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Editor's Note

ur tax system’s effect on the Cana-

dian family has provoked consider-

able debate over the past few years,
giving rise to numerous policy options presently
under consideration. Some argue our tax system
favours dual-earner families and works to the
detriment of families in which one parent chooses
to stay at home to take care of the children. These
proponents also often claim that parent-provided
care is superior to other types of care and advocate
policies that subsidize stay-at-home parents. Oth-
ers maintain that universal, subsidized childcare
generates greater social and economic benefits. In
order to improve fairness, some recommend rein-
stating a tax exemption for children. And still oth-
ers make a case for auniversal child benefit, stress-
ing that a family assistance policy should be based
on society’s recognition of the collective benefits
accrued from raising children.

Critics of Canada's current tax treatment of the
family often compare single- and dual-earner
families with the same total income and argue that
the greater tax paid by single-earner families is
unfair. The problem with this comparison is that
it ignores the value of the goods and services that
are provided by the parent who stays at home. A
family in which one parent earns $30,000 and the
other does not work outside the home enjoys a
higher discretionary income than a family in
which both parents earn $15,000 each, working
full-time outside the home.

Similarly, the growing number who are lobby-
ing to extend the Child Care Expense Deduction
(CCED) to families that do not incur childcare
expenses fail to recognize that this deduction is
designed to account for the direct costs associated
with earning income. Deductibility provides neu-
trality between home-provided and purchased
childcare. What’s more, the tax benefits related to
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the CCED are often overstated in this debate — the
average childcare expense claim is less than $2,000
per child, a fraction of the "$7,000 in tax-free
income" often cited by those who argue the CCED
is unfair.

By explaining how the language of equity and
efficiency is used in economics, this Choices paper
attempts to unravel the following puzzle: How is it
that proponents of different policy options, who
all appeal to some notion of fairness and effi-
ciency, arrive at very different conclusions?
Authors Carole Vincent, research director at IRPP,
and Frances Woolley, associate professor of eco-
nomics at Carleton University, survey a wide
range of recent research on household economics
and provide a coherent analytical and empirical
study of the main issues surrounding taxation and
the family. They offer a comprehensive analysis
of the overall tax treatment of families in Canada,
the implicit policy choices involved and the
options for reform.

They argue that Canada's tax system does many
things right but fails to provide adequate recogni-
tion of the responsibilities of caring for children.
Recent initiatives aimed at fighting child poverty
have created inequities between families and have
compromised economic efficiency.

The authors advocate converting the Canada
Child Tax Benefit into a universal benefit. This is
the only option that would fix both problems with
Canada’s current system. It would restore fairness
between families by providing benefits to all
Canadian children and reduce the high effective
marginal tax rates facing families with children
that arise from clawing back child benefits as
income increases. Based on both principles of
equity and economic efficiency, they find this is
the best policy option.



Introduction

amilies with children have faced

increasingly intense financial pres-

sure since the early 1980s. The average
real and relative earnings of young adults, who
head most families with young children, have
declined;*men of all ages have seen their employ-
ment rates fall; and single-parenting rates have
increased.? These factors combine to create eco-
nomically vulnerable kids: children under 14 have
a higher incidence of low incomes, after taxes and
transfers, than any other age group,® according to
a study conducted by Statistics Canada and
Human Resources Development.

Canada’s policy response to the struggles of
young families has been to eliminate universal
measures such as family allowances and child tax
relief, redirecting these fiscal resources toward
low-income families. The variety of programmes
we now have provides some families with ade-
quate, even generous benefits. But other families,
particularly those with older children, those who
do not use formal childcare, and those with above
average earnings, are taxed as if they had no care
giving responsibilities at all. The disparities in
benefits across family types have created a gen-
eral sense of unfairness and inequity among var-
ious groups. The time has come to take a com-
prehensive look at the overall structure of the tax
and transfer provisions that affect Canadian fam-
ilies, the implicit policy choices it reflects and
the options for reform. This study summarizes a
wide range of recent research on household eco-
nomics in order to provide a coherent economic
analysis of the main issues surrounding taxation
and the family.

Since the fundamental unit of taxation in
Canada is the individual, why have a policy debate
on the tax treatment of families? Several reasons:
First, because children are not considered distinct
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entities for tax purposes, the tax treatment of fam-
ilies reveals how society views the cost of raising
children and how this cost is shared across mem-
bers of society as a whole. Second, household pro-
duction within the family is a significant contri-
bution to Canada’s economic well being; while
household production is recognized as valuable,
its appropriate tax treatment should be well
understood. Third, families, to some extent, share
their resources. Therefore, some view family
income as a better measure of ability to pay taxes,
in which case the family could be considered a
more appropriate tax unit than the individual.

Our assessment relies on in-depth evaluations
of three major aspects of household economics
and the taxation of families:

o Does our tax system appropriately
recognize the responsibilities and
costs of caring for children?

o Do child-related programmes deliver
reasonable transfers to low-income
families with children, without unduly
exerting pressures on the effective
marginal tax rates faced by families?

o How do we appropriately acknowl-
edge family arrangements and
household activities when evaluat-
ing a family’s ability to pay income
taxes, accounting for both the shar-
ing of income among family mem-
bers and the economies of scale
derived from sharing household
goods and services?

We will show that Canada’s tax treatment of
families does many things right. But, it could also
do some things better, since it fails to provide ade-
quate recognition for the responsibilities of car-
ing for children faced by all families. The imme-
diate priority for change is the reinstatement of a
universal child benefit programme. Universal
benefits would create a tax system that would treat
families with and without children more fairly



and would reduce the inefficiency costs associated
with the high marginal tax rates facing families
with children.

Background and Principles

Family-Related Provisions in the
Canadian System

o universal recognition for children

currently exists in the Canadian tax

and transfer system. This has not
always been the case. In 1945, the Canadian gov-
ernment introduced family allowances, payable to
all eligible parents regardless of their income or
assets; a tax exemption with respect to dependent
children was introduced two years later; and in
1972 we saw a new deduction for childcare
expenses. At that time, all working women but not
all men could claim the deduction.

Over the years, the evolution of the tax treat-
ment of family allowances reflects a policy of tar-
geting benefits toward lower-income families. In
1974, family allowances became taxable, thus cre-
ating a selective benefit. While a large part of the
allowance remained in the hands of the lower-
income families who did not earn sufficient
income to pay taxes or earned just enough to be
taxed at the lowest marginal tax rate, families in
higher income tax brackets received a benefit that
was progressively reduced as income rose.

The refundable child tax credit, introduced in
1979, provided additional assistance for low- to
middle-income families in meeting the costs of
raising children. The amount of the credit was
based on a rudimentary form of family income. It
provided a benefit payable to families with
income under a given threshold. The amount of
the credit was clawed back as income exceeded
that threshold.

Until 1988, family allowances paid in respect of
achild were required to be included in the income
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of the person who claimed a personal exemption
for the child. As a rule of thumb, it was always ben-
eficial for the higher-income spouse to report the
family allowance and claim the exemption as long
as the exemption exceeded the allowance. How-
ever, when the child tax exemption was converted
into a credit as part of the tax reform of 1988, this
simple rule of thumb no longer applied in all
cases. For those taxpayers facing a higher tax rate
than the 17 percent rate of credit, the tax payable
on family allowances exceeded the tax relief pro-
vided by the child credit.

The 1989 federal budget introduced a provi-
sion to ensure the recovery of family allowances
(and old-age security benefits) from higher-
income taxpayers. Repayments of family
allowances were calculated on the income tax
return of the higher-income spouse although it
was almost invariably paid to the mother. This
provision contributed to the erosion of public
support for the programme, since men — the
higher income earner in the majority of house-
holds* — strongly resented paying back family
allowances they never personally received.

In 1993, the federal government enacted a
major reform of child benefits under which the
Child Tax Benefit replaced three separate federal
benefit programmes for children: family
allowances, the non-refundable dependant credit
with respect to children under 18, and the refund-
able child tax credit. It provided a basic amount
and included a working-income supplement for
low-income working families.

The Child Tax Benefit has subsequently been
enriched and, with extensive federal-provincial
co-operation under the National Child Benefit
Initiatives, was crafted into a new programme in
1998. This new benefit comprises a base benefit,
the Canada Child Tax Benefit and a National
Child Benefit Supplement available to all low-
income families regardless of their source of
income. Provincial initiatives, through various



Table 1

Family-related tax provisions, Canada, 1999

Programme Description Cost estimate
(% million)

Canada Child Tax Benefit (CCTB) Income-tested base benefit per child 6,010

¢ supplement for third and subsequent child (both CCTB and NCBS)

¢ supplement for young children clawed-back

according to childcare expenses claimed as
a deduction

National Child Benefit Income-tested supplement per child
Supplement (NCBS)
Child Care Expense Deduction Deductibility of expenses 565
(CCED)

+ limits amounts according to the age of children
Spousal credit and Non-refundable tax credit, income-tested 1,825
Equivalent-to-spouse
credit
Infirm dependant credit Non-refundable tax credit, income-tested 7
Spousal Registered Retirement Contributions to the spouse’s RRSP n/a
Saving Plan (SRSP)
Transfer of education and Unused education and tuition tax credits 340
tuition credits may be transferred between family members
Transfer of disability credit Disability tax credit may be transferred between n/a

family members
Transfer of charitable donations Consolidation of charitable donations or medical n/a
and medical expenses credits expenses of all family members for tax purposes
Registered Educational Savings Tax benefits to parents with respect to saving for 78
Plans (RESPs) their children’s educations

Source: Department of Finance, Canada (1999) Government of Canada Tax Expenditures.

programmes, also support low- and modest-
income families.

Successive compromises have therefore created
a number of programmes with different though
overlapping constituencies. Table 1 provides a
summary of these programmes and their esti-

mated cost for 1999. The Canada Child Tax Bene-
fit (CCTB) annually provided a basic credit of
$1,020 per child plus $75 for the third and each
subsequent child. It also included a supplement of
$213 for each additional child under the age of
seven, and this supplement is reduced by 25 per-



cent of all childcare expenses claimed as a deduc-
tion. Because this basic amount is income-tested,
the benefit was gradually reduced when family
income exceeded $25,921. For families with one or
two children, benefits were eliminated when fam-
ily net income reached $66,721 per year. The
National Child Benefit Supplement provided up to
$785 for one-child families and additional
amounts for second and subsequent children. This
supplement was clawed back when family income
exceeded $20,921 and the schedule of benefits was
such that only families with income below $27,750
qualified for some amount of supplement. There-
fore, the constituency for the CCTB is low- and
modest-income families with children.

The Child Care Expense Deduction (CCED)
allows families to deduct up to $7,000 per year in
childcare expenses for each child under seven and
$4,000 per child for children between seven and
sixteen years old. While the benefit is theoreti-
cally available to all families without an at-home
parent, its value is greatest to people in the upper-
income brackets who face higher marginal tax
rates. For someone facing a combined federal-
provincial marginal tax rate of 45 percent and
claiming $7,000 in childcare expenses, the CCED
would reduce taxes owing by $3,150. Thus, the pri-
mary constituency for the CCED is dual-earner
and single-working-parent families, particularly
those with young children.

The Spousal Credit is a non-refundable credit
that reduces taxes owing by the amount of the
credit ($6,055) multiplied by the first bracket tax
rate of 17 percent. At a basic 25 percent combined
federal-provincial credit rate (assuming provin-
cial taxes are equal to 50 percent of federal taxes),
the spousal amount would reduce taxes owing by
$1,345. This credit is reduced by 17 percent of the
amount by which the spouse’s income exceeds
$606. Therefore, the credit is zero with respect to
a dependent spouse with more than $6,661 in net
income. The spousal amount provides assistance
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to two-parent families with a stay-at-home spouse,
as well as to families where one adult is not in the
labour force for any other reason. The Equivalent-
to-Spouse Credit is calculated like the spousal
amount and can be claimed by single parents on
behalf of their first child under age 18. The Infirm
Dependant Credit can be claimed for dependent
relatives over 17 years of age who are physically or
mentally infirm.

Another form of tax support for families comes
from a number of measures that reduce the tax
burden of families through income-splitting pro-
visions. One individual’s Registered Retirement
Saving Plan (RRSP) contributions may be made to
the spouse’s RRSP, allowing couples to transfer
retirement income from the higher- to lower-earn-
ing spouse, thereby reducing total tax liabilities at
the time funds are withdrawn from the plan. The
unused portion of some non-refundable tax cred-
its — disability, age and pension, and tuition and
education credits — is transferable to the individ-
ual’s spouse or parent, thereby recognizing
income sharing between spouses and between par-
ents and children. In addition, the consolidation
of all charitable donations or medical expenses
onto one partner’s tax return reduces a family’s
total tax liabilities. Finally, the Registered Educa-
tional Savings Plan (RESPs) provides some tax
benefits to parents who save for their children’s
educations.

In terms of foregone federal tax revenue, the
Canada Child Tax Benefit is the most important
programme. It cost $6 billion in 1999, as reported
in the Department of Finance’s report on tax
expenditures. The spousal (and equivalent-to-
spouse) amount is the second most significant, at
$1.8 billion, while the much-debated childcare
expenses deduction costs the federal government
an estimated $565 million. The moderate cost
associated with the childcare expense provision is
explained by two factors: First, only a fraction of
parents use formal childcare arrangements that



provide the receipts required for claiming the tax
relief. Second, most parents spend less on child
care than the maximum amount for deduction.

International Perspective

Table 2 summarizes family-related provisions of
the tax and transfer systems for the G-7 countries
and other selected OECD countries. Universal
transfers to families with dependent children, or
demogrants, are cash transfers paid directly to the
parents independently of their level of income.
Among all G-7 countries, only France, Japan and
the United Kingdom have universal assistance
with respect to children, although France has some
restrictions that depend on the number of children
and Japan has some that depend on the age of the
child. Belgium, Ireland and Sweden also offer uni-
versal child benefits, while there is no such provi-
sion in Australia. Among all 29 OECD countries,
only five other countries have universal child ben-
efits: Denmark, Finland, Luxembourg, Norway
and the Netherlands.

Provisions in the form of tax assistance to fam-
ilies with dependants include tax allowances, also
called tax exemptions, and income-tested non-
refundable as well as refundable tax credits. The
level of benefit provided through these provisions
depends on factors such as income level and other
characteristics but are unrelated in amount to any
specific expenses incurred by the taxpayer. The tax
system of each country in Table 2 includes provi-
sions for targeted assistance to families, with the
exception of Sweden.

All G-7 countries except Japan, for which such
information was not available, allow for deduc-
tions from income (or tax credits) that are related
to expenses incurred with respect to children, such
as childcare costs or education fees. Belgium also
allows expenses-related deductions for childcare
costs, but Australia, Ireland and Sweden do not
allow for such deductions.
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Finally, there are a number of provisions in the
income tax systems of most countries that take
into account an individual’s involvement in a
spousal or caring relationship. These provisions
include some forms of income sharing, income
splitting or even joint taxation. In subsequent sec-
tions of this paper, we review these various tax pro-
visions in more detail.

Economic Principles for Taxation of
Families

A wide range of policy options are presently
under consideration, from re-evaluating the
CCED to providing some universal recognition
for the costs of raising children. While propo-
nents of various policy options all appeal to some
notion of equity or fairness — and use strikingly
similar language to determine the appropriate
treatment of families — it is interesting to note
that they nevertheless come to very different con-
clusions. A starting point to unravelling this puz-
zle is understanding how the language of equity
is used in economics.

Equity has been taken to mean two things: hor-
izontal equity and vertical equity. Horizontal
equity refers to the principle where people with
equal “ability to pay” taxes should have equal tax
liabilities. No one disputes that the Canadian tax
system should be horizontally equitable. The focus
of debate is on the interpretation of this principle.
Does horizontal equity mean the tax system
should be neutral with regard to household type,
implying that persons earning the same amount
of income should pay the same tax regardless of
whether they live alone or whether they share
their income with others or benefit from the
economies of sharing household goods?

Vertical equity is the principle according to
which people with greater ability to pay should
have greater tax liabilities. Vertical equity under-
lies the progressive nature of Canada’s income tax
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system, where the proportion of income that goes
to paying taxes increases with the level of income.
The difficulty with implementing vertical equity
is that no guidance is given as to how much more
tax should be paid by those with a greater ability
to pay.

The proponents of various policy options also
rely heavily on arguments of economic efficiency
when they suggest changes to the tax treatment of
families. A tax system is efficient when it mini-
mizes distortions in people’s behaviour: their
decisions to marry or have children, their labour
supply, saving and investment decisions, and even
their choices in child care can be influenced by
tax considerations. These decisions are affected by
changes in marginal tax rates that determine how
much additional employment income or return
on savings is taken away from the taxpayer
through taxation: the higher the tax rate, the
greater the efficiency cost. This can create a trade-
off between efficiency goals and equity goals. The
higher tax rates needed to finance redistributive
programmes result in greater distortions in peo-
ple’s decisions.

In the personal income tax system, the compo-
nent levied on wage income distorts the choice
between work and leisure, altering labour choices
in a variety of ways. It may influence the decision
to participate in gainful employment, it may
change the number of hours offered and may
affect the work effort of employed workers. Taxes
may also have some impact on more qualitative
aspects of labour decisions, such as the willing-
ness to accept more responsibility, training and
occupational choice, formal educational incen-
tives and the like. Taxes on capital income gained
by individuals distort their choice between cur-
rent and future consumption, affecting their sav-
ing and investment decisions.

The sensitivity to changes in taxes, prices or
wages varies considerably from one individual to
another. For instance, the impact of changes in
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after-tax rates of return on savings may depend on
factors such as the type of savings involved. For
individuals whose main savings vehicles are pub-
lic pension plans (e.g., Canadian Pension Plan) or
employer-provided pension plans, the responsive-
ness to changes in rates of return may be relatively
low. These types of savings are compulsory savings
for retirement which are by definition less respon-
sive than discretionary types of savings such as
stock options or RRSPs. For the economy as a
whole, aggregate savings will depend on the age
and income profile of the population, since age
and income affect individual savings patterns.

Many factors affect the labour supply response
to changes in tax rates. The primary earner in a
family (often a man) usually shows less response
to changes in after-tax wages, possibly because he
may feel the responsibility to maintain a certain
standard of living. The secondary earner (often a
woman) has greater flexibility and is usually more
responsive to changes in taxation, especially
where children are involved.® Also, there may be
institutional constraints in the form of fixed hours
of work, and these constraints do not apply uni-
formly to all workers. Highly skilled workers of
both sexes are more likely to be salaried and thus
have fewer opportunities for varying working
hours, while lower-skilled workers, especially
part-timers, have greater flexibility with their
working hours.

Therefore, one expects wide variations in the
sensitivity to taxes by age, sex, occupation, family
status and income. This means tax reform pro-
posals’ effects on efficiency do not depend on the
overall changes in marginal tax rates. They
depend on the changes in marginal tax rates faced
by different groups, the behaviour responsiveness
of each group and the relative importance of each
group in the population. This distinction is par-
ticularly relevant when analyzing the efficiency
effects of policy proposals on the taxation of fam-
ilies because they generally involve specific



changes in marginal tax rates for critical groups
of individuals such as women with children or
low-income workers with children.

While the concepts of equity and efficiency, as
described above, are commonly used in tax policy
debates, public finance specialists are more often
turning to broader concepts of fairness and eco-
nomic efficiency. For instance, policy changes
may affect economic efficiency through their
impact on administrative costs, compliance costs
and opportunities for tax evasion or tax avoidance.
The administrative cost of enforcing and collect-
ing taxes is an expenditure that, if financed
through higher taxes, will increase economic dis-
tortions. Similarly, compliance costs on the part
of businesses and individuals reduce welfare by
raising the cost of goods and services produced
and by wasting a portion of the time dedicated to
leisure. Taxes also affect efficiency to the extent
that they provide incentives for individuals to
relieve themselves from their fiscal burden
through legal (tax avoidance) or illegal (tax eva-
sion) means. If due to these activities government
revenue loss is recovered through other taxes, the
result is higher overall tax rates and increased eco-
nomic distortions. Tax avoidance and evasion also
raise issues of equity since the opportunities to
resort to such measures are not equal for all tax-
payers. Therefore, they can alter the pattern of the
distribution of the tax burden by income class,
family type or the type of engagement in produc-
tive activities.

When evaluating the performance of a govern-
ment policy, other principles can come into play.
For instance, the adequacy of a policy can be eval-
uated in terms of the outcomes it achieves. One
possible outcome measure is poverty reduction,
which has been a primary goal of recent tax
reforms, especially those surrounding child bene-
fits. A second valuable outcome that greatly con-
cerns a growing number of analysts is the reduc-
tion of income inequality, and the degree to which
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government policy can reduce income inequality
between men and women, types of workers and
families, and across generations.

In recent tax policy debates, some have turned
to notions of equity that focus on “process,” or how
the tax system operates, rather than what out-
comes it achieves.® Opposition to a particular gov-
ernment tax policy may reflect taxpayers’ percep-
tions that the policy was introduced against the
expressed will of the majority of the population.
In such a case, there may be suspicions of abuse of
political power. A recent example of concern over
the legitimacy of certain tax policies is Beverley
Smith’s communication to the United Nations
Commission on the Status of Women alleging that
a large group of women in Canada face discrimi-
nation through the income tax system. Specifi-
cally, her communication alleged that women
who stay at home to care for children are dis-
criminated against because the Canadian income
tax system does not allow employed parents to pay
a salary to their stay-at-home partner.’

Other groups are beginning to articulate prin-
ciples for non-discriminatory taxation. The
Women’s Working Group of the Ontario Fair Tax
Commission made a start by arguing that a key
goal of the tax system should be the “recognition
of women’s autonomy.” According to this group,
provisions in the tax system should “treat women
as individuals, distinct from their familial rela-
tionships and, in particular, from their male part-
ners.” Unanimous agreement on taxation policy
is not likely to happen. However, respect for indi-
vidual rights is a growing issue in tax policy.

Some policy analysts, such as Kenneth
Boessenkool,® distinguish between the goal of tax
policy, which is “how to design an equitable and
efficient system of raising the required revenues
for governments”, and the goal of social policy,
which he defines as “providing income transfers
to less-well-off citizens.” The tax policy v. social
policy distinction is one we reject. We believe the



evaluation of any tax proposal should be based on
a comprehensive analysis of family policy. A tax
system that is, or is perceived to be, onerous,
unfair or overly complex, or tends to increase
inequalities of income and opportunity cannot
be counted on to support the efficient function-
ing of that system.

In the following sections of this paper, we will
adopt this comprehensive view when evaluating
provisions in the current Canadian income tax sys-
tem and when proposing an agenda for change. Our
assessment starts with a single, simple provision:
the deduction for childcare expenses. This provi-
sion could be considered the least disputed, to the
extent that very few people would like to see it dis-
appear altogether. Yet it still raises many contro-
versial issues.

Assessment of Current System
and Agenda for Change

Tax Treatment of Childcare Expenses

he main tax provision for child care is

the Child Care Expense Deduction

(CCED), which allows individuals
with earned income to claim up to $7,000 in child-
care expenses for each child under seven years of
age and up to $4,000 for each child under age 16.
In most cases, claims for the CCED are restricted
to the lower-income spouse. The value of the
deduction depends upon the claimant’s marginal
tax rate. For example, at a 25 percent combined
federal-provincial marginal tax rate, $1,000 in
childcare expenses reduces taxes owing by $250,
while the same $1,000 reduces taxes owing by $450
when the marginal tax rate is 45 percent.

The CCED has been greatly expanded and
extended since its 1972 introduction. Only in 1983
was the deduction restricted to the lower-income
spouse. At that time, the maximum amount one
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could claim was $2,000 per child. In the 1988
budget, the deduction was increased to $4,000. In
the 1992 budget, it was increased to $5,000 for chil-
dren under age seven and to $3,000 for children
between seven and fourteen. In 1996, the age limit
for eligible children was raised to 16, ostensibly to
help “single parents whose jobs require them to be
away from home at night.”® And in 1998, the deduc-
tion was again increased, to $7,000 for children
under seven and to $4,000 for children between
seven and sixteen. The cumulative effect due to the
CCED changes has been a decrease in federal tax
revenue, reaching $565 million in 1999.

Canada’s tax treatment of childcare expenses is
relatively generous compared with that of other
countries. As Table 2 shows, Australia, Ireland,
Italy and Sweden provide no tax deductions or no
credits for childcare expenses. The United States
(US) provides a system of tax relief similar to that
existing in Canada, but it targets tax benefits
toward lower-income households. The US allows a
tax credit for childcare expenses at a rate of 30 per-
cent (i.e., expenses of US $1,000 reduce tax liabil-
ities by 30 percent of $1,000, or $300) for families
earning under US $10,000. The credit rate is grad-
ually reduced to 20 percent as family income rises
to US $28,000 and higher. The maximum amount
for the credit is US $2,400 per child for the first two
children, which at the maximum rate of credit of
30 percent yields a tax credit of US $720, or about
$1,100 in Canadian dollars. This is substantially
less generous than the potential tax savings under
the Canadian CCED.*

Canada’s tax treatment of child care has both
critics and supporters from across the political
spectrum. In early 1999, the Reform Party advo-
cated reducing the value of the CCED for higher
earning individuals by converting the deduction
into a credit.”?Yet the CCED was also criticized by
the Women and Taxation Working Group of the
NDP-sponsored Ontario Fair Tax Commission. In
their 1992 report, they argue



“...tax-delivered assistance should be
redesigned to make it more equitable. Specif-
ically, the current limited deduction for
childcare expenses should be converted to a
refundable credit and increased to more real-
istically reflect the costs of child care. A min-
imum credit should be available for parents
with no receipts.”®
Does Canada’s tax treatment of child care need
changing? How does the current system fare in
terms of equity and efficiency criteria? What is the
best direction for change? One way to evaluate the
adequacy of this tax provision is to look at its dis-

tributional impact.

Distributional Impact of the CCED

Table 3 shows the distribution of childcare
expenses claimed in Canada in 1996 by
claimant’s income class, both per claim and per
child.** On average, parents claim $2,593 in child-
care expenses. The average amount per child is
$1,620. Higher-income earners claim more, on
average, than do lower-income earners on a per
claim or per child basis. This reflects the greater
number of hours worked by high-income earners
and the more expensive childcare choices they

Table 3

Distribution of childcare expenses, 1996
Claimant’s Childcare expenses claimed ($)
Income ($)

Claim Per child

Under 10,000 1,263 787
10,000-20,000 2,050 1,294
20,000-30,000 2,576 1,635
30,000-40,000 3,043 1,864
40,000-50,000 3,336 2,068
50,000-100,000 3,674 2,202
100,000 and over 4,402 2,455
Total 2,593 1,620

Source: Authors’ calculations based on Revenue Canada, Taxation
Statistics on Individuals — 1998 Edition (1996 Taxation Year), Form
T778, Calculation of Child Care Expense Deduction.
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make. Typically, a parent earning $20,000 to
$30,000 and claiming childcare expenses has
only $2,576 in allowable expenses. This is several
thousand dollars less than the maximum child-
care deductions allowed.

The figures given in Table 3 demonstrate that
some analysts considerably overstate the poten-
tial benefits related to the tax provision for child-
care expenses. For example, Boessenkool*®
reports dual-earner families enjoying $14,000 in
tax-free income solely due to the CCED provi-
sion, assuming this dual-earner family of two
children claims the maximum amount of $7,000
per child under age seven. In reality, Table 3
shows the average childcare expense claim is
only $1,620 per child, or $3,240 for a two-child
family, a fraction of the number assumed by
Boessenkool.

Similarly, the Reform Party assertion that the
tax system discriminates against single-income
families since “[a] dual-income family making
$30,000 would pay less than half the income tax
owed by a single-income family making the same
amount”*® was based on the same misleading
assumption that dual-income families claim the
maximum amount of allowable childcare
expenses.

Table 4 shows the amount of expenses claimed by
family, per family type and income category, as a
percentage of the total claims, and the associated
distribution of the tax benefit, i.e., the amount that
federal taxes are reduced by the CCED." It also shows
the distribution of families as a percentage of all
families. Dual-income families make more use of
the CCED: they represent almost 60 percent of all
families with children but claim 91 percent of all
childcare expenses. About 40 percent of childcare
expenses are claimed by families with incomes
above $75,000 a year, representing 24.3 percent of all
families, while over 70 percent of childcare expenses
are claimed by families with incomes above $50,000,
representing 52.7 percent of all families. The pro-



Table 4

Distribution of families as a % of all families (a),

childcare expenses (CCE) claimed as a % of total CCE claimed (b)
and tax benefit of CCE deduction as a % of total benefits (c), 1997

Family Single parents One-earner Two-earner Total
income class couples couples

@ ® (© @ @® (© @ (® (© @ ® (©
Under 10,000 12 02 00 04 03 00 01 00 00 17 05 00
10,000-15,000 29 04 00 09 01 00 02 00 00 39 05 00
15,000-20,000 28 07 01 12 01 00 06 01 00 46 09 02
20,000-25,000 22 18 11 15 01 00 09 04 02 46 23 12
25,000-30,000 23 20 09 23 03 00 18 11 11 64 34 20
30,000-35,000 17 25 13 20 02 00 23 14 28 60 41 41
35,000-40,000 16 14 26 21 03 00 29 22 07 66 39 33
40,000-45,000 11 13 06 20 01 00 36 38 23 67 52 29
45,000-50,000 09 14 19 18 02 05 41 45 40 68 61 64
50,000-75,000 24 16 00 45 10 00 215 310 316 284 336 314
75,000-100,000 06 00 00 13 01 00 1n9 205 331 138 206 332
100,000-150,000 02 00 00 04 01 00 71 139 101 77 141 102
150,000-200,000 01 00 00 02 00 00 14 23 33 16 24 34
200,000 and over 00 00 00 02 00 00 10 22 17 12 23 18
Total 1982 135 86 208 30 03 59.4 835 91.0 100 100 100

Source: Authors’ calculations based on SPSD/M.

gressivity of the income tax system further skews
the distribution of the tax benefit of the CCED
toward higher-income earners: families with
incomes over $75,000 receive 48.6 percent of the tax
benefits, although they represent only 24.3 percent
of all families. The share of tax benefits received by
higher-income earners is likely to increase due to
the 1998 budget’s enrichment of the CCED.

The figures in Table 4 are not surprising. An
average dual-income family earns about $60,000
a year, so the clustering of benefits in the $50,000
to $75,000 income range simply reflects the large
number of families in this income group. In fact,
families in this income range represent 28.4 per-
cent of all families and they receive 31.4 percent
of the tax benefits. Moreover, unless the claimant
is in the middle or higher tax bracket, it is actu-
ally disadvantageous to use receipted child care
and claim the CCED rather than simply paying a
caregiver in cash, because the caregiver will be

required to pay Canada Pension Plan or Quebec
Pension plan (CPP/QPP) and Employment
Insurance (El) premiums and may also lose
transfer income such as the Goods and Services
Tax (GST) credits. It is not surprising, therefore,
that an estimated less than one third of families
with childcare expenses actually make a claim
under the CCED.*

Assessment of the CCED

From the viewpoint of horizontal equity, a per-
son with a gross income of $60,000 and income-
earning costs of $10,000 should pay the same taxes
as a person with a gross income of $50,000 and no
income-earning costs. The strongest equity argu-
ment in favour of the current deduction is that
childcare expenses represent costs incurred to
earn employment income. Because childcare
expenses reduce a parent’s ability to pay taxes,



horizontal equity provides a justification for tax
recognition of childcare expenses.

This argument in favour of childcare expense
deductibility can be put another way, based on
efficiency principles: childcare expense
deductibility creates a tax system that is neutral
between home-provided and purchased child care
and therefore does not discriminate between one-
earner and dual-earner couples. Neither pays tax
on the cost of childcare. If parent-provided child-
care is untaxed, but income earned to replace par-
ent-provided childcare with other care is taxed, the
tax system will create strong incentives for par-
ents to care for their children at home, distorting
individuals’ behaviour. This neutrality rule is well
explained by McCaffery:* “Since the self-provided
services of childcare are not taxed, the working
wife should not have to pay tax on the dollars she
earns simply to replace those services. Put another
way, the cost of childcare — whether performed by
a natural parent or a paid third party — should not
be taxable. That’s a “neutral” rule.”®

It is important to recognize that the beneficial
effects of the tax deductibility of childcare costs
may extend beyond its immediate gains accruing
to parents with young children. This provision,
like other tax provisions, causes changes in prices
that shift the incidence of benefits to other groups
of individuals. For instance, the CCED provides a
strong incentive for parents to use formal, regu-
lated child care rather than paying caregivers in
cash, at a level possibly below the minimum wage,
and not providing employees with social benefits,
such as CPP/QPP benefits or workers’ compensa-
tion coverage. Therefore, a fraction of the tax sav-
ings from the CCED may be passed on to childcare
workers in the form of higher wages and better
working conditions.

The reporting incentives created by the CCED
also mean that estimates of the tax revenue fore-
gone due to this provision may overstate the mea-
sure’s true revenue cost. Although it is hard to
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estimate the increase in tax evasion that would
accompany an elimination of the deduction, it is
likely that more caregivers would be paid in cash
and the income not declared for tax purposes.

It is true that some expenses claimed as “child
care” may be primarily entertainment, educa-
tional or housekeeping expenses. For example,
summer camps for older children provide enter-
tainment and education as well as child care, and
nannies may perform light housekeeping in addi-
tion to childcare duties. However, myriad provi-
sions in the tax system are open to similar forms
of abuse, from home office expenses to charity golf
tournaments. The possibility of abuse argues for
more closely monitoring childcare expenses
rather than eliminating the provision. A simple
mechanism of limits on the deduction amount —
as done under the current systemm — helps avoid
major abuses by containing the deduction to “rea-
sonable” expenses.

Converting the CCED into a Credit

Underlying the efficiency arguments for child-
care expense deductions is the view that pur-
chased child care is no better and no worse for chil-
dren than care provided at home. Not everyone
agrees. Some groups tend to argue that parent-pro-
vided care is superior to other care. Consequently,
they argue for policies that subsidize stay-at-home
parents. The Canadian Family Tax Coalition, for
example, argues that the CCED should be con-
verted into a refundable child tax credit for all chil-
dren.? The result would be a non-neutral tax sys-
tem that creates incentives for parents to provide
in-home childcare.

The Sub-Committee on Tax Equity for Canadian
Families also recommended that “[t]he govern-
ment should consider reviewing the Child Care
Expense Deduction in order to ensure that it is
meeting its policy objectives in a way that is most
efficient and effective for Canadian families with



children.”? One of the options under review will
certainly be converting the CCED into a credit.

The major impact of converting the CCED into
a credit is that it would be a progressive policy
reform, thus enhancing vertical equity. But would
it help the average Canadian family, considering
over half of childcare expenses are claimed by
individuals with income under $30,000 who would
be unaffected by changing the CCED into a credit?
Parents in the bottom income tax bracket would
suffer no losses, assuming the credit rate would be
equal to the first bracket tax rate of 17 percent and
that any related change to their level of “net fam-
ily income” for the purpose of calculating CCTBs
would not affect their eligible child benefit pay-
ments.®Parents in the top income tax bracket, on
the other hand, would lose because the value of the
credit would be lower than the value of the deduc-
tion. The revenue savings from such a measure
would most likely be too small to provide a foun-
dation for fundamental reform, and any immedi-
ate savings would most likely be offset by a
reduced incentive to use formal, receipted child-
care arrangements.

Moreover, the conversion of the deduction into
a credit would generate horizontal inequity
among those individuals facing a marginal tax
rate higher than the rate of the credit. To reiterate
the argument presented above, consider the exam-
ple of two people, one incurring childcare costs
equal to $10,000 to earn an income of $60,000, the
other earning an income of $50,000 without hav-
ing to incur such costs. Assuming the marginal tax
rate faced by these two people is 50 percent, and
the rate for conversion of the CCED into a tax
credit is 17 percent, there is horizontal inequity
since the person with the childcare costs pays
$3,300 more in taxes than the other person,
although the two have the same income net of
childcare costs and thus, presumably, the same
ability to pay taxes.
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Subsidizing Child Care

Efficiency arguments for the CCED rest on the
efficiency of choices between work, domestic pro-
duction and leisure. Although the CCED lowers the
barrier to labour market participation imposed by
childcare expenses, this provision is, unfortu-
nately, of little value to low-income earners and
other “marginal workers.” Yet, in order to facilitate
labour market reinsertion or attachment, society
has a strong interest in reducing the costs these
marginal workers face when entering the labour
market. This is especially relevant for parents
with lower levels of education and few profes-
sional qualifications, who would otherwise have to
turn to social assistance to meet their needs and
those of their children. Therefore, provinces are
increasingly using childcare subsidies as a way of
promoting labour market attachment.

There is a substantial body of evidence that
shows the cost of child care has a significant effect
onwomen’s labour force participation. Cleveland,
Gunderson and Hyatt,* for example, found that a
10 percent increase in the cost of child care
reduces the mother’s probability of employment
by 3.9 percent, while a 10 percent increase in the
mother’s wage increases the probability of
employment by 8.1 percent and the probability of
purchasing market child care by 2 percent. US
studies have found similar or greater effects of
childcare costs on labour supply: a 10 percent
increase in the cost of child care reduces the prob-
ability of employment by between 2 and 13.6 per-
cent, with white single mothers feeling the great-
est impact.®

In 1997, Quebec introduced a policy of highly
subsidized daycare, justified in terms of its educa-
tional and socialization value. In its March 2000
Speech from the Throne, the government of
British Columbia stated that it intends to intro-
duce a universal childcare programme, somewhat
along the lines of the Quebec scheme, although no



details have yet been provided. The Quebec gov-
ernment chose to provide child care at a rate of $5
per day for all children aged two to four years
regardless of their parents’ income (and eventu-
ally extend this programme to younger children).
This new government measure was accompanied
by reduced and more selective monetary assis-
tance to families. Family allowances are now tar-
geted at low-income families and replace several
provisions that had previously been offered to all
families. Baril, Lefebvre and Merrigan® estimated
that, compared with the pre-reform situation, 72
percent of families would receive less financial
assistance from the provincial government the
year after the reform. A portion of this reduction
in direct financial assistance is being used to
finance subsidized childcare services and the
extension of educational services. However,
according to Baril, Lefebvre and Merrigan, the
new services offered are not likely to compensate
for the financial losses experienced by parents.

Little information is currently available about
the programme’s longer-term impacts on labour
force participation, child development or the fam-
ily financial situation, for examples. As time goes
on however, the $5 per day programme will pro-
vide an interesting “natural experiment,”
enabling researchers to determine the effect of
childcare provision on parents’ labour force par-
ticipation, family incomes and child outcomes.
But, while natural experiments are wonderful
opportunities for social science researchers, there
is reason to be cautious about this experiment’s
overall impact on children, parents and Quebec’s
society and economy.

Moreover, no strong evidence currently exists
that shows universal, subsidized child care gener-
ates greater social and economic benefits than
other possible government programmes aimed at
the development of young children. Until
recently, the type of longitudinal data necessary
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to determine the long-term impact of child care
on children’s development was unavailable.” The
National Longitudinal Survey of Children and
Youth will address these data gaps. But the survey
has not been underway long enough to permit an
evaluation of childcare options.

The question of the appropriate treatment of
the costs of raising children is, and will remain, a
crucial issue for Canadian families. Although the
CCED has its problems and critics, the provision
is too small to provide a foundation for funda-
mental reform. What’s more, it preserves hori-
zontal equity in the tax system.

The costs of childcare services — either formal
or informal — are only one aspect of child-rearing
expenses and responsibilities. The next section
looks at broader issues: the appropriate recogni-
tion for the responsibilities of caring for children
in our tax system and the adequacy of child related
programmes in delivering a reasonable level of
transfers to families with children.

Tax Treatment of Children

The major programme for Canadian childrenis
the Child Tax Benefit. The Canada Child Tax Ben-
efit (CCTB) is a joint federal-provincial initiative
designed to help children in low- and moderate-
income families. In July 1999, the base benefit was
worth $1,020 per child per year, with additional
benefits for third and subsequent children and for
children under age seven. For a two-child family,
benefits were reduced by five cents for each dollar
earned above $25,921 (by 2.5 cents for one-child
families) and phased out entirely at a family net
income of $66,721. The National Child Benefit
(NCB) supplement provided up to $785 for one-
child families and additional amounts of up to
$585 for a second child and up to $510 for each sub-
sequent child. The supplement was reduced by
12.1 percent of family income over $20,921 for a
one-child family, by 20.2 percent for two-child



Table 5
Canada Child Tax Benefit Program (dollars)

July 1998 July 1999 July 2000 July 2001
Basic Child Tax Benefit
Base benefit per child 1,020 1,020 1,090 1,110
Additional benefit for third and each subsequent child 75 75 76 77
Additional benefit for child under age 7* 213 213 216 220
Net family income at which benefits begin to phase out 25,921 25,921 30,004 30,544
Net family income at which benefits are fully phased out? 66,721 66,721 73,604 74,944
National Child Benefit Supplement
Supplement for first child 605 785 966 1,155
Supplement for second child 405 585 763 955
Supplement for third and each subsequent child 330 510 687 880
Net family income at which benefits begin to phase out 20,921 20,921 21,214 21,596
Net family income at which benefits are fully phased out? 25,921 27,750 30,004 30,544
Reduction rate for families of one child (%) 12.1 12.1 1.1 12.9
Reduction rate for families of two children (%) 20.2 20.2 19.9 23.6
Reduction rate for families of three children or more (%) 26.8 26.8 27.8 334

This supplement is reduced by 25 percent of all childcare expenses claimed as a deduction. All combined benefits are reduced by 5 percent (2.5
percent for families of one child) of net family income over the threshold.

2These break-even levels of net family income are for families of one or two children.

Source: Department of Finance, Budget 1999 and 2000, Ottawa.

families and 26.8 percent for families with three
or more children. The schedule of benefits was
such that only families with income below $27,750
qualified for some amount of NCB supplement.

As of July 2000, all of these benefits were
enriched, as shown in Table 5. In the February
2000 federal budget, the government announced
that the CCTB and thresholds of family income
for maximum benefits would be fully indexed to
the cost of living, starting January 2000. The base
benefit increased by $70 per child. When com-
bined with increases announced in the 1999
budget that also took effect in July 2000, this
brings the maximum benefit to $2,056 for the
first child (excluding the additional benefit for
children under the age of 7) and to $1,853 for the
second child of families with net income below
$21,214. Benefits are fully phased out at a family
net income of $73,604. In July 2001, the NCB sup-

plement for lower-income families will further
increase by $200 per child. The schedule of ben-
efits will be such that only families with income
below $30,544 will qualify for some amount of
NCB supplement in 2001.

The CCTB has two major goals. The first is “to
help children in low-income families get off to a
good start in life.”” It is explicitly targeted at low-
and moderate-income families. The second goal is
to improve work incentives and help low-income
families breach the “welfare wall.” The NCB sup-
plement is a “portable” benefit in the sense that
parents retain their NCB supplements when they
move off welfare into a paying job. To make sure
working is relatively more attractive than social
assistance, the NCB supplement is offset by a
reduction in social assistance payments (exceptin
Quebec and New Brunswick). The provinces rein-
vest the savings from reduced social assistance




Table 6

Distribution of Canada Child Tax Benefits (CCTB), 1997-98

(families receiving CCTB only)

Net family Benefits Benefits Distribution of beneficiaries
income ($) per child per family by income group
(%) (%)
Children Families Expenditures
(%) (%) (%)

Under 25,921 1,308 2,306 43 45 59
25,921 to 30,000 1,057 1,910 6 6 7
30,000 to 40,000 901 1,636 15 15 14
40,000 to 50,000 675 1,238 14 14 10
50,000 to 60,000 449 830 12 12 6
60,000 to 70,000 343 719 6 6 2
70,000 to 80,000 366 1,100 2 1 1
80,000 to 90,000 251 800 1 1 0
90,000 to 100,000 265 922 0 0 0
100,000 and over 280 1,136 0 0 0
Total 942 1,733 100 100 100

Source: Revenue Canada (1998) Tax Statistics on Individuals — 1998 Edition (1996 taxation year). Benefits per family and distribution of
benefits based on average number of benefits paid over the 12-month period. (Using total number of families in year would have resulted
in slightly lower average benefits per family. Calculated from 12-month period from July 1997 to June 1998.)

payments in programmes for children and fami-
lies at risk. By moving support for children out of
social assistance programmes and into the
income tax system, the NCB encourages parents to
move into the work force where they have better
long-term financial prospects.

Assessment of the CCTB

Do child benefits help children in lower-
income families? From the mid 1980s to the mid
1990s, low-income families in Canada have seen a
steady decline in earnings and employment — the
poor have become poorer in terms of their market
incomes. However, the decline in earnings has
been offset by increases in government transfer
payments, keeping total family income constant.
Therefore, Canada has, in part through increased
reliance on government transfers, managed to

avoid the increases in after-tax income inequality
experienced by other developed countries, partic-
ularly the US.*®

Child tax benefits are part of Canada’s relatively
successful record. Table 6 shows estimates of the
average amount of CCTB received on a per child
and per family basis (conditional upon CCTB
receipt), based on Revenue Canada’s Taxation Sta-
tistics, and the distribution of benefits across net
family income groups.® As expected, most child-
benefit expenditures go to low-income families.
Forty-three percent of children receiving benefits
are in families with net family incomes under
$25,921, as are 45 percent of families receiving
benefits. Almost 60 percent of CCTB expenditures
go to helping these low-income families. Average
benefit levels decrease with income until family
incomes reach the $60,000 to $70,000 level. Above
that level, only families with three or more chil-



Table 7

Distribution of beneficiary families as a % of all beneficiary families (a);
Canada Child Tax Benefit (CCTB) paid as a % of total CCTB paid, beneficiary families only (b);
CCTB per family, beneficiary families only (c) 1997

Family Single parents One-earner couples Two-earner couples Total
income class ($) with children with children

@ (B (9 @ (O (9 @ ® (© @ ® (©
Under 10,000 16 14 1352 07 09 2200 01 01 1921 23 24 1615
10,000-15,000 38 37 1546 12 17 2201 03 03 1,606 53 58 1,698
15,000-20,000 36 48 2106 14 21 2356 07 11 2308 57 80 219
20,000-25,000 25 4.0 2535 18 29 2548 11 19 2659 54 88 2565
25,000-30,000 28 38 2127 28 54 3,033 25 40 2521 81 132 2562
30,000-35,000 19 21 1808 27 40 2364 30 41 212 76 10.2 2,126
35,000-40,000 15 17 1747 27 4.0 2,338 40 44 1759 81 101 1,948
40,000-45,000 10 09 1478 27 34 1988 47 50 1671 84 93 1,749
45,000-50,000 08 0.6 1,300 24 26 1714 55 47 1,354 86 79 1448
50,000-75,000 17 09 838 57 45 1261 262 155 928 335 209 980
75,000-100,000 01 00 547 06 04 865 52 24 732 60 28 743
100,000-150,000 00 00 734 01 01 1,048 07 03 718 08 04 756
150,000-200,000 00 00 - 00 00 - 00 00 - 00 00 -
200,000 and over 00 00 - 00 00 - 00 00 - 00 00 -
Total 21.2 24.0 1,783 24,7 32.0 2,038 54.1 439 1,276 100 100 1,571

Source: Authors’ calculations based on SPSD/M.

dren receive benefits. For these higher-income
families, changes in family size offset the effect of
benefit tax backs, so that average benefits per child
are relatively stable.

The figures presented in Table 6 reflect the
benefit reduction rates that apply to middle-
income families embodied in the structure of the
CCTB programme. Some caution should be exer-
cised in interpreting these numbers. First, the
“net family income” figures and the “benefits” fig-
ures do not refer to the same time period. Net
family income is for the 1996 taxation year, while
benefits are for July 1997 to June 1998. If a fam-
ily member has moved into or out of employ-
ment, income and benefits will not be so neatly
aligned. Second, the figures in Table 6 exclude
those families that do not file income tax returns
or do not register for child tax benefits. Third,
“net family income” excludes some sources of
family income, such as child support, and there-

fore does not provide a complete measure of fam-
ilies’ economic resources.

Table 7 shows the distribution of the CCTB, in
1997, by family income class and family type,
based on the SPSD/M database.* It also shows the
distribution of CCTB beneficiary families by
income class and family type as a percentage of all
beneficiary families. On average, beneficiary fam-
iliesreceive $1,571 with respect to the CCTB. Lower-
income families, on a per family basis, receive
more on average than do higher-income families.
Families with income between $20,000 and $25,000
receive average annual benefits of up to $2,565,
while families with incomes over $75,000 receive
average annual benefits just below $800.

The figures given in Table 7 demonstrate that
single parents and single-earner couples with chil-
dren have, on average, lower incomes and there-
fore are more likely to receive child benefits.
According to our estimates, 32 percent of CCTBs



are received by single-earner couples and they rep-
resent 24.7 percent of all beneficiary families (and
20.8 percent of all families as reported in Table 4
above). Single-parent families account for 21.2
percent of CCTB beneficiary families and they
receive 24 percent of benefits. The Department of
Finance projects that for the year 2000 over 75 per-
cent of all CCTBs will go to single-earner families,
including single-parent families.*

The CCTB is relatively successful in achieving
its first goal, helping children in low-income fam-
ilies. What about the second goal of breaking down
the “welfare wall” by reducing disincentives for
parents to enter the labour force? Although the
number of families with children that are on
social assistance has fallen since 1995, to less than
550,000 from 650,000 according to the National
Child Benefit Progress Report, there is some ques-
tion about whether the Canada Child Tax Benefit
does in fact improve the work incentives of fami-
lies with children.

Itistrue that parents receiving social assistance
have improved work incentives, in that they can
retain child benefits when they re-enter the job
market. However, the effective marginal tax rate
faced by low-income families can match or exceed
that faced by high-income earners. A number of
studies have documented the effect of tax transfer
programmes on effective marginal tax rates.
When the child tax benefit was first introduced in
1993, Woolley, Vermaeten and Madill** concluded
that the working income supplement, ostensibly
designhed to reinforce the incentives for low-
income parents to participate in the workforce,
lowered marginal tax rates for only 22 percent of
the target group but raised marginal tax rates for
a much greater number, 36 percent of the target
group. Since that time, the supplement has been
enriched and the rate at which it is taxed back
increased correspondingly.

The changes to child tax benefits effective in
July 1999 extended the range over which the NCB
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supplement was taxed back. Families with
incomes between $25,921 and $27,750 saw their
tax back rate increase to 12.34 percent from 2.5
percent for a one-child family or to 24.5 percent
from five percent for a two-child family.*® Mac-
naughton, Matthew and Pittman®* simulated the
net marginal tax rates faced in 1999 by Canadians
with no children and those with one, two or three
children. The difference in the net marginal tax
rates between those with and those without chil-
dren is substantial, especially for those with
incomes below $30,000. Over a wide range of
incomes, individuals with three children face net
marginal tax rates eight percentage points higher
than those with no children. These marginal tax
rates do not include the benefits lost when social
assistance payments are reduced as earnings
increase. Adding these would create even higher
net marginal tax rates at lower income levels.

The changes recently announced in the 2000
budget further enriched both the base benefit and
the supplement. This means that as of July 2001,
the tax back rates of the NCB supplement will
increase again, reaching their highest levels since
the introduction of the programme, as shown in
Figure 1. The supplement for low-income families
with children will provide up to $1,155 for the first
child, up to $955 for the second and up to $880 for
each subsequent child. These enriched amounts
are the result of a $200 per child increase, includ-
ing the ongoing indexation of the entire supple-
ment, effective January 2000. Since the schedule
of benefits is such that only families with income
below $30,544 qualify for some amount of NCB
supplement, this implies the supplement is
reduced by 12.9 percent of family income over
$21,596 for one-child families, 23.6 percent for
two-child families and as much as 33.4 percent for
families with three or more children.

The CCTB programme has moved, not
removed, the “welfare wall.” The high effective
marginal tax rates faced by those on social assis-
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tance have been shifted to those in the $20,000 to
$30,000 range. Whether work incentives for fam-
ilies with children have, on balance, improved or
worsened is an empirical question. The answer
depends on the changes in marginal tax rates
faced by different groups, the number of people
in each income group, their demographic and
economic characteristics and behaviour respon-
siveness to changes in tax rates, and the interac-
tion of child benefits with other aspects of the tax
system. At this point, there is no clear evidence
that the CCTB does in fact encourage more par-
ents to enter the labour force.

In assessing the adequacy of the CCTB, the prin-
ciple of horizontal equity should also come into
play. In particular, does the CCTB respect the
notion that individuals with similar abilities to
pay taxes should face similar tax liabilities?

To address this issue, it is useful to refer to the
concept of the “equivalence scale,” adjusted for
family size. One widely used set of equivalence
scales is the one implicit in the Statistics Canada
Low Income Cut Off (LICO). Statistics Canada esti-
mates that a family of four living in a major met-
ropolitan area needs 1.5 times the income of a cou-
ple without children at home to achieve the same
standard of living. This means afamily of four with
an income of $70,000 has an income equivalent to
a childless couple earning $46,700, an equivalent
income of $23,300 less than that of a couple with-
out children also earning $70,000 per year.

Despite the huge difference in the equivalent
incomes of those with and without children at
home, there may be no difference in the tax lia-
bilities of those couples even when accounting
for child tax benefits. Because those benefits are
taxed back as income increases, a substantial
portion of families with children receive no child
benefits whatsoever. By July 2000, the Canada
Child Tax Benefit programme will provide bene-
fits to about 3.4 million of families or 83 percent
of all families in Canada. Put another way, almost
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20 percent of Canadian families with children
receive no CCTB whatsoever. If the purpose of
child benefits is to provide recognition of chil-
dren, regardless of their parents’ labour market
skills and choices, the Canada Child Tax Benefit
is clearly inadequate.

The current system of child tax benefits has
helped poor children by taking money away from
better-off families with children. Redistribution
based on vertical equity considerations has com-
pletely replaced those of horizontal equity.
Jonathan Kesselman® argues that “[the] Child Ben-
efit scheme in effect finances much of its gains for
lower-income families by increasing taxes only on
upper-income units with children.” Similarly,
Baril, Lefebvre and Merrigan® argue that by
increasing the funds devoted to the CCTB in 1998,
the federal government has chosen to give back to
certain families — those with incomes between
$10,000 and $25,000 — the sums of money it has
taken away from all families with children during
the 1980s. There is an emerging consensus that
redistributing money among families with chil-
dren isan unsatisfactory strategy and real changes
need to be made.

Exemptions for Dependent Children

The reinstatement of exemptions for depend-
ent children is a proposal with many supporters.
The C.D. Howe Institute has advocated exemptions
be made available to all taxpayers with dependent
children, as did the Reform Party.®

The major advantage of such an exemption is
that it would provide benefits to those middle- and
upper-income families that do not incur childcare
expenses and receive little or no recognition of
their caregiving responsibilities. As its advocates
claim, it “introduce(s) a measure of horizontal
equity between couples with and without chil-
dren, ending the tax system’s current treatment of
children as consumer expenditures.”



What are the potential efficiency gains from
such a proposal? Exemptions, like deductions,
provide higher benefits to higher-income earners.
As a person moves into a higher tax bracket, the
value of the exemption increases. This increase
offsets the increase in taxes payable, thus reducing
marginal tax rates and leading to potential effi-
ciency gains. However, a child exemption will do
little to address the high marginal tax rates faced
by families with incomes between $20,000 and
$30,000 unless it is part of a package that includes
changes in the clawback rates of the CCTB.

The potential efficiency gains arising from
reduced marginal tax rates for those claiming a
child exemption have to be weighed against those
arising, for instance, from a reduction in the claw-
back rates of the CCTB. Even though the value of
the CCTB is assessed on the basis of family income,
the child benefits are in most cases paid to the
mother. Therefore, any change to the structure of
the CCTB programme is more likely to affect
women'’s behaviour. In contrast, because the value
of an exemption increases with income, it is
advantageous for the higher-income parent —
most often a man — to claim any exemption.”
Econometric evidence suggests that men and
women differ significantly in how they respond to
economic incentives such as marginal tax rates, in
terms of labour supply, tax evasion or other deci-
sions. The behavioural responsiveness to changes
in tax rates depends on other characteristics such
as the level of income, family status, level of edu-
cation or type of occupation.

Men appear to be more responsive to high taxes
than are women when it relates to tax evasion.”How-
ever, as far as labour supply decisions are concerned,
empirical evidence suggests that men, particularly
those that are the sole financial supporters of their
families, are not greatly affected by changes in their
after-tax wage rate.” A reduction in those men’s mar-
ginal tax rates would, therefore, be unlikely to pro-
duce major gains in economic efficiency in that
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respect. To the extent that exemptions would do lit-
tle to change the trade-offs facing individuals who
would readily exchange work (in terms of pay or
prospects) for other activities such as working at
home, their efficiency benefits appear limited.

An exemption for dependent children — like
any other exemption — can be justified on the
grounds that an individual’s ability to pay taxes
does not start at the first dollar of income earned,;
rather, it starts after attaining a minimum level of
income necessary for fulfilling basic needs or sus-
tenance. This level of income depends on socio-
demographic characteristics such as the presence
of children. Therefore, it can be argued that an
exemption that takes into account the basic needs
for the care of dependent children improves hori-
zontal equity by equally taxing all people with the
same level of “gross income minus needs.” How-
ever, exemptions alone are an imperfect tool for
the establishment of horizontal equity since they
do not account adequately for differences in basic
needs at a given income level.

To illustrate this argument, suppose Phillip has
an income of $40,000 and “extra needs” of $5,000,
needs which are deemed to be the responsibility of
the whole society. Suppose Ruth has an income of
$40,000 and no “extra needs.” Assume, for the sake
of argument, they both face a 25 percent marginal
tax rate. Phillip’s disposable income, after taxes and
the cost of meeting its “extra needs” is $26,250
($40,000 income, minus $5,000 needs, minus 25
percent of taxable income $35,000); Ruth’s dispos-
able income is $30,000 ($40,000 income, minus 25
percent of taxable income $40,000). Even with an
exemption equal to the cost of meeting Phillip’s
“extra needs”, Ruth is still better off than Phillip
although she has no “extra needs”. Regardless of
income, children increase a family’s basic needs. If
provisions for children are regarded as compensa-
tion for needs, it is not clear that an exemption is
the appropriate mechanism for recognizing the
costs associated with dependent children.



Another disadvantage of a child exemption is
that it is an impractical way of providing benefits
to the caregiving parent. Exemptions, deductions
or non-refundable credits all reduce the amount
of taxes a person pays. Stay-at-home parents often
have very low income, which translates into very
low tax liability. Therefore, they may receive no
benefit from such tax relief, when benefits paid
directly to caregiving parents are in fact more
likely to be spent on children, not to mention the
fact that such benefits can enhance the economic
autonomy of caregivers. Lundberg, Pollak and
Wales* have found that when Britain substituted
child benefits paid to mothers for an income tax
deduction received by fathers (in most cases), fam-
ily expenditure patterns changed measurably,
with more money being spent on children’s and
women’s clothing.

According to a C.D. Howe Institute study, a
$2000 exemption for each dependent child would
cost the federal government about $3 billion.*The
author estimates that when the introduction of
this child exemption is accompanied by a reduc-
tion in the CCTB and GST credit clawback rates
(from current levels to 7.5 percent), the greatest
gains from this proposal would be for families
with incomes between $25,000 and $50,000. It is
clear that without any change in the CCTB and
GST clawback rates, the greatest beneficiaries
would be those facing the highest marginal tax
rates. There is no intrinsic connection between
the reinstatement of a child exemption, on the one
hand, and reductions in the CCTB and GST credit
clawback rates, on the other. Therefore, one can
ask this: Why not simply consider a proposal
where reduced marginal tax rates and greater ben-
efits to moderate-income households can be
achieved independently of any child exemption
proposal?
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Refundable Tax Credit for Stay-at-Home Parents

The Sub-Committee on Tax Equity for Canadian
Families with Dependent Children has recom-
mended the following:

The government should consider introduc-
ing a new refundable tax credit under the
Canadian Child Tax Benefit to be available to
parents who provide direct parental care. We
believe that such a measure would improve
the equity of the tax transfer system and pro-
vide recognition of the value to society of
child rearing.*

There are many possible ways to deliver a
credit for direct parental care. For example, the
supplement for every child under the age of
seven, available in the current CCTB to families
that do not incur childcare expenses, indirectly
credits parental care, although the amount is
meagre (up to $213). The Sub-Committee opted
for another approach:

Another possibility to improve horizontal
equity isto deliver a non-taxable benefitonly
to those parents who give up market income
and employment opportunities to raise chil-
dren. In such a case, the benefits would be
restricted to parents who forego earned
income. A parent could, for example, be eli-
gible for a benefit for each eligible child for
every month the parent had no earned
income. The amount could be linked to the
value of the benefit currently provided by the
CCED. Additionally, it could be delivered as
part of the CCTB but not be subject to the fam-
ily-income test. The Committee believes this
would provide some equity for parents who
provide direct parental care.”

This approach targets parents without earned
income, rather than parents without childcare
expenses. This is a poor direction for policy
reform for several reasons.

First, it confounds labour market decisions and
childcare choices. Many dual-earner couples pro-
vide only direct parental care and do not make use
of childcare services: nurses who work nights and
weekends while their partners care for the chil-



dren; parents who juggle their schedules so some-
one is always available to pick up their children
after school; or parents who run home daycare cen-
tres are just a few examples. One the other hand,
some parents without earned income — students,
unemployed parents actively looking for work,
parents with health problems, or parents who may
not report their earnings — do make use of either
formal or informal types of childcare services. Yet
other parents sacrifice considerable amounts of
income, without reducing their earnings entirely
to zero, by replacing full-time employment by part-
time work to care for their children.

Paying benefits to parents without earned
income is thus an indirect and often inaccurate
way of targeting those providing direct parental
care. Moreover, such measures would do nothing
to help families where grandparents or other rel-
atives look after the children. From an examina-
tion of data from the National Longitudinal Sur-
vey of Children and Youth (NLSCY), Baril,
Lefebvre and Merrigan® conclude that govern-
ment policies have to show sufficient flexibility
to support a variety of childcare arrangements.
For instance, their analysis reveals that 25 per-
cent of two-parent, two-earner Quebec families
with preschool children did not use any formal
(daycare centre, school daycare or other regu-
lated childcare service) or informal type (unreg-
ulated childcare services, child care by relatives
or other persons) of child care in 1995. Informal
childcare arrangements are particularly impor-
tant among families with young children and
low-income families. Based on the same data
from the NLSCY, we found that 59.1 percent of
two-parent Canadian families with pre-school-
aged children (and 61.7 percent of single moth-
ers) did not use any formal or informal type of
child care in 1995. These figures rise to 76.7 per-
cent for two-parents families with annual
incomes under $40,000 and 69.8 percent for sin-
gle mothers with income below $20,000.%
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Second, providing benefits only to parents who
forego earned income reinforces a traditional
division of labour. Supporting parents who pro-
vide direct care for their children is a worthy goal
of a family policy. However, there is strong empir-
ical evidence showing that women who drop out
of the labour force to care for their children face a
lifetime of lower earnings and worsened employ-
ment prospects.® Favouring parents who choose to
provide direct parental care is no better than
favouring families in which both parents work at
regular nine-to-five jobs and child care is provided
by accredited centres, as is done under the Quebec
programmes. Again, policies that are more neu-
tral toward personal choices enhance efficiency
and provide more options to parents, allowing a
balance of work and family life while promoting
flexibility and choice.

Third, it raises the “welfare wall.” Paying bene-
fits to people without earned income raises the
attractiveness of welfare relative to work. Lone
mothers are more likely to be stay-at-home par-
ents than are married women. In 1998, 69 percent
of married women with pre-school-aged children
worked outside the home, as compared to 53.9 per-
cent of lone mothers. In the case of mothers with
children under the age of three, the difference in
participation rates is even greater: 67.2 percent of
married women worked outside the home and just
44.4 percent of lone mothers.® Increasing pay-
ments to those lone mothers without earned
income would make the transition into the work
force all the more difficult. Even for families not
on social assistance, a benefit lost when a parent
enters the labour market raises that parent’s effec-
tive marginal tax rate.

Fourth, families with a stay-at-home parent
already enjoy significant tax advantages. As men-
tioned before, over 75 percent of all CCTB go to
one-earner families (including single-parent fam-
ilies) while they account for less than 50 percent
of all families; they receive spousal or equivalent-



to-spouse credits; and the value of their household
production is not taxed. We will return in more
detail to this latter argument in following sections
of this paper.

The final and perhaps most convincing argu-
ment against a direct parental care credit is that it
would not address the major problems with the
current system: a lack of recognition for caregiv-
ing responsibilities in middle-income families
and high effective marginal tax rates created by
targeted benefits.

A compromise proposal would be to provide a
refundable tax credit to all families. To achieve the
same positive results as a child exemption and
avoid increasing effective marginal tax rates, this
refundable credit should not be subject to benefits
clawback at higher income levels. Such a credit
would avoid the major disadvantages of both the
child exemption and credits for direct parental
care proposals. The cost of the proposal would
clearly depend on its exact parameters. To illus-
trate, the proposal of a non-refundable tax credit
of $2,000 per child put forward by Poschmann and
Richards® is estimated to cost $1.7 billion. If this
credit were to be made refundable as opposed to
non-refundable, the cost estimate of such proposal
could increase to about $2.5 billion.** In compari-
son, the cost estimate for a $2,000 exemption for
each dependent child is in the neighbourhood of
$3 billion.*

Although the introduction of a refundable
credit available to all Canadian families would
considerably improve the tax treatment of chil-
dren in Canada, it would not address one of the
major problems with the current system: it would
do nothing to reduce the high effective marginal
tax rates faced by families with net incomes
between $20,000 and $30,000. For this, one needs
to reform the structure of the CCTB programme.
The next section discusses the proposal for uni-
versalizing child benefits.
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Universal Child Benefit

None of the proposals discussed so far address
the two major problems with the current CCTB:
high effective marginal tax rates and inaccurate
targeting. A reform that would address these two
major problems and still incorporate the advan-
tages of previous proposals would be to universal-
ize the child benefits.

The essence of all universalizing proposals is a
change in the structure of the CCTB clawback
rates. Many options are possible. The most expen-
sive would be to completely eliminate clawbacks.
A less radical option would be to reduce the bene-
fit clawback rates, particularly in the $20,000 to
$30,000 family income category. Finally, it would
be possible to end the clawback of benefits at a
level that guarantees all children access to some
minimal level of benefits. These last two options
could be achieved in a simple and straightforward
fashion by converting either the NCB supplement
or the base benefit of the CCTB into a universal
benefit.

There are advantages to universalizing child
benefits. First, all families would be guaranteed
some recognition of the cost of raising children.
At the very least, universal benefits would
enhance horizontal equity between those who
have children and those who do not, acknowledg-
ing that a family with children requires more
income than one without to achieve the same stan-
dard of living. Family equivalence scales could
serve as a guiding principle to determine the level
of benefits.

Second, universal child benefits could increase
economic efficiency. Universalizing the NCB sup-
plement would lower effective marginal tax rates
by over 25 percentage points for those facing the
highest clawback rates. Approximately 440,000
families with incomes in the $20,000 to $30,000
category would see their effective marginal tax



rates reduced by universality, while 2.7 million
families with incomes greater than $30,000 would
receive a lump-sum gain without any direct effect
on marginal tax rates.* Universalizing the base
benefit, as well as the NCB supplement, would
reduce marginal tax rates for the 80 percent of all
Canadian families that receive the CCTB.

An efficiency case for universality is clearly set
out by Rowe and Woolley.* They point out there is
certainly no justification for imposing differen-
tial marginal tax rates on those families with and
without children at a given income level, as is the
case under the actual tax treatment of families.
The efficiency case for universality is that with
universal benefits marginal tax rates are inde-
pendent of people’s needs. Put another way,
because the efficiency costs of taxes increase with
the tax rate, there is less efficiency loss when both
groups face the same marginal tax rates than when
one group (those with children) faces a higher rate
than the other group (those without children). By
eliminating clawback rates for current benefici-
aries of the CCTB, even if it is financed through
increased tax rates for non-beneficiaries at the
same income levels, the move to universality rep-
resents a move from a currently unfair and inef-
ficient system to one that is equitable and more
efficient.

The efficiency gains of eliminating income-
tested child benefits must be compared with the
cost of providing benefits to those not currently
receiving any, whether these benefits are financed
through increased taxes or other foregone oppor-
tunities for government priorities that could be
financed with actual budget surpluses. In this
sense, one can argue that universal child benefits
may not yield as large a reduction in tax rates as
some other options available to the government.
However, the extent of efficiency gains remains an
empirical issue. It depends on how different
groups are affected by changes in marginal tax
rates, their sensitivity to those changes in terms of
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various decisions, such as labour supply, saving or
tax compliance, and their relative importance in
the population.

Implementing a generous universal pro-
gramme would be relatively expensive. Richards*
estimates that the cost of providing a universal
benefit equal to the 1998 level of CCTB, including
the supplement, (i.e., $1,625 per child) would be
approximately $6 billion. The estimated average
gain and distribution of benefits across income
classes for Canadian families with children are
presented in Table 8. The average increase in ben-
efits is estimated at $1,500 per family. The average
benefits are highest for families earning about
$70,000 a year, because these families are, for the
most part, receiving very little in the form of child
benefits in the current programme. Yet these gains
are in large part a restoration of the losses experi-
enced by middle-class families after decades of
benefit erosion. The real winners are children and
Canadians who would benefit from a more equi-
table and efficient tax treatment of children.

Are universal benefits politically feasible? Uni-
versal child benefits were not a matter of heresy
in Canada in the past, although they lost support
when the requirement for high-income earners to
repay family allowance benefits was introduced in
1989. Receiving and subsequently having to repay
benefits was so unpopular that many families pre-
ferred not to receive benefits at all. Also, the need
for universal benefits, which had been the sole
independent source of income for Canadian
women, became less crucial with increased female
labour force participation. However, at the turn of
this century, a majority of European Union coun-
tries was still providing universal assistance with
respect to dependent children.

Although it is very difficult to work out the net
effect of the myriad child-related tax and benefit
provisions across countries, Shelley Phipps,®inan
innovative paper, cuts through the complexity,
using regression analysis to undertake the task.



Table 8
Distribution of gains from universalizing child tax benefits
1998 benefit levels

Family income Families Decrease in Gain per
federal personal family
income taxes
(6] (thousands) (% millions) (6]
Under 20,921 659 0 0
20,922 to 25,921 233 91 392
25,921 to 30,000 206 184 891
30,000 to 40,000 513 617 1,203
40,000 to 50,000 512 8n 1,584
50,000 to 60,000 504 933 1,851
60,000 to 70,000 370 835 2,256
70,000 to 100,000 523 1,433 2,742
100,000 and over 312 896 2,875
Total 3,862 5,859 1,517

Source: John Richards, “The Case for Earnings Supplements,” based on SPSD/M projections for 2001.

Table 9
Impact of children vs. senior citizens on taxes and transfers
(1994 Canadian dollars)

Children Senior citizens
Taxes Transfers Taxes Transfers
Canada (1994) - 695 2,238 - 353 10,022
Netherlands (1991) -912 3,840 - 1,846 6,861
Norway (1991) - 2,790 5,663 1,077 11,940
UK (1991) - 275 4,657 1,462 6,584
US (1994) - 2,208 4726 - 980 17,945

Source: Shelley Phipps, An International Comparison of Policies and Outcomes for Young Children, based on Luxembourg Income
Study data.



She estimates the effect of children on taxes and
benefits, controlling for marital status, gross
income and age of household head. Table 9 shows
some of her results. Two points are immediately
obvious: First, Canada provides less recognition
for children in tax and benefit policy than any
other country studied by Phipps. On average, a
family with a child under 18 in the household pays
$695 less tax than a family without and receives
$2,238 more in social benefits. In the US, a family
with children pays an estimated $2,208 less tax
than one without, and receives $4,726 more in
social benefits. Only the United Kingdom pro-
vides lower tax allowances for children, but the UK
provides most of its child benefits in the form of
direct transfers to families with children. Second,
the high level of social transfers to families with a
household head over 65 years of age demonstrates
that it is possible to provide generous social trans-
fers if the political will is there.

Using the same funding levels as those provided
by both the federal and provincial governments in
1998, Baril, Lefebvre and Merrigan® illustrate that
it is possible to provide a nontaxable universal
allowance worth an average of $3,000 per family
in Quebec. Most families would benefit if this uni-
versal programme were to replace the actual sys-
tem of income-tested child allowances, except
those with incomes between $10,000 and $40,000.
For families in this income group, complemen-
tary measures such as work-incentives and subsi-
dized child care could be made available. Baril,
Lefebvre and Merrigan argue for a universal
approach on the following grounds.

A family assistance policy is not a policy to
fight against poverty. Nor is it a work-incen-
tive policy. A family-assistance policy is based
on recognition by the society of the benefits
accrued from raising children, which isacom-
plex task that is full of obstacles.®

The universal approach presents the obvious
advantage of being simple as it does not require
threshold and clawback rate schemes. As such, it
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offers potential efficiency improvements over the
current targeted approach. Moreover, among the
fundamental principles underlying a universal
approach to family assistance are that all children
and the time devoted to the care of children have
an equal value to society regardless of parents’
income or whether care is provided by a stay-at-
home parent or by another caregiver. This ensures
that family policy is an neutral as possible with
regard to personal choices.

With the same concern over neutrality of tax
policies, in the next section we examine issues
pertaining to the appropriate acknowledgement
of family work arrangements and household
activities in the evaluation of families’ ability to
pay taxes.

Family as Taxation Unit

Although Canada bases its personal income tax
system on the individual—people pay tax based on
their own income—there are a number of provi-
sions that recognize individuals’ involvement in
spousal relationships. Some examples that relate
to income sharing between married or cohabiting
couples and their children include spousal RRSP
contributions, RESPs, transferring unused credits
between family members and consolidating all
charitable donations or medical expenses on one
partner’s tax return. One can also point to the fact
that couples combine their incomes for the pur-
poses of calculating the GST credit as well as the
amount of CCTB. But the most important meas-
ures are the spousal credit, which can be claimed
in respect of a dependent spouse, and the equiva-
lent-to-spouse credit available to individuals who
do not have a spouse but support a child under the
age of 18, a parent or grandparent, or a relative 18
or older who is dependent because of a mental or
physical infirmity.

There are some forms of income sharing for
which no tax benefits are granted, as is the case



with gifts, which cannot be claimed as tax deduc-
tions for the giver or as income for the recipient.
Also, child support paid to a custodial parent is
generally no longer tax deductible, although it
represents a substantial and quantifiable transfer
of income from one person to another. Moreover,
attribution rules restrict tax savings from income
sharing, even when there is a transfer of property
ownership. As an example, interest income from
a bond purchased in a child’s name is usually
attributed, for tax purposes, to the adult who pur-
chased the bond.

Canada is not alone in using the individual as
the tax unit. As Table 2 shows, individually-based
taxation is used in Australia, Italy, Japan, Sweden
and the UK, while other countries have imple-
mented a combination of individual and joint
taxation.

Joint taxation with income aggregation is a
scheme that deserves attention here. The UK used
this system until the mid-80s and it is still used in
Luxembourg and Spain. Under this model, the
income of a couple is taxed as if it were earned by
one person, e.g. one spouse earning $15,000 and
the other $20,000 is essentially taxed as if only one
spouse had earned $35,000, although additional
tax provision can be made available for two-earner
couples. Canada’s Department of Finance esti-
mates that adopting joint taxation in this simple

Table 10
Parameters of Family Quotient System,
France

Number of children Single Married

1

2 2.
25
35
45
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Source: Government of France, Ministere de I'emploi et de la solida-
rité, http://www.social.gouv.fr/htm/dossiers/index.htm.
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form would create numerous losers — 85 percent
of taxable filers — and generate a revenue gain of
about $8.5 billion for the federal government.®

France and Belgium offer a second model of fam-
ily taxation: the Family Quotient System. Under this
system, income is effectively split among all fam-
ily members, not just married couples. The income
tax brackets to which the tax rates are applied are
determined by dividing taxable income by the
number of exemptions or “allowances” available to
an individual, depending on family size. Table 10
shows the equivalence scales used in the quotient
system in France. Tax liabilities are calculated by
aggregating family income, dividing by the quo-
tient shown in Table 10 and then applying the indi-
vidual tax rate schedule. But there isa limittowhich
the tax can be reduced as a result of the child por-
tion of the quotient.®

A third model of family taxation is joint taxa-
tion with income splitting, which is an option in
Germany, Ireland and the US. In the US case, the
tax unit is the filing unit, which may include
individuals, married couples — filing jointly or
separately — or the head of a household. Differ-
ent filing units face different tax schedules. Thus,
married couples can be taxed based on their total
income according to a different rate schedule,
one that has broader tax brackets than that apply-
ing to individuals. For example, while a single
taxpayer pays tax at a rate of 15 percent on the
first US $25,750 of taxable income, married tax-
payers filing jointly pay tax at 15 percent on the
first $43,050 of taxable income.® When an
income tax system is progressive, income split-
ting is generally advantageous for one-earner
couples because it transfers income from the
partner with a higher marginal tax rate to one
with a lower marginal tax rate. However, under
the US model, income splitting can be disadvan-
tageous for two-earner couples when the level of
their earnings is similar, which gives rise to the
notion of a “marriage tax.”



A more indirect way to implement some form
of family taxation is through the income tax
reform put forward by the Alberta government. By
2001, Alberta will implement a flat rate income
tax system — one with a single tax rate — with
enriched personal and spousal exemptions that
are equal in value ($11,620). The effect of these
provisions will be that, although the tax system
remains ostensibly an individually based tax sys-
tem, a one-earner couple and a two-earner couple
with the same family income will pay the same
provincial income taxes. Indeed, eliminating dif-
ferences between the tax treatment of single- and
dual-earner couples was the Alberta government’s
primary motivation, as stated in its 2000 budget.

Today, a single income family pays more in
personal income taxes than a family, at the
same income level, with two parents working
outside the home. Under the new system,
both types of families will see their taxes go
down. But the single income families, which
include single parents, will see their taxes go
down more.*

Given that families share their resources, at
least to some extent, it seems natural that defini-
tions of what constitutes a family often rely on
notions of sharing. This begs the question: is fam-
ily income a better measure of ability to pay taxes
or, in other words, is a family a more appropriate
tax unit than the individual? The concepts of
equity and efficiency are useful guiding princi-
ples when assessing family taxation and, in par-
ticular, income-splitting options.

Income Splitting

Income splitting has a number of advocates in
Canada. The Reform Party, for example, investi-
gated “the concept of . . . income-splitting between
parents to facilitate greater choice for families and
to allow greater equity for single-income fami-
lies.” The advocacy group called REAL Women is
also urging the Canadian government to move
closer to the US system by allowing couples to split
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their incomes. The Canadian Family Tax Coali-
tion argues:

...taxation [should] become based on family
income, either through income splitting or
joint filing, rather than on individual
income as it stands now. For example, a two-
earner family earning $30,000 in 1994 paid
$3,793 in income tax, while a one-earner
family paid $4,383 — 16 percent more.*®

Proponents of this form of family taxation
argue that income splitting would mend the pres-
ent horizontal inequity of family taxation where
similar households with the same total income
pay different tax amounts when income is earned
differently across family members. The simplest
version of income splitting would tax couples as if
each earned half of their combined income. For
example, a family in which one partner earned
$60,000 and the other had no earnings would pay
exactly the same tax as a family in which both
partners earned $30,000.

A single-earner, two-parent family, with an
income of $60,000 a year, could save over $2,650 a
year in federal taxes by transferring income to the
lower-earning spouse, assuming that income split-
ting moves the individual from the middle tax
bracket (at a 26 percent rate) to the lowest tax
bracket (at a 17 percent rate). However, income
splitting would provide no benefits to families in
which both earners presently pay the lowest fed-
eral rate, i.e. families in which the higher earner
had a taxable income below $29,590 per year. Yet
one of the major problems with Canada’s tax treat-
ment of children is high effective tax rates faced
by low-income families. Income splitting would
provide minimal benefits to dual-earner families
with little disparities between each spouse’s earn-
ings. Indeed, if an income-splitting model of the
type used in the US were adopted — where less
than full income splitting is allowed — these cou-
ples would be worse off.

A primary argument against adopting income
splitting is its impact on marginal tax rates. Under



a joint taxation scheme, a second earner is taxed
at the first earner’s marginal tax rate from the first
dollar this person earns. Typically, this would
mean income splitting would increase the mar-
ginal tax rate on earnings of women whose
spouses are already working and earning income.
The efficiency costs associated with increases in
marginal tax rates affect a whole range of issues,
including individuals’ decisions to marry or have
children, saving and investment decisions, their
choices about childcare arrangements and their
labour supply. Raising taxes on second earners has
potentially larger efficiency costs than raising
taxes on other workers, at least regarding its dis-
torting effects on labour supply. A second earner’s
income must be sufficient to cover both the costs
of working and the costs of replacing household
production, including the costs of childcare serv-
ices. At an average female worker’s earnings of
$21,167 a year in 1997, even moderate levels of
taxation are enough to make the returns to work-
ing negligible or even negative. As Boessenkool
and Davies put it, “given progressivity, a system of
individual taxation has an edge because it distorts
the labour supply of secondary earners less than
a system of joint taxation.”®

One could argue there is an equity argument in
favour of income splitting in that it extends some
tax avoidance opportunities now available to only
some groups of taxpayers such as the self-
employed and those with substantial amounts of
capital income. The self-employed may legally
splitincome with a partner by employing that per-
son; capital income can be split through a variety
of asset transfer mechanisms. However, these
income-splitting provisions differ significantly
from formal income splitting of all sources of
income through changing individual-based taxa-
tion in favour of family-based taxation. Current
income-splitting provisions involve a real transfer
of control over income or assets. In contrast, auto-
matic income splitting via the tax system pre-
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sumes that assets are shared, requiring no trans-
fer of ownership or control. There may indeed be
a case for relaxing attribution rules and allowing
greater transfer of income and assets between fam-
ily members. Yet, to simply presume that income
is shared, without requiring any transfer to take
place, misses an opportunity to provide unpaid
family members with real access to assets.
Income splitting affects incentives for family
formation: With simple income splitting, a mar-
ried or cohabiting individual may pay substan-
tially less tax than a single individual with the
same income level, creating a “marriage subsidy”;
if less than full income splitting is allowed, equal-
earning couples could face a “tax on marriage” and
unequal-earning couples would receive what
amounts to a “marriage subsidy.” Clearly, income
splitting would not mend all the gaps because the
issues involved are not so simple. Family taxation
must consider the aspect of income sharing, but it
should also consider the economies of scale in
household formation. Under economies of scale
considerations, two individuals who merge their
equal incomes to form a family should pay,
together, more tax after the family formation than
before since their family formation has increased
their “equivalent income.” Marriage or cohabita-
tion is a lifestyle choice. The tax system should be
as neutral as possible toward such personal
choices in order to avoid distorting behaviour.
But the most important argument against
income splitting is that it does not achieve hori-
zontal equity across family types. Under a sim-
ple income-splitting scheme, a family in which
one person earns $60,000 and the other is not in
the labour force would pay the same level of taxes
as a family in which two people work full-time
earning $30,000 each. Yet the two families do not
have the same labour market opportunities. The
one-earner family could, if the second adult
chose to work, have a family income of $80,000,
$90,000, or more. There may be a case where the



decision to remain at home is not a voluntary
one. However, if a family chooses to have an adult
at home, it may be because staying at home is
worth more than the income that is foregone. So
the real income, including both market income
and the value of home work, will generally be
higher for a single-earner family than for a dual-
earner family with the same level of money
income.

Much of the pressure for change in the income
tax system in favour of income splitting origi-
nates from single-earner families that have seen,
for various reasons, a steady erosion of their stan-
dard of living.*®® However, it is crucial to stress that
families have an incredible variety of work and
childcare arrangements that frequently do not fit
simple one-earner or two-earner stereotypes. Itis
also important to recognize that family taxation
that fails to acknowledge the imputed value of
household production would be unfair to those
families without full-time homemakers.

Household Production

The general question of how the income tax sys-
tem should treat household production is crucial
for policymakers. The tax treatment of households
with an at-home parent is perhaps the most obvi-
ous policy concern. Efficiency arguments for the
tax deductibility of childcare expenses also focus
on household production. Supporters of the Child
Care Expense Deduction argue that since the value
of goods and services produced in the home is not
taxed, the income used to replace home-produced
services, such as childcare services, should not be
taxed either. There are two “myths” that must be
dispelled before a sensible discussion of house-
hold production can begin.

o Myth 1: The work that women do in
the home is valuable; therefore it
should be compensated through spe-
cial tax relief.
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The key to untangling this myth is to distin-
guish between the private value of household work
and any social value it might have above and
beyond the private value. For example, to the
extent that persons who make spaghetti sauce
from scratch save the cost of store-bought sauces,
these cost savings correspond to the private value
of household work. There is no reason why $10 in
savings generated through made-from-scratch
spaghetti sauce should be treated any differently
than $10 generated by working at the local grocery
store or $10 earned some other way and spent on
spaghetti sauce. All are forms of income and,
under a comprehensive income tax system,
income is taxed regardless of its source.” If house-
hold work is of private value, it too should be taxed.
Taxation of household production may be admin-
istratively impractical but, theoretically, it is
desirable.

However, household work may have social value
over and above its private value. For example, a
person who looks after a disabled child at home
rather than placing the child in government
funded institutional care is saving the taxpayer
thousands of dollars per year. Consequently, it
may cost less for governments to pay parents for
their work at home than to provide institutional
care. In such a case, there is an economic argu-
ment in favour of subsidizing household work, but
only if it has social value over and above its pri-
vate value. The provision in the 2000 budget for a
$500 supplement to the Disability Tax Credit to
recognize caregivers of children with severe dis-
abilities is a welcome, though small, step in the
right direction.

o Myth 2: Household production is hard
to measure; therefore, the tax system
should focus solely on money
income.

Some argue that non-monetary sources of wel-
fare are so difficult to measure that money



income is the most appropriate measure of abil-
ity to pay. This sort of reasoning has in the past
been used by macroeconomists and others as
grounds to ignore the value of household produc-
tion. Fortunately, there is a growing realization
that it is better to be approximately right, making
some sort of estimate of the value of household
production, than to be precisely wrong, placing a
value of exactly zero on household work. For
example, an understanding of economic growth
and of international comparisons of well-being
can be improved by explicitly recognizing the
value of household production.™

Economists are now beginning to estimate the
value of unpaid work and finding it does matter.
A United Nations study of the value of household
production estimated the value of household
maintenance was equal to 54 percent of conven-
tionally measured GDP in Canada in 1996; volun-
teer work and education was worth an additional
5.5 percent of GDP.”? If household work is worth as
much as half of all other economic activity, surely
it does not make sense to simply ignore it for tax-
ation purposes.

As discussed above, critics of Canada’s current
tax treatment of the family often compare one-
earner families and two-earner families with the
same total income, and they argue that the greater
taxes paid by the one-earner families are unfair.
The problem with this comparison is that it
ignores the value of household production. A fam-
ily in which one parent earns $30,000 and the
other devotes his or her time to household pro-
duction enjoys a real income higher than a fam-
ily in which both parents work full-time earning
$15,000 each.

The value of having a stay-at-home parent
depends upon a number of factors, including the
number and age of the children and other depen-
dants, the skills of the parent regarding domestic
work and the family’s household endowment in
human and physical capital. These considerations
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imply it is hard to place a precise value on any one
family’s household production. However, two basic
approaches provide approximate estimates of the
dollar value of household work.

The opportunity cost method suggests that parents
would not choose to stay home unless the value of
household production was at least as great as the
after tax wage they forego. Therefore, potential after-
tax income from working gives one estimate of
household production. The average earnings of a
woman working full-time in 1997 were $30,915.” For
an individual earning $30,000 in Ontario, for exam-
ple, the net pay after income taxes, EI and CPP pre-
miums is about $23,000, which would then be an
approximate value for the opportunity cost of
household production.

The replacement cost method estimates the
value of household production as the cost of
replacing home produced goods and services.
According to a Statistics Canada study, among
women whose main activity in 1998 was keeping
house, those in two-parent families with pre-
school-aged children spent 8.7 hours per day doing
unpaid household work, while the figures were 7.7
hours for lone-mothers with young children. For
stay-at-home women with school-aged children,
time spent on household work was 7.3 hours per
day for women with a spouse and 8.1 hours per day
for lone-mothers.” Jackson estimates that the
replacement cost value of thisunpaid work, i.e. the
cost of hiring someone else to do this work, aver-
aged $24,400 in 1996 (for a married woman who
was not employed and had children).” People who
are gainfully employed do household work as well.
However, the average replacement value of unpaid
work for a Canadian adult was $10,900 per year,
suggesting that a stay at home parent creates
$13,500 more household production than an aver-
age Canadian.

In 1995, Status of Women Canada reported that
an average value of women’s unpaid work is



between $11,921 and $16,860 per year, depending
upon the valuation method used.” A resource
manual published by Mothers Are Women, an
advocacy group for women who have chosen to
be home with their children, put a value of
$30,000 per year on a homemaker’s work.” These
figures suggest a range of value for unpaid work
between $10,000 and $30,000, with a mid-point
figure of $15,000.”

The previous example from the Canadian Fam-
ily Tax Coalition’s analysis of relative tax burdens
showed that a two-earner family earning a total of
$30,000 pays $3,793 in income tax while a two-par-
ent, one-earner family earning $30,000 pays taxes
in the amount of $4,383. After accounting for the
value of household production — assuming the
mid-point estimate of $15,000 — the real income
of the family with a stay-at-home parent is $45,000,
50 percent higher than that of the two-earner fam-
ily. Certainly, a significant part of household pro-
duction is for child care, in which case there is no
basis for taxing it, just like formal childcare
expenses are tax deductible. According to Statistics
Canada’s General Social Survey, between 40 and 45
percent of the time allocated to household work by
stay-at-home women with pre-school-aged chil-
dren was devoted to the care of children. (For
women with school-aged children, this proportion
drops to about 15 percent.) The fact remains, how-
ever, that our one-earner family pays only $590, or
16 percent, more in taxes, which does not seem so
unfair, all things considered.™

Several policy responses aimed at acknowledg-
ing the social value of household production could
help stay-at-home parents. One tax policy that
does realize the economic dependency of stay-at-
home parents is the non-refundable spousal
amount tax credit. Making the spousal amount
refundable and payable to the dependant would
provide tangible recognition of household pro-
duction. Other policies could be implemented to
facilitate the transition from home to the labour
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market. For example, severing the links between
El and eligibility for training programmes would
help stay-at-home parents, as would training pro-
grammes that are scheduled part-time, in the
evenings or on a flexible basis, so that parents can
balance retraining with family responsibilities.
Additionally, special incentives given to employ-
ers to hire young workers (e.g., ElI premium relief)
could be extended to workers making the home to
paid work transition.

The recentenrichments of parental leave under
the El programme, announced in the last federal
budget, will give parents greater flexibility in
choosing whether to spend more time at home
with a new child. However, the parental and mater-
nity leave benefits still have a number of short-
comings which stem from the fact that they are
part of the EI programme: it provides a relatively
low income replacement rate (55 percent),
requires a waiting period of two weeks, and a large
number of parents who work part-time or are self-
employed are still not eligible for maternity or
parental leave. Severing the links between the EI
programme and parental leave benefits would cer-
tainly make more sense.

The Sub-Committee on Tax Equity recom-
mended one way of recognizing household pro-
duction: allow stay-at-home parents to contribute
to pension plans during the periods corresponding
to their caregiving years.* If such an option had
been in place in the early years of the Canada Pen-
sion Plan, many senior Canadian women would be
substantially better off financially than they are
today. However, there is no reason to believe that
the return from one dollar invested in the Canada
Pension Plan today would be higher than the
return from one dollar invested in a spousal RRSP,
unless at-home parents’ CPP contributions were
heavily subsidized through matching government
contributions, for example. Better directions for
reform are enhanced transfers to stay-at-home par-
ents and more creative uses of EI programmes.



Definition of “Family”

We have so far been using the terms “couple”
and “family” as if they were entirely unproblem-
atic. Yet, if some form of family taxation were to
be introduced, those qualifying for these tax meas-
ures could potentially receive large tax savings.
Who then would qualify?

Historically, the income tax act considered only
married individuals as couples. Now, income tax-
ation is based on “cohabitation”: a couple is treated
as equivalent to married for tax purposes if they
have been cohabiting for a year or have a child.
This definition is different from that used in fam-
ily law to determine whether a couple has a “com-
mon law” marriage and different from those used
by provinces in determining eligibility for social
assistance. It has also been challenged by recent
Supreme Court rulings extending rights to same
sex couples.®

Examining which relationships receive legal
recognition by society has led to many questions.
Why should sharing a sexual relationship, whether
heterosexual or homosexual, be the basis for tax
recognition? Why not accord kinship, for example,
allowing siblings or parents with adult children,
the same privileges and responsibilities as have
historically been granted to married couples?

Historically, the marriage contract has had
many elements other than cohabitation and sex-
ual relations. A key part of the marriage contract
was the woman’s responsibility for household
work, accompanied by her economic dependency
upon her husband.® Yet today, marriage is not nec-
essarily characterized by the economic depend-
ency of one partner on another: in 1997, 14.3 per-
cent of women in dual-earner couples earned
more than their husbands.®

While the economic dependence of women on
men has decreased, the transition of young Cana-
dians to economic independence has become
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increasingly problematic, giving rise to impor-
tant policy concerns. Meunier, Bernard and
Boisjoly argue that there has been a vast redefini-
tion in the living arrangements of young people
in Canada. “They have prolonged their schooling,
taken jobs (often contingent ones) earlier, com-
bined schooling with paid work, stayed home
longer, delayed the formation of spousal unions,
and increasingly lived outside standard family
contexts.”®

To the extent that the Canadian tax system
does permit income sharing, it should be on the
basis of whether or not there is, in fact, a rela-
tionship of support or dependency, as opposed to
whether or not there is a particular type of legal
relationship. For example, support from adult
children to elderly parents could be given pref-
erential tax treatment, much the same way
spousal support payments are at present. As
Canada’s population ages, support for the elderly
will become increasingly important. It may be
cost effective for governments to encourage car-
ing inside the family.

Conclusion

anadian families struggle for two
basic reasons: first, they have depen-
dants, and second, some have diffi-
culty finding adequate employment opportuni-
ties. Both single- and dual-earner families with
young children face the challenge of caring for
small children. Single-earner families with
school-aged children often struggle because the
parent who stayed home when the children
needed full-time care is unable to find adequately
paid employment due to the lack of work experi-
ence while caring for young children.
In this paper, we argue that Canada’s tax system
fails to provide adequate recognition for the
responsibilities of caring for children and advo-



cate directions for reform. Recent initiatives
aimed at fighting child poverty by redistributing
benefits from more affluent families with chil-
dren has created inequities between families with
children and childless individuals and have com-
promised economic efficiency.

Our analysis shows that converting the CCTB
into a universal benefit is the only policy option
that fixes the two most important problems with
Canada’s system of child benefits: it restores hori-
zontal equity by providing benefits to all Cana-
dian children, and it reduces the high effective
marginal tax rates faced by lower-income families
with children. In our view, it is the best policy
option, based on both equity and efficiency.

One policy area where we need more discus-
sion is the difficulties young Canadians face
achieving economic independence. In our view, a
system permitting income splitting between par-
ents and children would be a higher priority for
reform than couple-based income splitting. First,
it would deliver greater benefits to families with
more children. Second, to the extent that (young)
children contribute little to household produc-
tion, there is a compelling case that a household
supporting dependent children is worse off finan-
cially than a household without caring obliga-
tions. The same cannot be said of households with
a stay-at-home parent.
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Table A1
Types of care of children under the age of 6, by household income and family type,
Canada, 1995 (percent)

Two-parent families

Under $40,000 to $60,000 to $80,000 Total
$40,000 $59,999 $79,999 and over

Total, regulated care 5.8 10.6 1.7 16.5 10.2
Other house by other person 0.9 3.2 48 5.4 31
Daycare or school daycare 49 7.4 6.9 1.1 7.1
Total, unregulated care 155 28.9 38.2 44.9 28.9
Other house, by other person or relative 10.8 21.3 27.2 252 19.6
Own house, by sibling or other relative 4.6 7.0 10.6 195 9.0
Others types 0.1* 0.6* 0.4* 0.2* 0.3
None 63.4 56.7 48.0 36.3 53.9
Do not work or study 133 2.0 04 0.7* 5.2
Do not know, refuse, unknown 20 18 17 1.5* 18

Single-parent families

Under $20,000 Total
$20,000 and over

Total, regulated care 154 24.3 18.3
Other house by other person 4.7 6.2 52
Daycare or school daycare 10.7 18.1 131
Total, unregulated care 13.7 27.8 18.3
Other house, by other person or relative 9.2 16.9 n7
Own house, by sibling or other relative 4.3 10.7 6.4
Others types 0.2* 0.2* 0.2*
None 8.8 16.1 111
Do not work or study 61.0 28.8 50.6
Do not know, refuse, unknown 1.2* 3.1* 1.8*

* Less than 25 observations

Source: Authors’ calculations based on data from the National Longitudinal Survey of Children and Youth, 1st cycle, 1994-1995, Statistics Canada,
catalogue no. 89M0015XCB95001 (Ottawa, Statistics Canada).
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Taxing Canadian Families: What's Fair, What’'s Not
Carole Vincent and Frances Woolley

Faut-il changer le mode d’imposition des
familles au Canada ? Le systéeme actuel est-il juste
et efficace ? S’il ne I'est pas, quels changements
doit-on privilégier ? A partir d’'une analyse exhaus-
tive des principales questions liées a la fiscalité des
familles, la présente étude répond a ces questions
complexes. Les auteures, Carole Vincent, directrice
de recherche a I'IRPP, et Frances Woolley, pro-
fesseure d’économique a I’'Université Carleton, étu-
dient toutes les dispositions du systeme fiscal qui
touchent les familles canadiennes, analysent les
choix politiques sous-jacents a ce systéme et pro-
posent des options de réforme. Elles soutiennent
que des changements importants pourraient étre
apportés pour assurer une aide fiscale aux familles
plus efficace et plus équitable, méme si le systeme
actuel est adéquat a bien des égards. Ainsi, selon les
auteures, il est grand temps de réintroduire une
aide fiscale universelle aux familles.

Sur lafacon dont sont traités les colits inhérents
a la garde d’enfants, Vincent et Woolley prénent
le maintien de la déduction pour frais de garde
d’enfants. La déductibilité crée un systéme d’im-
position qui est neutre, c’est-a-dire qu’il ne
favorise ni la garde par les parents ni la garde en
services de garde. Elle a donc I'avantage d’élim-
iner toute discrimination entre les ménages a un
seul revenu et les ménages a deux revenus. Puisque
les services de garde fournis par le parent a la mai-
son ne sont pas imposables, la portion de revenu
gagné par un parent qui sert a payer les services
de garde ne devrait pas non plus étre imposée. Les
auteures montrent que c’est précisément lI’objec-
tif atteint par la déduction pour frais de garde.
Elles montrent également que ceux qui voientune
injustice dans la déductibilité des frais de garde
d’enfants exagérent grandement les avantages fis-
caux que cette disposition confére effectivement
aux parents qui y recourent.

La Prestation fiscale pour enfants (PFE) est le
plus important programme d’aide fiscale aux
familles. Cependant, il vise aussi a lutter contre la
pauvreté chez les enfants et les bénéfices versés
sont réduits pour les familles a revenus plus élevés.
Avec I'introduction de la PFE en 1993, le gouverne-
ment fédéral a aboli les allocations familiales, de
méme que le crédit d’impdt non-remboursable

pour enfant a charge et le crédit d’imp6t rem-
boursable pour enfant. Vincent et Woolley recon-
naissent que la PFE fournit un niveau raisonnable
de transferts en faveur des familles a faibles revenus
avec enfants. Cependant, elle a donné lieu a d’im-
portantes iniquités entre les familles qui ont des
enfants et celles qui n’en ont pas. Les auteures
recommandent donc la réintroduction d’une aide
fiscale universelle puisque c’est le seul moyen de
pallier les deux principaux problémes de I'aide fis-
cale accordée aux familles canadiennes. Primo, on
restaurerait I'équité entre les familles : en recon-
naissant les responsabilités et colits encourus par
tous les parents pour élever leurs enfants, on admet-
trait que, pour avoir accés au méme niveau de vie,
une famille avec enfants requiert des ressources
financiéres plus élevées qu’une famille sans enfant.
Secondo, on réduirait, pour les familles a faibles
revenus, les taux marginaux effectifs d’imposition
trés élevés actuellement en vigueur. Ces taux élevés
résultent de ce que les bénéfices versés aux familles
en vertu de la PFE sont graduellement récupérés
par le fisc a mesure que le revenu familial aug-
mente. Une aide fiscale universelle pourrait réduire
de pres de 25 points de pourcentage les taux mar-
ginaux effectifs auxquels font face les familles gag-
nant des revenus variant entre 25 000 $ et 30 000 $.

Enfin, les auteures étudient I’argument des ten-
ants d’une fiscalité basée sur le revenu familial,
voulant que le systéme actuel, fondé sur le revenu
individuel, est inéquitable parce que des familles
gagnant le méme revenu total ne versent pas les
mémes impdts selon qu’elles appartiennent a un
ménage a un seul revenu ou a un ménage a deux
revenus. En ce domaine, les auteures soutiennent
que les enjeux ne sont pas si simples. En passant
en revue les dispositions fiscales relatives au
partage du revenu familial et en comparant un sys-
teme d’imposition fondé sur le revenu familial a
celui fondé sur le revenu individuel, les auteures
recommandent le maintien du systeme actuel.
Elles soutiennent qu’une fiscalité fondée sur le
revenu familial qui ne tiendrait pas compte du
partage des biens et services qui sont fournis par
le parent qui reste a la maison introduirait, en
réalité, une source additionnelle d’injustice entre
les familles.




Summary

Does the way Canada taxes families need chang-
ing? Is the current system fair and efficient? What
are the options for reform? This study provides
answers to these complex questions through a com-
prehensive analysis of the main issues surrounding
taxation and the family. Authors Carole Vincent,
research director at IRPP, and Frances Woolley, asso-
ciate professor of economics at Carleton University,
look at the parameters and structure of tax provi-
sions that affect Canadian families and the implicit
policy choices involved, and propose options for
reform. They argue that, while Canada’s tax system
does many things right, significant improvements
could be made to ensure more efficient and equi-
table treatment of all families with children. In their
view, the immediate priority for change is the rein-
statement of a universal child benefit.

To support their conclusions, Vincent and Wool-
ley provide an in-depth evaluation of three major
aspects of the taxation of families: (1) the treatment
of the costs of childcare incurred by all parents,
regardless of their choice of arrangements; (2) the
recognition of the responsibilities for raising chil-
dren; and (3) the issue of family- versus individual-
income-based taxation.

Regarding the treatment of childcare costs, Vin-
centand Woolley argue in favour of maintaining the
Child Care Expense Deduction (CCED). Deductibil-
ity creates a tax system that is neutral with respect
to home-provided and purchased childcare and does
not discriminate between single- and dual-earner
couples. The authors argue that since parent-pro-
vided childcare is not taxed, the income earned to
replace parent-provided care with other care also
should not be taxed. This is precisely what the CCED
does. Moreover, they show that those who claim the
CCED is unfair considerably overstate the actual tax
benefits this provision gives to parents who choose
purchased childcare arrangements.

The Canada Child Tax Benefit (CCTB) is the sin-
gle most important tax programme directed at fam-

Taxing Canadian Families: What's Fair, What's Not
Carole Vincent and Frances Woolley

ilies with children. However, it is meant to be the
main instrument to fight child poverty and is phased
out for higher-income families. Its introduction in
1993 was accompanied by the elimination of family
allowances, the refundable child tax credit and the
non-refundable dependant credit. While Vincent
and Woolley recognize that the current CCTB does
deliver a reasonable level of transfers to low-income
parents, they argue that it has created significant
inequities between families with children and those
without children. The authors recommend convert-
ing the CCTB into a universal benefit, as this is the
only policy option that fixes the two most important
problems with Canada’s tax treatment of families.
First, it restores fairness since it guarantees to all par-
ents some recognition of the responsibilities and
costs of raising children, acknowledging that a fam-
ily with children requires more resources than one
without to achieve the same standard of living. Sec-
ond, it reduces the high effective marginal tax rates
faced by low-income families with children that
result from benefits being clawed back as income
increases. Moving to universal child benefits could
lower effective tax rates by as much as 25 percentage
points for those families with incomes between
$25,000 and $30,000.

Finally, the authors review the arguments put
forward by critics of Canada's current tax treat-
ment of the family who compare single-earner
and dual-earner families with the same total
income and argue that the greater tax paid by sin-
gle-earner families is unfair. In this area, the
authors show that the issues involved are not that
simple. They assess income splitting provisions
and family- versus individual-income-based taxa-
tion systems. They argue in favour of the current
individually-based system since a family-based
system that failed to take into account elements
such as the value of the goods and services pro-
vided by stay-at-home parents would actually give
rise to further inequities across families.




