and enhanced sales-tax credits
sheltered most households from a decline in real incomes and indeed a significant fraction of
low-income households were better off.

When the PST was re-introduced in British Columbia in 2013, prices declined but this was
apparently the result of a narrowing of the tax base with an expansion in the list of exemptions
from the tax. The decline in revenue from the sales tax with the re-introduction of the PST sup-
ports this interpretation. It also means that, if an HST or made-in-BC VAT is to be introduced in
British Columbia, it may have a larger impact on prices than it had during 2010 to 2013 because
more products would then be subject to tax. On the other hand, this means that the same rev-
enue could be generated with a lower tax rate, thus moderating any adverse impact on consumer
prices. It should also be emphasized that, with a reduction in taxes on machinery and equipment,
our estimate of the increase in workers’ incomes would go a long way to compensating house-

holds for any price increases resulting from the shift to an HST or VAT.

4 Calculationsbased on household consumption expendituresin 2012,2013, and 2014 in BC Economic Accounts Database
(British Columbia, 2024: <https://www2.gov.bc.ca/gov/content/data/statistics/economy/bc-economic-accounts-gdp>).
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7. Conclusion

There is a compelling case for reforming sales taxation in British Columbia by adopting an HST
or a made-in-BC VAT. The current PST is the tax producing the greatest disincentive for invest-
ment in British Columbia. Eliminating the PST on all forms of investment would lower the aggre-
gate marginal effective tax rate (METR) on all forms of investment in British Columbia from
25.6% to 16.2%. The resulting increase in labour productivity from higher capital per worker
would increase average hourly earning by between 1.1% and 2.7%, an additional annual income
of between approximately $700 and $1,700. Concerns about the impact of adopting an HST on
consumer prices are generally overstated. When the Atlantic Provinces, Ontario, and British
Columbia switched from RSTs to HSTs, average consumer prices either declined or underwent
very modest increases within a year because the HST eliminated most of the taxes on business
inputs that had been reflected in consumer prices. Reduced income tax and enhanced sales tax
credits can shelter most households from a decline in real incomes. In the long run, living stan-
dards can increase with faster growth in wages and salaries from improved business competi-

tiveness and investment.
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