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PRECIS

Cet article explore le réle qu’un imp®dt sur la fortune pourrait jouer dans la combinaison
d’impdts pergus sur les biens dans le régime fiscal canadien. Le régime actuel

impose les biens de diverses facons. Les revenus de biens, tels que les intéréts, les
dividendes, les gains en capital et les bénéfices, sontimposés dans le régime d’impot
sur le revenu, quoiqu’imparfaitement. La valeur des biens de certaines catégories

de sociétés est assujettie a 'impot sur le capital et celle des immeubles résidentiels
et non résidentiels, a 'imp®dt foncier. Les impdts qui s’appliquent aux transferts de
biens comprennent la réalisation présumée des gains en capital au décés ainsi que
les frais d’homologation. Il n’existe pas d’impot général sur la fortune ni d’impot

sur la fortune transférée par legs. Les impdts existants sur les biens présentent
certaines lacunes flagrantes, comme le traitement préférentiel des gains en capital,
’exclusion des rendements théoriques et 'absence de droits de succession. Les
auteurs soutiennent que la meilleure fagon de remédier a ces lacunes est de réformer
le régime d’imposition des revenus du capital et d’instaurer des droits de succession
plutdt que de mettre en place un impdt annuel sur la fortune.

ABSTRACT

This paper explores the potential role for a wealth tax as part of the mix of taxes
applying to assets in the Canadian tax system. The existing system taxes assetsin a
variety of ways. Asset incomes, such as interest, dividends, capital gains, and profits,
are taxed in the income tax system, albeit imperfectly. The value of assets is taxed by
capital taxes on selective types of corporations and by the property tax on residential
and non-residential property. Taxes applying to asset transfers include the deemed
realization of capital gains on death as well as probate fees. There is neither a general
tax on wealth nor a tax on wealth transferred through bequests. There are some glaring
shortcomings of existing taxes on assets, such as the preferential treatment of capital
gains, the exclusion of imputed returns, and the absence of a tax on inheritances. The
authors argue that these deficiencies are best addressed by reforming the capital
income tax system and introducing an inheritance tax rather than implementing an
annual wealth tax.
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INTRODUCTION

In his paper on wealth taxation published 30 years ago, Richard Bird makes the rel-
evant observation that “the fate of wealth taxation is primarily determined by political
forces.”! Over the years, those forces have managed to convince a majority of voters
to vote against taxes that are paid by a minority and that should benefit the majority
and mainly low-income households. Bird explains the trend toward abandoning
taxes that affect only the richest few by what he calls the decline in the “taste for
equality.” Inequality is now back on the radar, and a wealth tax is among the propos-
als being touted in many countries as a way of addressing the growing concentration
of wealth.? This is an opportune time to revisit the issue. In this paper, we consider
what role, if any, a wealth tax should play as a complement to other existing and
potential components of the Canadian tax system.

"To provide some context, we begin with some stylized facts about the distribution
of wealth in Canada. According to the World Inequality Report,* Canada is a wealthy
country, with a per capita wealth of Cdn$377,680.* The bottom 50 percent holds on

1 Richard M. Bird, “The Taxation of Personal Wealth in International Perspective” (1991) 17:3
Canadian Public Policy 322-34.

2 Thomas Piketty, Capital in the Twenty-First Century, trans. Arthur Goldhammer (Cambridge,
MA: Belknap Press of Harvard University Press, 2014); Emmanuel Saez and Gabriel
Zucman, The Triumph of Injustice: How the Rich Dodge Tixes and How To Make Them Pay (New
York: W.W. Norton, 2019); Emmanuel Saez and Gabriel Zucman, “Progressive Wealth
Taxation” [2019] no. 2 Brookings Papers on Economic Activity 437-511; Arun Advani, Emma
Chamberlain, and Andy Summers, A Wealth Tax for the UK, Final Report (London, UK: Wealth
Tax Commission, 2020); and Andrew Jackson, The Case for a Wealth Tax in Canada (Ottawa:
Broadbent Institute, 2020).

3 Lucas Chancel, Thomas Piketty, Emmanuel Saez, and Gabriel Zucman, World Inequality Report
2022 (Paris: World Inequality Lab, 2021).

4 For alternative estimates, see James B. Davies and Livio Di Matteo, “Long Run Canadian
Wealth Inequality in International Context” (2021) 67:1 Review of Income and Wealth 134-64;
and Parliamentary Budget Officer, Estimating the Top Tail of the Family Wealth Distribution in
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average $43,950 and a share of only 5.8 percent of total wealth. In contrast, the top
10 percent holds $5,602,434, for a share of 57.7 percent of total wealth. These figures
are comparable with those for western European countries such as France. Since the
mid-1990s, wealth inequality levels have remained relatively stable in Canada.

Canada exhibits a much less concentrated distribution of wealth than the United
States, where the share of the bottom 50 percent of wealth holders is only 1.5 per-
cent, or about one-quarter of that in Canada. The share of wealth held by the top
10 percent is 71 percent in the United States, compared with 57 percent in Canada.
The contrast is even starker if we compare the shares held by the top 1 percent:
25 percent in Canada and 35 percent in the United States. Not surprisingly, this
concentration has led some prominent US policy makers to call for a wealth tax on
the highest wealth owners, as a way not only to redress the inequity of high wealth
inequality but also to curb the excessive political influence of the top 1 percent.
Proposals for a wealth tax have been somewhat more muted in Canada, although
such a tax was part of the recent election platform of the New Democratic Party.
Wealth taxes have been levied by several European countries, although their use has
been declining in recent years.’

The objective of this paper is to study the role of wealth taxes as a component of
the overall tax mix. In particular, wealth taxes are one of many potential taxes that
apply to assets and asset income, so the question is whether wealth taxes should
substitute, complement, or play no role in the tax mix with other taxes on assets and
their income. More specifically, our purpose is to consider how well the Canadian tax
system fares in taxing asset income, asset wealth, and asset transfers, with a view to
judging whether wealth taxation would be a useful adjunct to the existing system.
We summarize the advantages and disadvantages of wealth taxation compared to
capital income and inheritance taxation. Despite the advantages of wealth taxation
relative to the existing capital taxation system, we suggest that rather than incurring
the administrative costs of introducing a wealth tax, a more satisfactory approach
would be instead to reform the tax treatment of capital income and inheritances. Our
views are based on some notion of how capital income ought to be taxed in principle.
We address that in what follows. We hope our analysis does justice to Richard Bird’s
broad approach to tax policy.

ASSET TAX EQUIVALENCES AND DIFFERENCES

Assets are subject to a variety of taxes, some of which apply to the value of the asset
itself and others of which apply to income derived from the asset or from asset trans-
fers. The close relationship between taxes on assets and taxes on asset incomes will

Cuanada (Ottawa: Office of the Parliamentary Budget Officer, 2021). See also Organisation for
Economic Co-operation and Development, Growing Unequal: Income Distribution and Poverty in
OECD Countries (Paris: OECD, 2008).

5 Organisation for Economic Co-operation and Development, The Role and Design of Net Wealth
Taxes in the OECD (Paris: OECD, 2018).
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be relevant for assessing the role of wealth taxes, as discussed in Boadway and Pestieau
and in Scheuer and Slemrod. We distinguish among taxes on asset income, taxes on
asset value, and taxes on asset transfers.

We begin with the simplest case where a tax on asset wealth is equivalent to a tax
on asset income. Let 4, denote the asset wealth of a household in tax period ¢, and
assume that 4, can be measured either by the household or by the tax authorities. In
a well-functioning asset market, the value of an asset is the present value of its ex-
pected returns using a risk-adjusted discount rate. These expected returns can in-
clude (1) financial payments like interest, dividends, and royalties; (2) capital gains;
and (3) imputed returns such as consumption benefits in the case of housing, con-
sumer durables, jewellery, and works of art. If asset wealth is taxed at the propor-
tional rate 7,, the annual wealth tax liability would be 7, 4,. Suppose that 7, is a
composite return on asset wealth. The tax liability on asset income is then 7,7, 4,,
where 7, is the rate of tax on capital income. Thus, the tax on asset income at the rate
T, 1s equivalent to a tax on asset wealth at the rate 7,, = 7,7,. Alternatively, a tax on
wealth at the rate 7, is equivalent to a tax on asset income at the rate 7, = 7, /7,. If all
assets had the same rate of return 7;, a proportional tax on wealth would be equivalent
to a proportional tax on capital income.

Asset rates of return generally differ among assets and asset owners, so this equiv-
alence breaks down. A wealth tax at a given rate imposes a relatively low implicit rate
of tax on the income of assets with relatively high rates of return compared with a
proportional capital income tax, and vice versa for assets with relatively low rates of
return. The main reasons assets differ in their rates of return are the following:

» Investor productivity. Households may differ in their skill at investing. This
variation may arise from investors’ special knowledge of particular stocks or
differences in productivity of personal business investments. A wealth tax
seems to be inequitable since its effective capital income tax rate falls with the
rate of return on assets. On the other hand, Guvenen et al.” argue that a wealth
tax, by favouring high-return assets, encourages investment in them. Greater
investment results in a higher share of high-return assets in the economy and
enhances overall productivity. Guvenen et al.’s simulations show that this can
be welfare-improving overall. The gain in productivity increases total output

6 Robin Boadway and Pierre Pestieau, Over the Top: Why an Annual Wealth T for Canada Is
Unnecessary, C.D. Howe Institute Commentary no. 546 ("Toronto: C.D. Howe Institute, 2019);
Robin Boadway and Pierre Pestieau, “An Annual Wealth Tax: Pros and Cons” (2021) 77:4
FinanzArchiv: Public Finance Analysis 408-29; and Florian Scheuer and Joel Slemrod, Taxing
Our Wealth, NBER Working Paper no. 28150 (Cambridge, MA: National Bureau of Economic
Research, 2020).

7 Fatih Guvenen, Gueorgui Kambourov, Burhanettin Kuruscu, Sergio Ocampo-Diaz, and
Daphne Chen, Use It or Lose It: Efficiency Gains from Wealth Taxation, NBER Working Paper
no. 26284 (Cambridge, MA: National Bureau of Economic Research, 2019).



THE WEALTH TAX AND THE TAX MIX = 189

enough to offset the inequities that result from favouring more productive
investors.

Portfolio size and wealth. Some evidence suggests that larger portfolios earn
higher rates of return.® Since portfolio size increases with household income,
wealth taxation would again be inequitable relative to a capital income tax.
Xavier® finds that the average rate of return on asset wealth in the United
States increases with wealth. Individuals in the 99th wealth percentile earn a
rate of return of 8.3 percent, while those in the 20th percentile earn only
3.6 percent on average. Xavier attributes much of the difference to the fact
that the share of wealth held as equity increases with wealth. The Guvenen
et al. argument would again apply.

Returns to risk. Risky assets will have a higher expected return than risk-free
ones because investors require a risk premium to invest in them. As well, actual
returns realized ex post will vary among risky assets. A capital income tax will
tax both the expected capital income, including the risk premium, and ex post
variable returns to risk. Taxing the return to risky assets may not discourage
risk taking, given the well-known Domar and Musgrave effect.! Risk taking
is more likely to be discouraged the less completely that losses are offset. The
effect of a wealth tax on risky assets is more subtle. The market value of risky
wealth is the present value of future expected returns, which include a risk
premium. However, these future returns are discounted using a risk-adjusted
interest rate, which largely offsets the inclusion of a risk premium in future
returns. As a result, the wealth tax imposes only minimally on risk.

Rents or windfalls. Assets might yield above-normal returns or windfall returns.
We refer to these as “rents” in what follows. Rents may be due to monopoly
power, fixed factors of production, or unexpected events.!! The latter can include
supply shocks, unpredictable government policies, natural disasters and distur-
bances, and public health shocks. There is some evidence that a significant

10

Piketty, supra note 2; Marcin Kacperczyk, Stijn Van Nieuwerburgh, and Laura Veldkamp, “A
Rational Theory of Mutual Funds’ Attention Allocation” (2016) 84:2 Econometrica 571-626; and
Andreas Fagereng, Luigi Guiso, Davide Malacrino, and Luigi Pistaferri, “Heterogeneity and
Persistence in Returns to Wealth” (2020) 88:1 Econometrica 115-70.

Inés Xavier, “Wealth Inequality in the US: The Role of Heterogeneous Returns” (2021)
(https://papers.ssrn.com/sol3 /papers.cfm?abstract_id=3915439).

Evsey D. Domar and Richard A. Musgrave, “Proportional Income Taxation and Risk-Taking”
(1944) 58:3 Quarterly Journal of Economics 388-422; Jan Mossin, “Taxation and Risk-Taking:
An Expected Utility Approach” (1968) 35:137 Economica 74-82; J.E. Stiglitz, “The Effects of
Income, Wealth, and Capital Gains Taxation on Risk-Taking” (1969) 83:2 Quarterly Journal
of Economics 263 -83; and Wolfgang Buchholz and Kai A. Konrad, Taxes on Risky Returns—An
Update, Max Planck Institute for Tax Law and Public Finance Working Paper no. 2014-10
(Munich: Max Planck Institute for Tax Law and Public Finance, 2014).

11 Joseph E. Stiglitz, The Price of Inequality: How Today’s Divided Society Endangers Our Future (New

York: Norton, 2012).
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portion of corporate profits consists of rents.!2 In principle, the taxation of
rents has no efficiency cost, and it might also be regarded as being fair. Wind-
falls are taxed under a capital income tax but not under a wealth tax, since a
wealth tax is based on the discounted value of expected future returns, which
excludes unexpected windfalls.

Wealth taxes might differ from capital income taxes for other reasons. Capital
income taxes in Canada are part of the income tax system, so generally the same
graduated rate structure applies to capital income as to earnings (apart from special
measures discussed below). The overall rate of taxation of capital income is com-
plicated by two factors. First, some capital income is sheltered to encourage saving
by lower-income households, especially saving for retirement. Second, the fact that
the income tax is part of a larger tax structure implies differential tax treatment of
capital income and labour income. In particular, the tax mix includes both general
consumption taxation (for example, value-added taxation) and payroll taxation. Both
are broadly equivalent to taxes on labour earnings with capital income exempt. This
means that both the average and marginal tax rates differ between capital income
and labour income, especially for low-income households. In any case, it would be
very complicated to design a wealth tax that imposes similar tax rates on households
as capital income taxes, and that achieves the same extent of tax sheltering of cap-
ital income. This compromises the ability of wealth taxes to achieve interpersonal
equity and to fulfill policy objectives aimed at encouraging saving for retirement
and self-insurance.

Another difference between wealth and capital income taxes is that imputed asset
returns—for example, on housing, other consumer durables, and works of art—are
typically exempt from personal income taxes, whereas they are included in most
wealth tax proposals. For assets such as housing, reference to market values makes it
feasible to include them in wealth, whereas imputed returns are much more challeng-
ing to measure. Housing is subject to property taxation, but tax rates are not chosen
on the basis of equity considerations. Instead, they are chosen to meet local govern-
ment budgetary needs and are not differentiated by the homeowners’ income.

As well, the base of the wealth tax is usually net wealth. That is, households can
deduct their aggregate debt from their gross wealth. In principle, interest payments
may be deductible from capital income in the income tax system, but in practice
deductibility may be imperfect. For example, capital losses may be deductible only
from capital gains and not from other income.

Finally, wealth taxation may be subject to liquidity problems, since some persons
with low incomes may own significant wealth. This is particularly the case when the
wealth takes the form of housing. Liquidity problems may not be insurmountable if

12 Ruud A. De Mooij, Tax Biases to Debt Finance: Assessing the Problem, Finding Solutions, IMF Staff
Discussion Note SDN 11/11 (Washington, DC: International Monetary Fund, 2011); and
Laura Power and Austin Frerick, “Have Excess Returns to Corporations Been Increasing Over
Time?” (2016) 69:4 National Tax Fournal 831-45.
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the tax authorities are willing to carry tax liabilities forward. But the administrative
complications may be significant, as Advani, Chamberlain, and Summers discuss in
detail.B?

The other category of wealth taxation involves the taxation of wealth transfers.
This is distinct from the taxation of asset wealth or asset income, since it only occurs
when assets change hands. Wealth transfer taxes can apply to particular categories
of sales of wealth. One example is the tax applied to sales of real estate property. This
partly covers administrative costs incurred by the government in maintaining property
ownership records. In some countries, transaction taxes (stamp duties) apply to the
sale of shares. Transaction taxes fulfill at least partly a revenue-raising role rather than
equity or efficiency objectives.

Taxes can also apply to unrequited transfers of wealth. The most common are
taxes on bequests or inheritances that apply when property is bequeathed to heirs or
other beneficiaries, either intentionally or unintentionally (in the case of early death).
These taxes can apply to bequeathers (or their estates) or they can apply to inheritors.'*
In either case, they differ in an important way from annual wealth taxes. Taxes on
bequests apply only to the wealth accumulated over a lifetime, whereas wealth taxes
apply to all wealth, both that which is held for life-cycle-smoothing purposes and
that which is held for bequest (either intentionally or for precautionary purposes).
Another way to look at it is that a tax on inheritances is a tax on wealth received. As
such, it is like a tax on a windfall gain.

Vickrey'’ observed that there was in fact a basic similarity among taxes on capital
income, wealth, and inheritances. The similarity was closest when individuals passed
on to their heirs the same amount that they had inherited, denoted 4. By assumption,
individuals would adjust their earnings and consumption to maintain asset wealth of
A each year of their post-inheritance life. As we have seen, a tax on capital income,
T, implies tax revenue of 7,74. A wealth tax applied at the rate 7, = 7,7 yields the
same revenue. A third way of collecting revenue is through an inheritance tax, 7,. If
Ais held for the length of time T until it is passed on as a bequest, a bequest tax applied
at the rate 7, = 7,7 would yield the same lifetime revenue. Thus, the revenue-
equivalent bequest tax rate depends on the length of life of the bequeather. Let us
compare two dynasties. The firstis made up of short-lived individuals with lifespans
of Ty and the second of long-lived individuals with lifespans of 7;. The rate of in-
heritance tax that yields the same level of revenue as an annual wealth tax has to be
adjusted to the length of life of the bequeather, with 7% < 7. Note that this approach

13 Advani et al., supra note 2.

14 Robin Boadway, Emma Chamberlain, and Car]l Emmerson, “Taxation of Wealth and Wealth
Transfers,” in Stuart Adam, Timothy Besley, Richard Blundell, Stephen Bond, Robert Chote,
Malcolm Gammie, Paul Johnson, Gareth Myles, and James Poterba, eds., Dimensions of Tax
Design: The Mirrlees Review (Oxford, UK: Oxford University Press, 2010), 737-814; and
Helmuth Cremer and Pierre Pestieau, “The Tax Treatment of Intergenerational Wealth
Transfers” (2011) 57:2 CESifo Economic Studies 365-401.

15 W. Vickrey, “The Rationalization of Successions Taxation” (1944) 12:3/4 Econometrica 215-36.
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emphasizes the equivalence to annual wealth taxation of the inheritance tax viewed
as a tax on the estate rather than on the inheritor.

Bequests may be subject to more limited taxation. Inter vivos transfers and gifts may
bear limited if any tax. Countries such as Canada that have no bequest tax per se
may nonetheless impose property transfer fees (for example, probate fees) on bequests.
Although these are intended to cover the costs of administering estate transfers, they
can raise significant revenues. In Canada, death also triggers capital gains on realiz-
ation, so taxes apply to capital gains that have accrued over an individual’s lifetime.
This prevents taxes from being postponed until assets are actually sold. Other volun-
tary transfers may even be treated preferentially, such as voluntary transfers to char-
itable or non-profit organizations, which may obtain a tax deduction or credit.

TAX TREATMENT OF ASSETS IN CANADA

A wealth tax would be a component of a broader system of taxation that applies to
assets. We provide a brief review of the Canadian system here. A more detailed sum-
mary is provided by Kerr et al.'s Again, we can distinguish among taxes on asset
income, taxes on asset value, and taxes on asset transfers.

Taxes on Asset Income

Individual and corporate income taxes include large elements of capital income in
their bases. Individuals are fully taxed on interest income, rental income, and royal-
ties. Capital gains are partially taxed, while dividends from Canadian corporations
are taxed preferentially through a dividend tax credit mechanism that is meant to
give credit for corporate taxes paid at source. Income from personal businesses is
also subject to personal tax. Four features of personal capital income taxation are
particularly relevant:

1. only one-half of capital gains are taxable due to the capital gains exemption
(CGE), they are taxed on realization rather than on accrual, and loss offsetting
is incomplete;

2. capital income is not indexed for inflation;

3. only observed forms of capital income are taxed, while unobserved forms such
as imputed rent on owner-occupied housing or works of art are not taxed;
and

4. business income earned in small Canadian-controlled private corporations
(CCPCs) is taxed at preferential rates owing to the small business deduction
(SBD).

These features represent departures from the comprehensive income norm, and at
least in part reflect tax administration realities. Note also that in some instances it is

16 Heather Kerr, Ken McKenzie, and Jack Mintz, eds., Canadian Tax Policy (Toronto: Canadian
Tax Foundation, 2012).
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difficult to distinguish labour income from capital gains or business income, so there
is an incentive for taxpayers to report income as the latter. Some executives receive
part of their compensation in the form of stock options whose returns are taxed as
capital gains.

A substantial amount of capital income goes untaxed. For one thing, savings held
in tax-free savings accounts (TFSAs), registered pension plans (RPPs), and registered
retirement savings plans (RRSPs) are sheltered from personal taxation. However, the
extent of sheltering differs in an important way. All forms of capital income escape
taxation when invested in TFSAs. In the case of RPPs and RRSPs, only normal capital
income is untaxed: windfall gains (rents) and risky returns are taxed when funds are
withdrawn. A further implicit form of sheltering of capital income relative to labour
income occurs through the tax mix. Since the goods and services tax (GST) and the
harmonized sales tax (HST) that applies in some provinces are taxes on consumption,
they do not apply to capital income. Similarly, payroll taxes, such as contributions to
employment insurance and the Canada and Quebec pension plans (CPP/QPP), do not
apply to capital income.

The combined income tax, payroll tax, and GST/HST systems implicitly tax labour
income at a higher rate than capital income. This is relevant for evaluating the tax
treatment of capital income for policy purposes. Itis reinforced by the fact that human
capital investment is taxed on a cash flow basis that is roughly analogous to the tax-
ation of RRSPs. Normal returns to human capital investment are therefore sheltered
from tax, but windfall gains in earnings are taxed. Although there is no reliable evi-
dence for this, one expects that windfall labour earnings accrue disproportionately
to highly educated taxpayers. Equity is served by the taxation of windfall earnings,
although it is compromised to the extent that such earnings can be taken as capital
gains or stock options through tax planning.

Opverall, the limit on sheltering income through TFSAs, RPPs, and RRSPs implies
that a substantial proportion of capital income is sheltered from personal taxation
for low- and middle-income households.!” Higher-income taxpayers who have ex-
hausted their sheltering limits face higher marginal capital income tax rates, though
this result is mitigated for the highest-income taxpayers who receive a relatively high
proportion of their income as capital gains, including from stock options. The com-
bination of the CGE and the fact that capital gains are taxed only on realization means
that higher-income taxpayers face a low effective income tax rate. To the extent that
capital gains are not realized during a taxpayer’s lifetime, the gains escape taxation
altogether, although accrued capital gains that are passed on as bequests are deemed
to be realized, and are taxed, on death.

17 Kevin Milligan, “Policy Forum: The Tax-Free Savings Account—Introduction and
Simulations of Potential Revenue Costs” (2012) 60:2 Canadian Tax Fournal 355-60; and
Canada, Department of Finance, “Tax-Free Savings Accounts: A Profile of Account Holders,”
in Tax Expenditures and Evaluations 2012 (Ottawa: Department of Finance, 2013), 31-45.
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Corporations pay income taxes on the income they generate for shareholders,
although shareholders are partially reimbursed for this through integration measures.
Natural resource firms pay a further tax on income earned from renewable and non-
renewable resource income. Shareholder income is notoriously difficult to measure
because of the difficulties of measuring the user cost of capital. Numerous studies of
the marginal effective tax rate on capital indicate how the corporate tax base differs
across industries and by type of investment.!8 Of relevance for our purposes, corporate
taxable income includes three components: normal competitive returns, windfall
profits or rents, and returns to risk. As mentioned, studies have estimated that the
latter two components are significant, though indistinguishable. There is a strong case
for taxing them.

The tax treatment of corporations also varies by institutional type. As mentioned,
small CCPCs have access to the SBD on a limited amount of profits, which implies
that they face a lower tax rate. CCPC owners can also claim the lifetime capital gains
exemption (LCGE), which acts as a form of tax sheltering and provides an alternative
to RRSPs and TFSAs as vehicles for retirement saving. Non-profit and charitable
corporations escape corporate taxation altogether.

Taxes on Asset Value

There is no general wealth tax in Canada, but some asset values are taxed on a select-
ive basis. Housing and commercial properties are liable for property taxes levied by
municipalities as well as by some provinces. Property tax revenue is used to finance
local public goods and services and, in some cases, education. Tax rates vary by juris-
diction, but not by the income or wealth of property owners. Properties are valued
using market values estimated on a province-wide basis by public agencies. Property
taxes compensate imperfectly for the fact that imputed rents on owner-occupied
property are not taxed at the personal level.

There have been annual taxes imposed on particular types of business assets by
both the federal and provincial governments. Currently, the federal government levies
a capital tax at the rate of 1.25 percent on financial and insurance corporations with
taxable capital above $1 billion. Prior to 2007, the federal capital tax applied to all
corporations with capital in excess of $50 million. Several provinces (Saskatchewan,
Manitoba, New Brunswick, Nova Scotia, Prince Edward Island, and Newfoundland
and Labrador) also levy a capital tax on financial corporations with taxable capital
above varying thresholds at rates ranging from 4 to 6 percent. Until 2010, Ontario
levied a capital tax on corporations at the rate of 0.15 percent for regular corporations
and between 0.3 percent and 0.45 percent for financial corporations, depending on
the amount of their capital.

18 Philip Bazel and Jack Mintz, “2020 Tax Competitiveness Report: Canada’s Investment
Challenge” (2021) 14:21 SPP Research Papers [ University of Calgary, School of Public Policy]
1-32.
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The base of most corporate capital taxes includes shareholder equity, debt, and
retained earnings. Capital taxes on corporations raise relatively little revenue and their
rationale is not clear. Like personal wealth taxes, corporate wealth taxes are in prin-
ciple equivalent to taxes on the income of corporate capital. However, the corporate
wealth tax base is much broader than the corporate income tax base because it includes
capital financed by both equity and debt.

Taxes on Asset Transfers

Taxes can apply on some assets when they are sold or on others when they are trans-
ferred voluntarily to another owner. A prominent case of the former is a land transfer
tax levied by provincial governments on property purchases. Taxes on the sale of prop-
erty serve mainly a revenue-raising function, although they might have been intended
originally as a user fee covering the costs to the state of administering property sales.
Some provinces have introduced taxes on non-resident purchases of residential
property in certain locations. For example, Ontario imposes a 25 percent non-resident
speculation tax on residential property purchases anywhere in the province.

Some countries tax share transactions on stock markets (such as stamp duties
levied in the United Kingdom and Australia), although the economic rationale for
these is not clear. One reason, associated with the Tobin tax,'? is to dampen excessive
and socially damaging speculation, although the Tobin tax was originally intended for
international foreign exchange transactions. There have also been proposals for a
tax on foreign exchange transactions, possibly at the global level, both to dampen
speculation and to provide financing for global public goods.

Taxes on asset transactions have not raised significant amounts of tax revenue. A
potentially more lucrative tax on the transfer of assets is a tax on bequests. These
could be taxes imposed on the value of the estate or on the value of the inheritance
received by heirs. The case for a tax on bequests and the design of such a tax are
fraught with conceptual issues to which we return below. What is important to note
for our purposes is that, unlike wealth taxes, which are imposed in each taxation year,
taxes on bequests apply only when wealth is passed on, and are applied only once in
a taxpayer’s lifetime. Wealth taxes apply to all wealth, whether it is held for life-cycle-
smoothing purposes or to pass on to one’s heirs. This makes bequest taxes funda-
mentally different from both wealth taxes and capital taxes. The rationale for bequest
taxes is quite different from that for capital income and wealth taxes, as we discuss
below.

Unlike many member countries of the Organisation for Economic Co-operation
and Development, including the United Kingdom and the United States, Canada
has no tax on bequests. A federal estate tax existed until 1971. It was then turned
over to the provinces as consequence of a tax reform that introduced a capital gains
tax on deemed realizations on death. In effect, the inheritance tax was turned over

19 James Tobin, “A Proposal for International Monetary Reform” (1978) 4:3/4 Eastern Economic
Fournal 153-59.
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to the provinces. The fascinating history of inheritance or estate taxes in Canada
is recounted by Richard Bird.?® Perhaps not surprisingly, one by one the provinces
abandoned estate taxes; Quebec was the last to do so, in 1986. Instead, estates are
subject to two tax measures. First, accrued capital gains held in estates are deemed
to be realized on death. This prevents the tax-free accumulation of capital gains
across generations and to some extent mitigates the growth in wealth inequality that
would otherwise occur. Second, the transfer of wealth between generations by way of
estates is subject to probate fees, which are analogous to transaction taxes. Probate
fees are in principle equivalent to estate taxes, although they are neither progressive,
since there is no large exemption, nor substantial, since the rates are relatively low
and they raise limited amounts of revenue. It is worth noting that bequests do not
provide any tax credits for bequeathers nor are they taxed in the hands of inheritors.

A final type of wealth transfer consists of transfers to charities, non-profit organ-
izations, and political parties. Unlike bequests, these transfers do not attract fees.
Moreover, they are eligible for tax credits. These credits recognize both the benefit
that these donations might produce for recipient organizations and the fact that
donors are voluntarily forgoing personal consumption that would otherwise gener-
ate utility to the donors. The differences in tax treatment between transfers to heirs
and transfers to charities and non-profits can be considered anomalous.

THE ECONOMIC CASE FOR TAXING WEALTH

As we noted above, there is a fundamental similarity between taxing wealth and tax-
ing capital income. If all assets yielded the same return, a wealth tax would be iden-
tical in effect to a tax on capital income. The case for taxing wealth as opposed to
capital income is based in part on the fact that not all assets yield the same return,
and in part on the fact that not all capital income is taxed under the income tax. Asset
returns can differ either systematically or unexpectedly; we return to the conse-
quences of this difference below. Nonetheless, given the similarity of wealth and
capital income taxes, the case for taxing wealth is basically the same as the case for
taxing capital income, and this has consequences for the case for wealth taxation.
The tax treatment of capital income has a long history in public finance. Three
broad approaches to the taxation of personal income can be distinguished. The first
is the comprehensive income approach, favoured by Schanz, Haig, Simons, Hicks,
and Musgrave as the ideal tax base.?! Comprehensive income indicates how much

20 Richard M. Bird, “Canada’s Vanishing Death Taxes” (1978) 16:1 Osgoode Hall Law Fournal 133-45.

21 Georg Schanz, “Der Einkommensbegriff und die Einkommensteuergesetze” (1896) 13:H1
FinanzArchiv: Public Finance Analysis 1-87; Robert Murray Haig, The Federal Income Tax (New
York: Columbia University Press, 1921); The New Palgrave: A Dictionary of Economics, 1st ed.,
under “Altruism”; Henry C. Simons, Personal Income Taxation (Chicago: University of Chicago
Press, 1938); J.R. Hicks, “The Foundations of Welfare Economics” (1939) 49:196 Economic
Fournal 696-712; and R.A. Musgrave, The Theory of Public Finance (New York: McGraw-Hill,
1959).
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individuals could consume in the tax period without reducing their wealth, or equiv-
alently, consumption plus net saving: ¥, = C, + A4,. By the taxpayer’s budget con-
straint, this is equivalent to labour income plus net transfers plus capital income.
Comprehensive income was advocated by the Royal Commission on Taxation
in Canada?? and by the Royal Commission on the Taxation of Profits and Income in
the United Kingdom.? It is used as the benchmark by the federal government in its
annual tax expenditures report.2*

A second approach to taxing persons is to use consumption expenditures, which
was initially proposed by Kaldor?s and subsequently advocated by the US Treasury’s
Blueprints,?6 the Meade report in the United Kingdom, and the Macdonald royal
commission in Canada.?” Kaldor argued famously (and naively) that consumption
reflects what one takes out of the social pot while income is what one adds to it.
Consumption could be taxed directly, as in the case of value-added taxes (VATs), or
indirectly as income less savings, analogous to the treatment of RPPs or RRSPs.
Recently, a version of personal consumption taxation has been advocated by the Pres-
ident’s Advisory Panel in the United States and by the Mirrlees review in the United
Kingdom.?s

The existing tax system is a hybrid of comprehensive income and consumption
taxation. The income tax purports to tax both labour and capital income, but cap-
ital income is favoured over labour income in a variety of ways. Limited amounts
of income can be sheltered using RPPs, RRSPs, and TFSAs, and imputed income on
housing and other assets is not taxed. Capital gains are taxed preferentially through
the CGE and taxation is postponed until realization, while dividend taxation is lim-
ited by dividend tax credits. Personal business income earned in CCPCs is treated

22 Canada, Report of the Royal Commission on Tixation, vols. 1-6 (Ottawa: Queen’s Printer, 1966).

23 United Kingdom, Royal Commission on the Taxation of Profits and Income, Final Report
(London, UK: Her Majesty’s Stationery Office, 1955).

24 Canada, Department of Finance, Report on Federal Tax Expenditures: Concepts, Estimates and
Evaluations (Ottawa: Department of Finance, 2018).

25 Nicholas Kaldor, An Expenditure Tax (London, UK: Allen & Unwin, 1955).

26 United States, Department of the Treasury, Blueprints for Basic Tax Reform (Washington, DC:
US Government Printing Office, 1977).

27 Institute for Fiscal Studies, The Structure and Reform of Direct Taxation: Report of a Committee
Chaired by Professor J.E. Meade (London, UK: Allen & Unwin, 1978); and Canada, Report of
the Royal Commiission on the Economic Union and Development Prospects for Canada, chaired by
Donald S. Macdonald (Ottawa: Supply and Services, 1985).

28 United States, President’s Advisory Panel on Federal Tax Reform, Simple, Fair; and Pro-Growth:
Proposals 1o Fix America’s Tax System (Washington, DC: President’s Advisory Panel on Federal
Tax Reform, 2005); James A. Mirrlees, Stuart Adam, Tim Besley, Richard Blundell, Stephen
Bond, Robert Chote, Malcolm Gammie, Paul Johnson, Gareth Myles, and James Poterba, Tix
by Design: The Mirriees Review (Oxford, UK: Oxford University Press, 2011) (herein referred to
as “the Mirrlees review”).
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favourably by the SBD combined with the LCGE. A proportion of tax revenues is
collected by general consumption taxes, including GST, HST, and the Quebec sales
tax, and payroll taxes, both of which exclude capital income. As mentioned, the limits
on contributions to RPPs, RRSPs, and TFSAs favour lower-income taxpayers, while
general preferences for capital gains and small CCPCs tend to favour high-income
taxpayers, for whom capital income and capital gains are especially important.

Proponents of comprehensive income and consumption taxation base their argu-
ments largely on fairness and general efficiency considerations rather than on social
welfare concerns. Consumption tax advocates emphasize the avoidance of distortions
on savings (future versus present consumption) decisions, but that is not convincing.
Both comprehensive income and consumption taxes distort labour/leisure choices.
To raise a given amount of revenue, a consumption tax would have to have a higher
effective marginal tax rate on labour income, but a lower rate on capital income, than
an income tax. Second-best theory tells us that removing the distortion on saving
while increasing the distortion on labour supply is not necessarily welfare-improving.

The third approach, optimal income tax analysis, studies the optimal mix of income
and consumption taxation or, equivalently, the optimal taxation of capital income from
a social-welfare-maximizing perspective. The naive view, based on Corlett and
Hague,?” was that capital income should be taxed only to the extent that future con-
sumption was complementary to leisure.’® Recently, dynamic optimal tax analysis
has uncovered several arguments for taxing capital income.’! The arguments are
sometimes technical and include the following:

= the utility discount rate falls with income levels, so saving propensities rise
with income;

= returns to saving rise with portfolio size and therefore with income;

= some assets yield above-normal returns to capital, or rents;

= uncertain wage income cannot be insured;

= capital income taxation can indirectly tax consumption funded by unobserved
inheritances; and

= taxpayers face liquidity constraints that preclude them from borrowing when

young.

At the same time, there are behavioural economics arguments that militate against
taxing capital income. In particular, present bias (time-inconsistent preferences)

29 WJ. Corlett and D.C. Hague, “Complementarity and the Excess Burden of Taxation” (1953)
21:1 Review of Economic Studies 21-30.

30 A.B. Atkinson and A. Sandmo, “Welfare Implications of the Taxation of Savings” (1980) 90:359
Economic Fournal 529-49.

31 James Banks and Peter Diamond, “The Base for Direct Taxation,” in Dimensions of lax Design,
supra note 14, 548-648.
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results in systematic undersaving for retirement,’? and this may be particularly pro-
nounced for lower-income households. The government has responded by encourag-
ing personal saving for retirement through sheltered savings devices and mandatory
public pensions such as the CPP/QPP, as well as by providing a backstop in the form
of transfers to the low-income elderly (old age security and the guaranteed income
supplement).

The upshot is that these arguments support a tax system that shelters capital in-
come from taxation for low- and middle-income taxpayers and at the same time
taxes capital income earned on non-sheltered assets that accrues disproportionately
to higher-income taxpayers. To the extent that the share of capital income consisting
of rents increases with taxpayer income and wealth, capital income taxes should be
progressive. That is not to say that capital income and labour income should be taxed
at the same rate. The fact that the tax mix of consumption, payroll, and income tax-
ation favours capital income over labour income ensures that average labour income
tax rates exceed average capital income tax rates. Whether capital income taxation
should be more or less progressive than labour income taxation is an open question.
Both have rent components at high income levels. Moreover, taxing capital incomes
at different rates than labour incomes can be self-defeating to the extent that tax-
planning techniques give taxpayers discretion over how to classify their income.

SHORTCOMINGS OF CAPITAL INCOME
TAXATION

Assessing the adequacy of the existing taxation of capital income requires making
three judgments. The first is to set out an ideal system of taxing asset income to use
as a benchmark for judging adequacy. The second is to identify contexts in which
the system of capital income taxation diverges from the benchmark. The third is to
specify instances where administrative, measurement, and other problems make it
difficult to rely on capital income taxation in achieving the benchmark treatment of
asset income. These judgments can then lead to a discussion of whether wealth tax-
ation and/or inheritance taxation can achieve outcomes that capital income taxation
cannot, or whether wealth taxation and/or inheritance taxation can improve out-
comes that capital income taxation addresses imperfectly.

Defining an ideal tax base is difficult, and there is little consensus among tax
professionals, tax academics, and policy makers on what it includes. Considerable
weight continues to be given to comprehensive income, despite the findings and
recommendations of the taxation literature and tax commissions in various countries.
Canada’s Income Tax Act? is essentially premised on the idea that comprehensive

32 William J. Congdon, Jeffrey R. Kling, and Sendhil Mullainathan, Policy and Choice: Public
Finance Through the Lens of Behavioral Economics (Washington, DC: Brookings Institution,
2011).

33 RSC 1985, c. 1 (5th Supp.), as amended.
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income should be taxed, with specific exceptions being carved out from the ideal
base. These include the exclusion of whole forms of capital income (for example,
imputed returns to owner-occupied housing), limited exemptions for some types of
capital income (such as income in assets sheltered from taxation to encourage saving
for retirement), and preferential treatment of some forms of capital income (for
example, the CGE, the LCGE, and the dividend tax credit). The implicit acceptance
of comprehensive income as the proper income tax base is reinforced by the fact that
Finance Canada’s tax expenditure accounts?* treat deviations from comprehensive
income as tax expenditures.

Few countries come close to taxing income on a comprehensive basis, and Canada
is no exception. Canada is arguably closer to having a progressive consumption tax
system than a comprehensive income tax system, at least for the majority of the
population. The combination of sheltered savings vehicles, the tax exemption for
imputed housing rents, the use of consumption and payroll taxes as part of the tax
mix, and the preferential tax treatment of capital gains and dividends implies that all
but the highest-income Canadians pay relatively little tax on capital income. This is
exacerbated by the fact that some sources of income that are used to finance consump-
tion, such as rents and inheritances, are partially untaxed. On the other hand, some
assets and asset income are subject to property taxes and the corporate income tax.

Put differently, for most taxpayers, the Canadian tax system imperfectly resembles
the system recommended by the Mirrlees review in the United Kingdom. The
Mirrlees review proposed consumption taxation at the personal level, a cash-flow-
equivalent business tax, and a tax on inheritances received. Consumption taxation
would be accomplished by combining a broad-based VAT with a personal tax system
that sheltered pension income and taxed capital income in excess of a normal (risk-
free) rate of return using a so-called rate-of-return allowance. The latter would
effectively tax both rents or windfalls and returns to risk. The Canadian tax system
deviates from this approach in the following ways. While households are able to
shelter their capital income in RPPs, RRSPs, TFSAs, and housing, the first three have
limits. The limits to sheltering apply differently to different assets. Housing can be
sheltered without limit, while the limits on the value of assets that can be sheltered
in RPPs, RRSPs, and TFSAs differ. Moreover, the extent of sheltering of asset returns
differs. Capital income returns in excess of normal are taxed on assets sheltered in RPPs
or RRSPs as well as by the GST/HST system. However, rents on assets whose returns
go untaxed, such as TFSAs and housing, are not subject to tax.

For those assets that are not sheltered, capital income is taxed. In addition, there
is no tax on inheritances, and business taxes deviate from cash-flow-equivalent tax-
es since they are based on shareholder income. Some provincial natural resource
taxes are similar to rent taxes.

More of the capital income of higher-income persons is taxed, and this is consist-
ent with recent tax analysis principles, including those that informed the Mirrlees

34 Canada, Department of Finance, supra note 24.



THE WEALTH TAX AND THE TAX MIX ® 201

review.’> However, unsheltered capital income, especially those forms on which
high-income taxpayers rely, is taxed inconsistently. Only one-half of capital gains are
taxed, and then only on realization. Stock options are treated as capital gains. Divi-
dends are entitled to the dividend tax credit on the ground that it compensates for
corporate taxes that have already been paid (despite convincing arguments that a
substantial share of corporate taxes is shifted to labour). Personal corporations are
taxed at preferential rates and, as mentioned, imputed rents and windfall capital gains
on housing go untaxed. Some income that might be considered to be managerial or
entrepreneurial income, and thus treated as labour income, is instead reported as
capital income in order to receive favourable tax treatment.

For our purposes, it is useful to think of our benchmark personal tax system as a
modified version of the progressive consumption tax system proposed by the Mirr-
lees review. Normal capital income should be sheltered up to some exemption level,
while above-normal capital income should be taxed. The implication for lower-
income taxpayers is that the personal tax is equivalent to a consumption tax. Above
the exemption level, capital income should be taxed at progressive rates, but the im-
plicit rate of tax on capital income should be less than that on labour income because
of the mix of consumption, payroll, and income taxation. Cash-flow-equivalent busi-
ness taxation, general consumption taxation, and a tax on inheritance would comple-
ment the personal tax.

The actual tax system deviates from this benchmark by treating different forms
of sheltered income inconsistently, by taxing different forms of capital income differ-
ently, and by leaving inheritances untaxed. This issue is whether reform of the Can-
adian tax system to more carefully resemble the benchmark system could be achieved
satisfactorily by reforming the existing capital income tax system, or whether an
annual wealth tax would be a useful adjunct.

A WEALTH TAX VERSUS A REFORMED
CAPITAL INCOME TAX

The case for deploying an annual wealth tax depends on how it would differ from
a capital income tax. As noted earlier, under certain circumstances, wealth taxation
and capital income taxation are equivalent. If the rate of return on assets is the same
for all taxpayers and wealth and capital income taxes apply to all assets, the two are
equivalent. But neither of these conditions is likely to apply at the same time. If asset
returns vary among individuals because they differ in their investment productivity,
a wealth tax at a given rate will impose a relatively low rate of tax on the income of
assets with relatively high rates of return compared with a capital income tax. It will
therefore favour assets earning above-normal rates of return, including those that
obtain significant rents. On the ground of fairness, taxing capital income might be
preferred to taxing wealth when rates of return vary among individuals, although, as

35 Banks and Diamond, supra note 31.
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noted, by favouring high-productivity investments, a wealth tax will result in higher
aggregate output from which all can benefit.

The case for capital income taxation is clearer when the income of some assets
includes some rents or windfall gains. Since windfall gains are not foreseen, they are
not reflected in asset values, which are based on expected future returns. A wealth
tax would not apply to windfall gains, whereas a capital income tax would. In these
circumstances, capital income taxation is preferred. This is especially the case given
that rents are relatively more important for high-income persons who obtain pro-
portionately more of their income from shares and valuable housing.

By the same token, a wealth tax would not apply to returns to risk since the value
of wealth is the present value of expected returns net of a risk premium. Capital income
taxation would tax returns to risk, so it would affect the incentive to take risks. While
this might represent a distinct advantage for wealth taxation over capital income
taxation, important caveats apply. The literature on the taxation of risky capital in-
come shows that a tax on risky returns does not necessarily decrease risk taking .’ If
the tax has full loss offsetting, individuals might actually increase the share of risky
assets they hold in their portfolios through the Domar and Musgrave effect.’” This
suggests that an important tax reform would be to improve loss offsetting—for ex-
ample, by allowing capital income losses to be carried forward and backward with
interest, and allowing such losses to be deductible against all forms of income. It would
be difficult to have full loss offsetting given that some assets are liquidated before all
losses have been deducted. But loss offsetting could be much more complete than it
is now.

The failure to fully tax all above-normal returns to capital, or rents, is a more
general problem in the income tax system. Even if one aspires to a progressive con-
sumption tax, the tax system should include labour income, transfers, and rents. Only
normal returns to capital should be tax-free. In the Canadian hybrid tax system, some
assets are sheltered from tax. When the sheltering takes the form of registered assets
such as RPPs and RRSPs, accumulated rents are included in the tax base when the
assets are withdrawn from the shelter. However, when assets are sheltered in pre-tax
form, such as TFSAs and owner-occupied housing, all asset returns including rents
are tax-exempt. Given the limits on TFSA contributions, the fact that rents go un-
taxed raises only modest concern. However, for owner-occupied housing, there are
no tax-sheltering limits. Windfall gains can be relatively large, and they accrue dis-
proportionately to higher-income persons, whose housing assets can be substantial.

Rents can also go undertaxed for returns to assets that are not explicitly sheltered.
Capital gains are an important case in point. Capital gains enjoy three tax advan-
tages over other forms of capital income, particularly interest income. First, they
benefit from a 50 percent exemption from tax through the CGE. Although the CGE
is seemingly intended to offer a rough form of integration with the corporate tax, it is

36 Mossin, supra note 10; and Stiglitz, supra note 10.

37 Domar and Musgrave, supra note 10.



THE WEALTH TAX AND THE TAX MIX ® 203

an imperfect device for doing so and arguably an unnecessary one. It is unnecessary
because, as mentioned, the case for personal and corporate tax integration is weak
given the evidence that much of the corporate tax is shifted to labour.

A second tax advantage available to capital gains is that they are taxed on realiz-
ation rather than on accrual. The ability to defer capital gains tax until realization
implies that assets that yield capital gains can be sheltered in part from tax until the
asset is sold. This can be a substantial advantage for assets for which capital gains
constitute a large portion of their return.’® This is particularly so for stocks that include
a significant component of rents. Evidence suggests that capital gains as a share of
income rise with income and wealth, so this is particularly advantageous to top income
earners. The ability to accumulate deferred capital gains contributes to wealth in-
equality. To the extent that one wants to tax the capital income of higher-income
groups, the deferral of capital gains constitutes a serious shortcoming of the existing
tax system.

It might be argued that the special treatment of capital gains is in part motivated
by the fact that purely inflationary gains are taxed. This argument is not fully convin-
cing because other forms of capital income are taxed on a nominal basis, and in any
case the advantages of the CGE combined with taxation on realization more than
compensate for the taxation of nominal capital gains. Smart and Hasan Jafry argue
convincingly that the advantages of deferring capital gains tax until realization far
outweigh the costs of taxing nominal capital gains, and that the taxation of nominal
capital gains is in fact justified as a partial offset to the deferral of capital gains tax.

In principle, capital gains could be taxed on accrual, and various schemes have
been proposed for doing so.>* One approach to taxing accrued capital gains is to
measure the change in capital values each taxation year—for example, by using mark-
to-market techniques. That would be a daunting task for all but traded assets. An
alternative approach is a lookback method that taxes capital gains on realization but
increases the taxable gain so that the tax liability is roughly equivalent to what it
would have been on an accrual basis. This approach uses data on the base value, the
sale price, and the holding period, and assumes that the capital gain grew at a constant
rate during the holding period. This method avoids valuation and liquidity problems,
but it involves administrative costs.

A third advantage of taxing capital gains on accrual is that the favourable treat-
ment of capital gains and business income leads to tax-planning opportunities.
Entrepreneurs, senior executives, and those who contribute to the value of enter-
prises have an incentive to divert as much of their income as possible away from
labour income and toward capital income. Besides having capital gains opportunities,

38 Michael Smart and Sobia Hasan Jafry, “Policy Forum: Inequity and Inefficiency in the Tax
Treatment of Capital Gains” (2021) 69:4 Canadian Tax Journal 1157-74.
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Congressional Research Services, updated January 19, 2021 (https://crsreports.congress.gov/
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executives can receive some reimbursement in stock options, which are treated as
capital gains. In addition, the income of small CCPCs is taxed at preferential rates,
and CCPC owners have some discretion as to how much income they should take as
labour earnings and how much as business profits.

These problems are largely restricted to capital gains and small business profits.
Dividends also receive preferential treatment through the dividend tax credit, while
interest and royalties are fully taxed as income.

A final problem is that inheritances go largely untaxed in Canada. Since inherit-
ances represent a windfall transfer in the hands of recipients, the case for taxing them
seems strong. However, the literature takes a more nuanced view, and the taxation of
inheritances across countries is mixed. For one thing, there are various inefficiencies
associated with inheritance taxation. Some authors argue that there is an external-
ity associated with making bequests for altruistic reasons.* Bequests give benefits
both to donors and to recipients, and donors will take only their own benefit into
account (although it represents the benefit that donors obtain from the utility of
recipients). Kaplow argues that for this reason donors should be subsidized on their
bequests.*! Others dispute Kaplow’s argument on the ground that attributing a bene-
fit from bequests to both the donors and the recipients constitutes double counting
of the benefits of bequests.*? The taxation of bequests or inheritances can also give
rise to inefficiency to the extent that it discourages donors from making such gifts.
Cremer and Pestieau summarize the equity-efficiency tradeoffs given different as-
sumptions about the motive for bequests and the treatment of benefits to the donor.®
Another issue concerns how to treat bequests from the point of view of donor utility.
If voluntary bequests are treated as a form of consumption, they should be taxed as
such. No relief would need to be given for bequests that are made. On the other
hand, if bequests are treated as a cost incurred by donors, reflecting their forgone
consumption, relief should be provided. An indirect way to do so would be neither
to tax inheritances nor to give relief to donors, which is similar to the Canadian
system. In any case, if bequests are to be taxed, they should be taxed in the hands of
recipients, to whom the bequests represent an income transfer. The Mirrlees review
recommended a progressive tax on lifetime inheritances.

40 Louis Kaplow, “A Framework for Assessing Estate and Gift Taxation,” in William G. Gale,
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As mentioned, there is no explicit tax on bequests in Canada. There are, however,
provincial probate fees that are based on the size of the estate. The fees are modest
and are not progressive. As well, accrued capital gains in an estate are deemed to be
realized on death. This treatment cuts off the sheltering of accrued capital gains and
reduces the value of the estate being passed on to heirs. It is a measure that only
partly addresses the inequalities of wealth that have built up largely by the accumu-
lation of accrued capital gains.

"To summarize this discussion, the main deficiencies of the current system of cap-
ital income taxation are as follows. First, some forms of capital income are either not
taxed or are undertaxed, including the imputed rent on owner-occupied housing.
Second, capital gains are taxed only on realization, implying that individuals can
accumulate wealth in assets whose return takes the form of capital gains, and this
contributes to the inequality of wealth that we observe. These issues particularly
favour higher-income and wealthier individuals for whom capital gains and the rents
that generate them are especially important. Third, wealth inequalities are perpetu-
ated as the wealth that has been accumulated in part because capital gains are taxed
only on realization is passed on to future generations. Those lucky enough to have
accumulated large banks of wealth can themselves take advantage of the deferral of
capital gains tax as they reinvest their wealth. Finally, the favourable tax treatment
of both capital gains and small CCPCs presents tax-planning opportunities for high-
income individuals to report labour income as capital income. These deficiencies
apply mainly to high-income individuals, who obtain disproportionately large
amounts of income as capital income, especially capital gains. In effect, the tax system
exacerbates the tendency, noted by Piketty, for capital income to grow more rapidly
than labour income.*

Could an annual wealth tax address these deficiencies, or would reform of the tax
treatment of capital gains, small businesses, and inheritances suffice? Reforming cap-
ital income taxation would have a natural advantage over the introduction of a wealth
tax, since a properly designed capital income tax includes rents and windfall gains in
its base. At the same time, capital income taxation would tax returns to risk, so loss
offsetting would have to be enhanced to avoid discouraging risk taking. Reforming
capital income taxation to address the specific issues mentioned above would be more
challenging. In principle, imputed rents on owner-occupied housing could be made
taxable, though that would be administratively costly. If it were done, mortgage inter-
est should also be deductible against imputed rents, which would add to the complex-
ity. An especially important issue with respect to housing is the possibility that a
component of imputed returns to housing is windfall gains. These could be included
in imputed rents for tax purposes. Alternatively, if taxing imputed rents was deemed
to be too complex, a fallback approach would be to tax capital gains on housing above
some exemption level.

44 Piketty, supra note 2.



206 ® CANADIAN TAX JOURNAL / REVUE FISCALE CANADIENNE (2022) 70 (supr.)

A net wealth tax applied selectively to the value of owner-occupied housing net
of the value of mortgage financing is another option. This would avoid the need to
measure imputed rents, and if it were applied with some exemption level, it would be
equivalent to taxing the expected imputed rents on housing. However, it would have
the disadvantage of excluding windfall capital gains on housing.

A further serious issue is the benefit to asset owners of being able to defer capital
gains taxation until realization, and then only to tax one-half of them. This effect-
ively allows owners of assets that give rise to taxable capital gains to shelter the assets
from taxation as long as the gains are unrealized. The problem would be mitigated by
reducing the CGE. In principle, the deferral advantage could be addressed by taxing
capital gains on accrual, and we have mentioned above some proposals for so doing.
Moving to accrual -based capital gains taxation is something that could be thoroughly
studied, but experience with such taxation is limited, and some of its valuation prob-
lems would have to be overcome. The precedent of using the deemed realization of
accrued capital gains on death could provide some guidance. There are as well liquid-
ity issues that would have to be addressed for taxpayers who have little income but
sizable accrued capital gains. There have been reasonable proposals for dealing with
the liquidity problem that could be used should an accrual approach be adopted.* A
lookback approach to approximating capital gains taxation on accrual offers the most
promise, but even it would have significant collection and compliance costs.

A wealth tax might be an option for dealing with the deferral problem, but it
runs into valuation problems similar to those with taxing capital gains on accrual.
Valuing wealth each year would involve valuing unrealized capital gains. Little is
gained by using wealth taxation to address the deferral problem, and much is lost
in the failure to tax windfall gains as they occur.

There remains the problem of wealthy individuals accumulating large amounts of
wealth through unrealized capital gains. This can lead to policy concerns for two
reasons. First, much of the wealth will be passed on to heirs and will perpetuate inter-
generational wealth inequality.* This problem is only minimally dealt with by the
deemed realization of accrued capital gains, which terminates the sheltering of capital
gains by the bequeather. An annual wealth tax would temper the ability to accumulate
unlimited amounts of wealth tax-free, but, as mentioned, such a policy has no signifi-
cant advantage over moving to accrual-based capital gains taxation. An alternative
is to impose a tax on inheritances. If such a tax were designed to apply to the largest
inheritances, it would partially undo the disproportionate advantage that wealthy
individuals obtain from being able to defer their capital gains. This would be espe-
cially the case if the net value of housing wealth were also included in the inheritance
tax base. The Mirrlees review proposed a lifetime inheritance tax with a progressive

45 Advani et al., supra note 2.

46 Facundo Alvaredo, Bertrand Garbinti, and Thomas Piketty, “On the Share of Inheritance in
Aggregate Wealth: Europe and the USA, 1900-2010” (2017) 84:334 Economica 239-60.
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rate structure. Whether the inheritance tax rate should increase with the holding
period, as proposed by Vickrey,*” could be studied further.

The second reason that large accumulations of wealth might be considered a
problem is that they allow wealthy individuals to exercise undue influence on the
political process.* o the extent that such influence is exercised through political
or charitable donations, the generosity of donation tax credits could be revisited.
A wealth tax might be a direct way to blunt the political and other advantages that
wealth itself confers. Alternatively, policies that prevent large accumulations of wealth
could also be effective, such as eliminating the CGE, precluding the ability to accumu-
late wealth in small CCPCs with minimal tax, and taxing inheritances progressively.

SUMMARY OF POLICY IMPLICATIONS

We assume that our benchmark tax system would shelter enough normal capital
income to encourage and enable low- and middle-income households to save suffi-
ciently for their retirement, thereby taking pressure off the state. We also assume
that above-normal returns to capital and windfall gains should be taxed, and that the
capital income of higher-income taxpayers should be taxed progressively, albeit at
lower rates than those imposed on labour income. We consider inheritances to be
windfall gains to beneficiaries and therefore suitable tax bases, at least beyond some
exemption level.

The current system approaches this benchmark, with some exceptions. First,
because capital gains taxation can be deferred until realization, high-income house-
holds can accumulate wealth free of tax, including wealth that originates in rents or
windfall gains. Second, entrepreneurs and senior executives are often able to avoid
full taxation of their earnings by reporting income as capital income and taking ad-
vantage of stock options and CCPCs where possible. Third, although housing is
subject to property taxes, capital gains on owner-occupied housing escape taxation
altogether, which is particularly advantageous to high-income households. Related
to this, other forms of wealth whose returns take an imputed form, such as consumer
durables and works of art, escape capital income taxation. Fourth, inheritances go
largely untaxed, so large concentrations of wealth are perpetuated across generations.
Finally, returns to risk are overtaxed, especially because losses are not treated sym-
metrically with gains.

As we have seen, a wealth tax has some selective advantages in dealing with these
shortcomings. It can tax some asset returns that currently escape capital income tax-
ation, including imputed returns to housing and works of art. It can tax the accumu-
lated capital gains that have not been realized. If a wealth tax is imposed over and
above a capital income tax, it can increase the progressivity of capital income taxation.
It can also tax large concentrations of wealth that can be passed on to heirs or used

47 Supra note 15.
48 Saez and Zucman, The Triumph of Injustice, supra note 2.
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to influence the political process. As well, it can avoid taxing returns to risk, and thus
does not discourage risk taking or innovative activities.

There are, however, significant downsides to relying on a wealth tax for these pur-
poses. A main problem is that a wealth tax, which is based on future expected returns,
does not tax rents or windfall gains. Although an important advantage of a wealth
tax is its ability to tax accrued capital gains, another drawback is that it requires an-
nual valuations of wealth. The same outcome can be accomplished by moving from
a realization basis to an accrual basis for capital income taxation. Although adopting
an accrual basis would face administrative difficulties, these would be no different
from those involved in evaluating wealth each year. Indeed, achieving the equivalent
of accrual taxation could be done using the lookback method discussed above, which
would be less costly than valuing accrued gains as they occur. Some of the other
deficiencies of the existing system—absence of taxation of housing capital gains, tax
avoidance through CCPCs, and the treatment of stock options as capital gains—can
be addressed directly rather than using a wealth tax. With respect to concerns with
high concentrations of wealth, much of this wealth is passed on to the next genera-
tion. A lifetime inheritance tax would reduce the intergenerational transmission of
wealth inequality. While it is true that a capital income tax taxes the returns to risk,
the consequences of that for risk taking could be reduced by enhancing the loss-
offsetting properties of the tax system.

In our judgment, a suitably reformed system of capital income taxation combined
with an effective inheritance tax would achieve most of the advantages of wealth tax-
ation, and would also avoid the significant administrative costs of introducing a sub-
stantially new tax, especially one that might be prone to tax avoidance and evasion.
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