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THE STUDY IN BRIEF

As families earn more taxable income, government benefit entitlements are reduced (or “clawed back”) at various phase-
out rates, which reduces their overall cost for governments and ensures that they remain targeted to the intended lower-
income families. However, benefit reductions act like hidden tax rates: They reduce the effective gain from working to
generate additional income. To determine the tax system’s full impact on a family’s financial gain from work, one must
take into account the combined effect of both taxes paid and cash benefit reductions.

'This Commentary presents various estimates of effective tax rates on personal earnings for families with children.
These effective rates play a key role in family work decisions by reducing the monetary reward of earned income. The
“marginal” effective tax rate (METR) conveys the loss, through additional taxes and diminished benefits, associated
with an extra dollar of earnings. For a working parent, it represents the financial penalty that must be paid from any
small addition to their income. The “participation” tax rate (PTR) is the cumulative effect of all income taxes, other
contributions, payroll deductions and loss of tax benefits on the entire prospective earnings from work.

METRs have generally been higher for lower-income families than those of higher-income families. In some
cases, the lower-earning parent in a dual-earner family with three children might lose more than 80 cents of an extra
dollar of earnings, and an unemployed parent lose more than 60 percent of a prospective salary if they take on a job.
Nationally, 15 percent of working lone parents or the lower-earning parents in dual-income families face a METR
above 50 percent, and 14 percent of stay-at-home parents face a PTR above 50 percent. And these proportions have
risen substantially since the mid-1980s and early 1990s when very few families faced a METR or PTR greater than 50
percent.

To soften the bite of clawbacks on low-income families and encourage work Ottawa should:

* Implement its own benefit shields, similar to that introduced by Quebec in 2016, that would focus on
the Child Tax Benefit and the Canada Workers Benefit. Under the shield approach, a sudden jump in
employment earnings would be excluded for the purpose of calculating income-tested benefit reductions
in the first year of recipients’ higher income earning capacity, such that family benefits for the CCB and
the CWB would remain the same for that year. The shields would likely stimulate parents to take on more
paid work. The immediate cost of such benefit shields would likely be small in comparison to the long-term
repeated annual government revenue yield from higher family earnings.

*  Allow income averaging to lessen the impact of fluctuating incomes on tax liability. Workers could average
their income over many years, so that any single large earning year would not lead to a disproportionate loss
of fiscal benefits and higher tax payments.

*  Replace the federal childcare expense tax deduction with a refundable credit for childcare costs with very generous
rates for lower-earning families — designed along the lines of the Quebec and Ontario childcare expenses credits —
diminishing up the income scale to higher-earning families, who would still reap some benefit.

Clearly, geared-to-income fiscal benefit programs provide valuable financial assistance to families, but these benefits can
result in low-income families facing very high METRs and PTRs. Federal and provincial policymakers should pay special

attention to these effective tax rates when they consider changes to the tax and transfer system.

Policy Area: Fiscal and Tax Policy.

Related Topic: Effective Tax Rates.
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The income of Canadian families affects their taxes in two
ways: the more they make, the more tax they owe, and the more
they make, the less they receive in tax benefits.

Tax benefits are government payments to individuals.
'The largest are old age payments to seniors and
benefits to families with children. Childrens’
benefits play an important role in the reduction of
child poverty by providing income support to low-
income families. For example, a low-income family
of four with two young children in Ontario stood
to receive over $20,000 in federal and provincial
child and family benefits in 2022.! These benefits
are income tested to lower-income families, and
thus can also play a role in mitigating the regressive
incidence of consumption taxes, such as the goods
and services tax (GST) credit, or other features of
the tax system that are considered to affect those
with lower incomes disproportionally.

Governments must balance redistributive
objectives with the effects of these tax benefits on the
public purse. As families earn more taxable income,
benefit entitlements are reduced (or “clawed back”) at
various phase-out rates, which reduces their overall
cost for governments and ensures that they remain
targeted to the intended lower-income families.
Benefit reductions, however, act like hidden tax
rates: they reduce the effective gain from working
to generate additional income. To determine the tax
system’s full impact on a family’s financial gain from

work, the combined effect of both taxes paid and
cash benefits reduced must be taken into account.

'This Commentary presents various estimates of
effective tax rates on personal earnings for families
with children.? These effective rates play a key role
in family work decisions by reducing the monetary
reward of earned income.

“Effective” tax rates are computed by adding the
amount of lost tax benefits to income taxes and
payroll contributions paid, divided by gross earnings.
In other words, effective tax rates comprise statutory
income tax (federal and provincial), payroll and
other tax contributions, plus the effect of tax-back
or phase-out rates for each benefit program that
the household is eligible to receive. Effective tax
rates computed here do not take into account social
assistance and other income-tested government
assistance programs delivered outside the tax
system. Adding these programs would worsen work
disincentives at very low income levels. On the
other hand, payroll contributions to social security
programs — for example, Quebec’s parental insurance
plan, employment insurance and the Canada Pension
Plan - included in the tax computations might
match expected eventual direct benefits, possibly
reducing their effect on work incentives.

'This Commentary is based on and updates a C.D. Howe Institute E-Brief (Laurin 2019). The authors thank Daniel Schwanen,
Mawakina Bafale, Ting Ting Zhang, Nick Pantaleo, Tammy Schirle, Thomas Wilson, members of C.D. Howe Institute’s
Fiscal and Tax Competitiveness Council, and anonymous reviewers for comments on earlier versions of this publication. The

authors retain responsibility for any errors and the views expressed.
1 Calculated using the Canada Revenue Agency’s (CRA’) online “Child and family benefits calculator” for a family income of

$30,000, accessed September 2022.

2 Tax estimates in this study are computed using Statistics Canada’s tax and benefit microsimulation tool, the Social

Policy Simulation Database and Model (SPSD/M), v. 29.0. Responsibility for the simulation results presented and their

interpretation lies with the authors.



COMMENTARY 632

Key Concept Explainer

“Effective” tax rates are computed by adding the amount of lost tax benefits to income taxes and
payroll contributions paid, divided by gross earnings. These effective rates play a key role in family
work decisions by reducing the monetary reward of earned income.

The “marginal” effective tax rate (METR) conveys the loss, through additional taxes and diminished
benefits, associated with an extra dollar of earnings. For a working parent, it represents the financial

penalty that must be paid for working extra hours.

The “participation” tax rate (P TR) is the cumulative effect of all taxes, fiscal contributions, payroll
deductions and loss of fiscal benefits on the entire prospective earnings from work. For a stay-at-
home parent, it represents the financial penalty that must be paid out of the total income derived

from getting a job.

The “marginal” effective tax rate (METR) conveys
the loss, through additional taxes and diminished
benefits, associated with an extra dollar of earnings.
For a working parent, it represents the financial
penalty that must be paid for any small addition to
income.

'The “participation” tax rate (PTR) is the
cumulative effect of all income taxes, other
contributions, payroll deductions and loss of tax
benefits on the person’s entire prospective earnings
from work. For a stay-at-home parent, it represents

the financial penalty that must be paid out of the

total income derived from entering paid employment.

Box 1 tells the tale of two illustrative families to
present the mechanics behind METR and PTR
calculations.

Because benefit programs pile up at the lower end
of the income scale, low-income families METRs

generally have been higher than those of higher-
income families. In some cases, the lower-earning
parent in a dual-earner family with three children
might lose more than 80 cents of an extra dollar of
earnings, and an unemployed parent could lose more
than 60 percent of a prospective salary from taking
on a job. Nationally, 15 percent of working lone
parents or the lower-earning parents in dual-income
families face a METR above 50 percent, and 14
percent of stay-at-home parents face a PTR above
50 percent. Moreover, these proportions have risen
substantially since the mid-1980s and early 1990s
when very few families faced a METR or PTR
greater than 50 percent.

Many studies have found a statistical relationship
between family work hours and high marginal
and participation rates — in particular, a negative
impact on work incentives for mothers.> Empirical

3 For reviews of the literature on the relationship between wage earnings, taxation and employment, see Bargain, Orsini,
and Peichl (2013); Bocconi University (2011); Fortin and Lacroix (2002); and Meghir and Phillips (2010). There is a wide
range of empirical results, which vary by subgroups studied, margin of response (participation versus additional work) and

empirical methods. Ohanian, Raffo, and Rogerson (2007) find a very strong statistical link between hours of work and

labour taxes across member countries of the Organisation for Economic Co-operation and Development. Causa (2009)

finds a significant tax-induced labour-supply response for women, but not for men.
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BOX 1: INustrative Calculations of Family METRs and PTRs

Imagine two families of four, each with two young children. Both families reside in Alberta. For
illustrative purposes, each family earns a relatively low income, which means that they are eligible
for income-tested benefits.

In Family A, mom and dad initially earn $30,000 each, and mom considers earning an additional
$500. This family will serve to illustrate the Marginal Effective Tax Rate calculation on the
additional $500.

In Family B, mom earns $30,000 and dad stays at home to care for the children. However, he
is considering taking on a job also earning $30,000 per year. This family will serve to illustrate the
Participation Tax Rate calculation on the entire potential $30,000.

Family A -The METR
Mom and dad each earn $30,000, for a total family income of $60,000. On the one hand, they

pay $7,668 in combined federal income taxes and contributions — employment insurance (EI) and
Canada Pension Plan (CPP) — and $1,729 in Alberta taxes and contributions, for a total payment
of $9,397. On the other hand, they are entitled to receive about $10,403 in Canada Child Benefits
and $1,894 in provincial benefits (the Alberta Child and Family Benefit and the Provincial Climate
Action Incentive). The total of benefits received minus taxes and contributions paid yields an initial
family disposable income of $62,900.

Mom considers working overtime one month to earn an extra $500. As a result, family benefits
would decrease by $99 while federal and provincial taxes and contributions would increase by $152,
and the family’s disposable income would increase by $249 ($500 — $99 — $152) rather than by the
tull $500.

'The family’s METR would round to 50 percent ([$99 + $152]/$500 = 0.502).

Family B-The PTR

Mom earns $30,000 and dad stays at home, for a total family income of $30,000. Mom pays
$1,985 in federal income taxes and contributions (EI and CPP) and no Alberta income tax, for a
total payment of $1,985. The family is also entitled to receive $14,015 in Canada Child Benefits,
about $935 in GST Credits, $2,132 in Canada Workers Benefits and $4,453 in provincial benefits
(the Alberta Child and Family Benefit and the Provincial Climate Action Incentive). The total of
benefits received minus taxes and contributions paid yield an initial family disposable income of
$49,550.

Dad is considering taking on employment earning $30,000. The family’s disposable income
would increase by $13,350, rather than by the full $30,000, to reach $62,900 — reflecting the loss
of federal benefits ($6,679), the loss of provincial benefits ($2,559) and the rise of federal and
provincial taxes and contributions ($7,412).

'The PTR would round to 56 percent ([$6,679 + $2,559 + $7,412]/$30,000 = 0.555).
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studies estimate that women and mothers, who are
most often the secondary earner, and lower-skilled
workers are much more responsive to wage and
tax-rate variations. This means that high METRs or
PTREs for a child-caring spouse are likely to affect
the incentive to work longer hours, to seek part-
time work or to re-enter the workforce. This leads

to fewer paid work hours than people might
otherwise choose.

Because taxes and benefit programs can interact
to create potentially extraordinarily high effective
tax rates, governments need to be mindful of not
discouraging work among these segments of the
population, especially families with children eligible
for generous child-related cash benefits.*

Finally, other non-tax family costs also greatly
influence the work decision. In particular, the
subsidization of childcare expenses increases
parental (primarily maternal) workforce
participation. Indeed, many Organisation for
Economic Co-operation and Development
(OECD) countries’ tax and transfer systems already
subsidize child care, and the OECD calculates a
PTR estimate inclusive of childcare services as part
of its work incentive indicators (OECD 2022). Our
own estimate of PTRs inclusive of median child
care expenses yield participation tax rates generally
ranging from 50 percent to more than 80 percent in

Canada.

METRS FOR PARENTS OF YOUNG
CHILDREN

Consider a hypothetical two-parent family with
young children. Both parents already work and
earn income. However, one parent is considering
whether to work more to earn extra income. One

factor to consider in this decision is how much

of the extra income the family can keep after
deducting income taxes and the loss of tax benefits.
In some income ranges and family situations, the
tamily would lose more than half of each extra
dollar of earnings — that is, the METR would be
greater than 50 percent.

Five main factors determine the METR and how
much the family would lose in taxes and benefits:
the province of residence, the initial level of family
income, the number of children, the number of
earners in the family and how earnings are split
among the earners. For illustrative simplicity, let us
assume that, in dual-earner families, each spouse
contributes half of the family income.

At very low family employment income levels
— from about $3,000 to $12,000 — the Canada
Workers Benefit (CWB, renamed in 2019 from
the Working Income Tax Benefit) rewards workers
for taking on more work, resulting in a negative
METR.® Beyond the $30,000 mark, however, as
the CWB and most other federal and provincial
refundable credits and income-tested benefits are
simultaneously reduced with each extra dollar
of earnings, the METR climbs rapidly to levels
approaching or surpassing 50 percent for families
with at least two children, and stays at around this
level from about $35,000 to $60,000 of family
income in most provinces (Figure 1). METRs
are generally just slightly higher for single-parent
tamilies, and the gap grows larger at higher income
levels due to the individual tax unit and the
progressivity of the tax system.

METRs generally peak at family incomes
around the $40,000 to $50,000 mark. In Ontario,
the family METR on extra earned income peaks
at 79 percent for two-children two-parent families

4 See, for example, Dudu et al. (2021), who found a significant work-hour response to an increase in the level of the federal

child benefit in 2016.

5 'The CWB’s main purpose is to counter the “welfare wall” originating from the loss of social assistance and other welfare

benefits as recipients return to work.
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Figure 1: Marginal Effective Tax Rates for Typical Lone-Parent and Dual-Earner Families with Two

Children, by Province, 2022
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Figure 1: Continued
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and at 96 percent for single-parent families. In
Quebec, it peaks at 88 and 71 percent, respectively.
In other provinces, it tends to peak at around 60 to
70 percent (Figure 1).* METRs reach their peak at
relatively low levels of family income for two-parent
families and at around average income levels for
single-parent families. Beyond their peak, they drop
to the mid-40-percent range, but quickly increase
again with income as reductions of income-tested
benefits give way to progressively increasing
statutory tax rates.

PARTICIPATION TAX RATES FOR THE
NON-WORKING SECOND PARENT IN
A FAMILY

It is often difficult for workers to choose the
number of hours they work in a job. Employment

is usually offered on the basis of a set number of
expected hours. In many two-parent families with
young children, the second earner’s decision is
whether to look for work or to remain at home as

a caregiver. The greater the participation tax rate —
the proportion of total earnings lost to taxes and
withdrawn benefits — the lesser the incentive to take
on employment.

Consider, for example, two hypothetical scenarios
involving a parent of young children (often, but not
necessarily, the mother), currently not employed but
contemplating taking on paid work (Table 1). How
much of this parent’s earnings would the family
keep after taking into consideration additional
taxes paid and benefits reduced? These sums, and
the PTR, depend on the stay-at-home parent’s
expected income and on the other parent’s income,
since fiscal benefit entitlements are set according to
family income, as are a few tax credits (such as the

spousal credit) and other contributions (such as the
Ontario Health Premium).

In the first scenario, the currently unemployed
parent is considering taking a job making $20,000
a year, while the working parent is making $45,000.
In the second scenario, the unemployed parent is
considering a job earning $50,000 a year, while
the working parent is making $120,000. These two
scenarios are roughly representative of dual-earner
families with young children at the first quartile
and third quartile, respectively, of the employment
income distribution.’

In the first scenario, where one parent already
earns $45,000, the other parent contemplating
earning $20,000 would face the highest PTRs in
Quebec (a staggering 66 percent if there are three
children, 60 percent if two children and 53 percent
if one child), followed by Ontario (59 percent,

54 percent and 40 percent, respectively) and Alberta
(59 percent, 51 percent and 41 percent, respectively),
mainly due to the phase-out of generous income-
tested child-related fiscal benefit programs. On
average across Canada, PTRs of families in the

first scenario would reach 58 percent for families
with three children, 52 percent with two children
and 42 percent with a single child. Importantly,
about half of the PTR value at lower family

income thresholds is generally accounted for by the
withdrawal of income-tested government benefits.

PTRs come down substantially the more the first
parent earns, since family benefits are lower in the
first place or even fully clawed back. In the second
scenario, if one parent earns $120,000, the family
would lose in fiscal benefits only 3 to 12 percent
-on average- of the prospective $50,000 that the
other parent contemplates earning. With taxes
and other contributions ranging from 25 percent

6 Ignoring spurious METR jumps resulting from the Ontario Electricity Support Program and the Nova Scotia Child

Benefit, by design METRs jump then fall abruptly for very short spans of income.
7 Authors’ inference using Statistics Canada’s SPSD/M v. 29.0 as a guide.
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Table 1: Participation Tax Rates for a Stay-at-Home (Second) Parent Contemplating Taking on Paid

Work, by Province and by Number of Children, 2022 (Percent)

First Parent’s Income is $45,000 First Parent’s Income is $120,000
Second Parent Expects to Make $20,000 Second Parent Expects to Make $50,000
(Number of Children)

1 2 3 1 2 3
E:lg‘;‘:;dland and 38 46 54 33 35 37
Prince Edward Island 38 44 50 36 39 41
Nova Scotia 36 43 49 34 36 38
New Brunswick 42 49 56 33 35 37
Quebec 53 60 66 37 40 45
Ontario 40 54 59 30 33 35
Manitoba 42 49 55 34 37 39
Saskatchewan 42 47 50 34 36 38
Alberta 41 51 59 33 35 38
British Columbia 34 43 50 29 31 34
Canada — Average 42 52 58 32 35 38

Source: Authors’ calculations using Statistics Canada’s SPSD/M, v. 29.0; responsibility for the results and interpretation lies with the authors.

The Canadian average is population weighted.

(British Columbia) to 33 percent (Quebec), PTRs
would range from a low of 29-34 percent in British
Columbia to a high of 37-45 percent in Quebec
(Table 1). On average, at this higher family income
level, PTRs would reach 38 percent for families
with three children, 35 percent with two children
and 32 percent with one child.

Taxes, contributions and benefit clawbacks are
only one cost of employment for families. For
the non-working parent, taking on employment
can mean added expenses to the family budget
for transportation, work clothing and meals, for
example. It can also mean added childcare expenses.

It is possible to compute PTRs inclusive of after-
tax childcare expenses — that is, the cost of childcare
expenses net of the impact of the childcare expense
deductions (in addition to the childcare expense
credit in Quebec and the newly implemented
CARES credit in Ontario).

Figure 2 shows the impact of median after-tax
childcare expenses claimed by families in Quebec,
Ontario and the rest of Canada with two young
children on PTRs for three potential income
scenarios. Naturally, PTRs inclusive of net-of-tax
childcare expenses are higher than in the base case,
especially for lower-income families.

8  'The new Ontario Childcare Access and Relief from Expenses (CARE) tax credit.
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Figure 2: Participation Tax Rates Inclusive of Median Childcare Expenses for a Stay-at-Home

(Second) Parent in a Family of Four Contemplating Taking on Paid Work, Quebec, Ontario and the

Rest of Canada, 2022
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Source: Author’s calculations using Statistics Canada’s SPSD/M, v. 29.0; responsibility for the results and interpretation lies with the authors.

The rest-of-Canada average is population weighted.

Outside Quebec and Ontario, in the scenario in
which one parent already earns $45,000, the other
parent contemplating earning $20,000 would face
PTRs rising sharply from less than 50 percent
to more than 80 percent on average as a result of

net childcare costs. Such high PTRs are likely a

significant hindrance to parents’ work participation.

Quebec’s generous tax credit for childcare expenses
and Ontario’s CARE produce lower after-tax
childcare costs in those provinces than in the rest
of Canada. At the lower income level, the new tax
credit in Ontario in particular reduces PTRs from
greater than 80 percent to less than 60 percent, the
lowest of all provinces.

'The federal government, in its 2021 budget,
committed to a $30 billion program to reduce the
cost of regulated childcare to $10 a day per child by
2026 and to increase the number of affordable spaces.
Provinces are responsible for implementing their
own plans in return for federal funding, and funding
agreements have been signed by all provinces and
territories. Quebec already has a subsidized childcare
system in place in which the cost per child is capped
at $8.70 per day in 2022 for parents not claiming the
tax credit, so the new federal funds will be directed at
creating new spaces.

'The $10 per day subsidized cost of childcare
naturally will reduce the PTRs of our illustrative
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families in Figure 2. Assuming families with two
children in subsidized full-time care spend about
$2,500 per child per year, outside Quebec and
Ontario (where no childcare tax credits exist),
PTRs inclusive of net-of-tax childcare expenses
will diminish to a little more than 40 percent for
families at higher-income levels. The biggest change
will come in the lower-income scenario, dropping
from 83 percent to 64 percent.

Since Ontario already has the CARE refundable
tax credit in place and since the credit amount is
geared to income, the biggest changes in PTRs will
happen at higher-income levels in that province,
where that rate will be a bit less than 40 percent.
Interestingly, for the lower-income scenario in
Ontario, PTRs will remain roughly the same
because higher childcare costs attract additional tax
breaks (the childcare expense tax deduction is large
enough to produce an increase in the spousal credit
amount) and additional benefit amounts (CARE
amounts plus higher child and other benefits
through lower net income).

Beyond reducing PTRs inclusive of childcare
expenses, the net impact of the $10 per day
childcare subsidy on labour participation is
uncertain. Quebec’s subsidized system produced
a large increase in childcare use and labour
participation, resulting in about 74 percent of
children younger than age six enrolled in a childcare
program in 2019 (Ontario 2019, 11). But regulated
childcare capacity in other provinces is far less
than that in Quebec. In 2019, in the rest of the
country, there were regulated childcare spaces for
about 23 percent of children younger than age
six. In 2026, that proportion could reach about
35 percent, considering provinces’ commitments
to increase capacity under the funding agreements.
Such low capacity, however, is not sufficient to
increase the proportion of children in a regulated
childcare arrangement, casting doubt on subsidized
childcare’s ability to increase labour force
participation beyond current levels. A strong labour
force effect would require further large increases in
the number of available regulated childcare spaces.

THE EXTENT AND EVOLUTION
OF HIGH METRS AND PTRS FOR
CANADIAN FAMILIES

'The scenarios above show the extent to which
Canadian families might be exposed to high
marginal effective tax rates. But how typical are
these scenarios?

'There are currently about 2.3 million two-parent
families with at least one child younger than age
twelve. Of these, a third has a stay-at-home parent,
and of the 1.6 million others, most lower-earning
parents (84 percent) are mothers. In addition, there
are about 0.4 million single-parent families with at
least one child younger than age twelve.

Of all working lone parents and secondary-
earning parents (the lower-earning parent in a
two-parent family) in 2022, 25 percent face a METR
below 30 percent. Another 63 percent face a METR
between 31 and 50 percent, leaving 15 percent of
lone/secondary-earning parents facing a METR
higher than 50 percent (Figure 3). The share of
parents facing very high MIETRs was starkly lower in
the 1980s, before the introduction of income-tested
refundable child tax credits in the 1990s. Between
1995 and 2022, the share of parents facing a METR
higher than 50 percent remained relatively stable,
oscillating between 10 and 17 percent.

'The share of stay-at-home parents (in two-parent
families) facing PTRs greater than 50 percent, on
the other hand, has increased gradually since 1995
reflecting the expansion of the federal-provincial
benefit system. From the mid-1980s to the mid-
1990s, very few, if any, stay-at-home parents faced
PTRs in excess of 50 percent. Since then, their
share has increased to reach 17 percent of stay-at-
home parents in 2019, falling slightly in 2022 to
under 15 percent. Today, 28 percent face a PTR
below 30 percent, another 57 percent face a PTR
between 31 and 50 percent, leaving around 14
percent of non-working parents contemplating a
high PTR of more than 50 percent (Figure 4).

'The share of parents facing high METRs is

higher for lower-income families because they
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Figure 3: Share of Families with Children, by Marginal Effective Tax Rate, 1985-2022
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Note: METRs are computed for the lower-earning working parent or the lone parent in families with at least one child younger than age

twelve, on an increment of $500 (constant 2022 dollars).

Source: Authors’ calculations using SPSD/M, v. 6.0, 9.2, and 29.0; responsibility for the results and interpretation lies with the authors.

are the main recipients of income-tested benefits.
Restricting the sample to family income lower than
$75,000, the share of working lone parents and
secondary earning parents facing a METR greater
than 50 percent jumps to 34 percent. The share of
stay-at-home parents facing a PTR greater than 50
percent jumps to 20 percent.

SIMULATING POTENTIAL EFFECTS
ON THE DECISION TO WORK

Considering that costs other than taxes — such as
childcare, transportation and clothing — might affect
the financial decision to work, it seems reasonable
to assume that high METRs and PTRs affect work
decisions at the margin. Dudu et al. (2021) find that

the 2016 reform of federal child benefits, which
increased the program’s entitlements, led to “a
significant decrease in hours worked by secondary
earners in middle-income families.” So, what
magnitude of work response could we expect from
policies aimed at reducing effective rates? This is a
very difficult question because estimated paid-work
responsiveness to changes in taxes and benefits
varies widely in the economic literature.

In general, lower-income, less educated people
have a greater tendency to adjust their paid
work behaviour through workforce participation
decisions, while more educated workers tend to
adjust through the number of hours they work.
Older workers nearing retirement are also affected
by the tax and transfer system (Duclos et al. 2014).
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Figure 4: Share of Stay-at-Home Parents, by PTR Value, 1985-2022
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Although there is no real consensus in the literature,
in general the evidence points to insignificant work

responses of primary-earner men to tax changes
and, if positive, the response level tends to be very
low on average (Meghir and Phillips 2010).

On the other hand, the literature is more
conclusive with respect to secondary earners in
a family, especially mothers of young children
and single mothers. This is especially true for the
decision whether to take on paid work, which has
been found to be quite sensitive to taxation and
fiscal benefits for married women in particular.
Causa (2009) and Kalyva et al. (2018) find that
the effect of taxation on labour supply is in general
stronger for low-skilled women and for those with
young children.

Simulating the Efficiency Cost of the Federal
Canada Child Benefit

The most targeted policy instrument to reduce
effective tax rates for families with children would
be to alter the reduction rates of the federal Canada
Child Benefit (CCB), under which families may
receive up to $6,997 per child under age six and
$5,903 per child between the ages of six and
seventeen. These amounts are reduced by 7 percent
to 23 percent of income (depending on the number
of children) between family income of $32,797

and $71,060, and by 3.2 percent to 9.5 percent on
income beyond this threshold. CCB reduction rates
are designed to target greater benefits to lower-
income families, but this family income testing
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contributes to higher family METRs and PTRs, rates are often evaluated from actual policy reforms

and thus comes with an economic efficiency cost. in a quasi-experimental methodological framework,
It is practically impossible to reduce CCB and thus a particular study might not always

clawback rates considerably across the board yield results applicable in a different context. For

without producing large benefit redistributions from  this reason, we use hours of work and workforce
less to more well off families. Because society values  participation response rates for secondary earners
redistributive fairness, especially if it leads to lower  that are conservatively in the low to mid-range of

child poverty, the economic efficiency costs in this elasticities evaluated in the literature.'
trade-off might still be lower than the value society We calculate that higher PTRs might lead to a
attaches to income redistribution. This is the classic 9 percent increase in the number of stay-at-home
fiscal policy trade-off of income redistribution parents, lowering aggregate employment income
versus economic efficiency. by about $2.4 billion and federal-provincial net
To evaluate the economic efficiency cost of CCB  revenues by $500 million. In addition, higher
targeting, we can simulate an alternative scenario METRs might lead working secondary earning
where practically all income-tested CCB reductions  parents and lone parents to earn about $1,490 less,
are eliminated while maintaining cost neutrality — on average, translating into aggregate employment
that is, the annual fiscal cost of the CCB remains income lower by about $4.1 billion and federal-
at its current level. In this no-clawback scenario, provincial net revenues lower by about $1.4 billion.
every family under a $400,000 income threshold In total, the fiscal efficiency cost of targeting the
would receive a flat, unreduced amount’ of $3,791 ~ CCB to lower-income families would approach

per child under age six and $3,199 per child ages $1.9 billion, or 8 percent of the total fiscal cost of
six to seventeen. The current level of income testing  the CCB.
tor CCB payments, therefore, enables lower-income

families to enjoy CCB amounts 85 percent greater ~ POLICY IMPLICATIONS
than in our no-clawback scenario, but this comes at

the cost of higher METRs and PTRs for secondary Avoid Very High Rates by Better Integrating
carners in a family and for lone parents. On average, NeW Benefit Programs
METREs are higher by five percentage points and
PTRs by seven percentage points.

To simulate the potential labour supply effects
of higher METRs and PTRs, we can use response

rate estimates found in the literature. Response

'The federal and provincial governments should
be careful not to pile up income-tested fiscal
benefit programs on top of one another, because
clawback rates can add up to create very high
effective tax rates — sometimes above 50 percent —

9  CCB amounts would be reduced rapidly to zero over the $400,000 threshold at a rate of 50 percent of income.

10 For the participation response to change in participation tax rates for secondary earners, we use an elasticity of 0.25, which
corresponds to a middle-of-the-range participation elasticity value for female secondary earners found in Bartels and Shupe
(2018). Tsounta (2006) finds a similar participation elasticity (0.24) for females specifically. For the work intensity response
to changes in METRs of secondary earners who are currently working, our preferred estimate is from Causa (2009), who
studied the hours-of-work response of mothers and fathers with children, conditional on employment: a one percentage
point increase in METRs leads to a 0.8 percent decrease in hours of work (which roughly corresponds to a wage elasticity
of 0.4).
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at lower-income levels. Income testing of multiple
fiscal benefits requires an integrated approach to
reduction rates.

When thinking of new income-tested benefit
programs, in particular, policymakers should be
conscious of the added economic and fiscal costs
associated with income testing and clawback rates
— and this added efliciency cost should be balanced
against the social benefits of income targeting. For
example, in the case of the existing federal CCB,
income testing provides higher benefits to low-
income families but creates additional costs in
terms of induced lower-paid work; we estimate that
this effect on paid work decisions implicitly lowers
aggregate net tax revenues by about 8 percent of the

cost of CCB payments.

Benefit Shields

In 2016, the Quebec government, following
through on a key recommendation from the 2015
Quebec Taxation Review Committee chaired

by Luc Godbout, instituted a “benefit shield”"!
partly compensating workers for the loss of certain
income-tested tax credits — but only in the first year
after they take on more work. On the assumption
that work decisions are mostly influenced by short-
term financial considerations, the shield approach
enables governments to provide relief from high
effective tax rates at a low fiscal cost (because

relief is only offered for one year after taking on
extra work) while maintaining the same level of
generosity of targeted cash benefits.

More than 274,000 Quebecers took advantage
of the shield in 2018, for a cost of only $49 million.
Originally, the credit ceiling was set at $2,500 per
worker, but has since been increased to $4,000 in
successive budgets (CRFFP 2019).

Ottawa could implement its own benefit
shields, focusing on the Child Tax Benefit and
the Canada Workers Benefit. Under the shield
approach, a sudden jump in employment earnings
would be excluded for the purpose of calculating
income-tested benefit reductions in the first year
of recipients’ higher income-earning capacity, such
that family benefits for the CCB and the CWB
would remain the same for that year.!? Families
working more and increasing their earnings would
need to claim the benefit shields, and possibly
would be limited to claim them only once every few
years to avoid repeat use.

'The immediate cost of such benefit shields
likely would be small compared with the long-
term repeated annual government revenue yield
of higher family earnings. We estimate the federal
cost of shielding both the CCB and the CWB from
existing potential benefit reductions (a minimum of
$200) arising from jumps in employment earnings
to be about $695 million per year. This cost would
be small in relation to the cost of the programs.'

In addition to this static cost, benefit shields
could stimulate parents to take on more paid
work. Assume that the work response rates are the
same as those we used to calculate the efficiency

cost of the CCB above (note 10). This simulated

11 'The benefit shield in Quebec (labeled “Tax Shield” or “bouclier fiscal”) is a refundable tax credit that offsets a decrease in the
tax credit for childcare expenses, the work premium and the adapted work premium caused by an increase in work income.

12 The 2022 Fall Economic Statement (Canada 2022) proposes to introduce automatic advances for the CWB which would
come into effect July 2023. The automatic advances are budgeted to lead to net fiscal cost of about $800 million per year, so

it appears that recipients who experience an increase in income in 2023 would get to keep the “advances” even though they

may have a lower entitlement for that year. Such a system would be similar to a benefit shield, but more broadly applied to

all types of income as opposed to being targeted to employment earnings as we suggest here.

13 Inversion 28.1, the Social Policy Simulation Database for the first time provides an actual estimate of individuals’ previous
year income. We use this new variable to simulate the potential static cost of our CCB and CWB shields.
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response would be at the upper range of possibilities
for a benefit shield since family work decisions
likely would respond less to a temporary benefit
increase than to a permanent one. We estimate that
CCB and CWB benefit shields could reduce the
number of stay-at-home parents by eight percent,
increase annual earnings by $3 billion and provide

a sufficient annual increase in net federal and
provincial revenues to compensate for the static cost

of the shields.™

Income Averaging

'The new economy is facilitating the development
of labour arrangements in which workers become
less attached to a single employer and move around
more freely between projects and contracts. With
these new structures comes increased potential

for fluctuating incomes — a period of low earnings
followed by a year of higher earning, or vice versa.
Because extra income can be exposed to much
higher effective tax rates, a worker with fluctuating
income might end up paying more tax (and losing
more income-tested government benefits) than
another worker with a flat income profile but
earning the same amount over a period of years.

Wen and Gordon (2017) find that Canada’s
“fluctuation tax penalty” is most severe for
individuals who earn lower incomes or are self-
employed. One way to lessen the impact of
fluctuating incomes on tax liability is to allow
workers to average their income over many years, so
that any single large earning year would not lead to
a disproportionate loss of fiscal benefits and higher
tax payments.

'This kind of income averaging would play a
function similar to a benefit shield, insulating
workers against the loss of government income-
tested benefits resulting from taking on extra

work — and protecting them from being
disproportionately affected by the steep increase

in METRs at lower income levels. So, it would be
best seen as a substitute to implementing benefit
shields, as opposed to a complementary solution. It
would apply across the board, limiting the need to
overcomplicate the tax system by designing multiple
benefit shields specific to each benefit program.

Childcare Subsidization

For most parents, childcare costs are like taxes

in that they reduce the financial incentive to

work. As shown in Figure 2, childcare costs can
raise the PTR significantly for parents of young
children, particularly in jurisdictions without extra
fiscal subsidization. One interesting avenue for
augmenting labour force participation among two-
parent families would be to revisit the tax deduction
granted for childcare expenses.

In the current system, childcare expenses must
be deducted on the tax return of the lower-earning
spouse, and claims cannot exceed the lower of
either (a) two-thirds of the spouse’s income or (b) a
maximum claim per child. As a result, up to one-
third of families cannot fully deduct their childcare
expenses because of the two-thirds-of-income limit
(mostly among those at lower income levels) or
the maximum claim limits (mostly among those at
higher income levels) (Laurin and Milligan 2017).

In 1994, Quebec introduced a refundable credit
for childcare costs, resulting in considerably lower
PTRs for parents in lower-income families. Ontario
did the same in 2019. Laurin and Milligan (2017)
have proposed replacing the federal tax deduction
with a refundable credit for childcare costs with
very generous rates for lower-earning families —
designed along the lines of the Quebec childcare

expenses credit — diminishing up the income scale

14 Except for the first year of the behavioural reaction in this simulation, where the one-time cost of the shields would create a

loss of $290 million.
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to higher-earning families, who would still reap
some benefit."® This would be a massive change for
low-income earners in provinces other than Quebec
and Ontario, who are limited in their ability to take
tull advantage of the deduction — and those who
are unable to secure a newly subsidized $10 per day
childcare space once provincial programs are fully
implemented across the country.

With a credit — and depending, of course, on
its level — low-income families could get most of
their childcare expenses refunded. Because the
work decisions of parents, especially mothers, are
particularly sensitive to changes in childcare costs, a
more generous tax recognition for such costs along
the lines proposed here could encourage many
more stay-at-home mothers to join the workforce
and stay employed over the long term, alongside
increasing government revenues (Laurin and

Milligan 2017).

CONCLUSION

Federal and provincial policymakers should pay
special attention to effective tax rates when they
consider changes to the tax-and-transfer system.
Clearly, geared-to-income fiscal benefit programs

provide valuable financial assistance to families with
children, but these benefits can come with high
family METRs and PTRs, especially at lower-
income levels.

Any further expansion of the targeted transfer
system — through larger low-income supplements
or the creation of new targeted family benefits,
for example — should be approached with a
broader analysis of the impact on parents’ work
decisions. Relief measures meant to encourage work
participation, such as creating one or multiple benefit
shields inspired by the Quebec model, should be
explored. Income-averaging provisions for highly
fluctuating incomes could also be explored, as well as
greater tax relief for childcare expenses — a key factor
in family paid work decisions.

15 'The proposed refundable credit would be income tested to reduce its fiscal cost, which means that it would somewhat

increase METRs on family income. The negative effect on work incentives, however, likely would be more than offset by

a significant positive work incentive effect due to a decrease in PTRs inclusive of net childcare expenses. The refundable
credit could also be matched by a benefit shield, as proposed here, which would reduce its impact on effective tax rates.
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