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Federal Sales Tax
in the
Canadian Input-Output Accounts
By
Yusuf Siddiqi and P.S8.K. Murty

I Introduction

In Canada, federal sales tax (FST) is levied under the Excise

Tax Act since 1924'. As mentioned in the Federal 1989 Budget

document on The Goods and Services Tax (P.7, "the federal sales tax

is ch S acturers, (underlining added) for the
most part to wholesalers and retailers" who in turn "will pass the
tax on through the production chain until the consumer pays the tax
in the form of higher prices". A Revenue Canada pamphlet on Federal
Sales Tax published under the Small Business Advisors Program 1989
(See Appendix 1), explains the basic conditions under which the tax

is charged and emphasizes the key point of "sale" as follows:

"When i ayable?
n_go o duced in Canada, the tax

is pavab the manufacturer when t oods

delivered to the purchaser or when the property in the

oods s icensed wholesa

*Yusuf Siddiqgi is the Assistant Director, Input-Output
Division of Statistics Canada and P.S.K. Murty is the Chief of
Public Sector in that division.

See Budget 89, The Goods and Services Tax, Department of
Finance, Canada, Ottawa, p.3.
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when the goods are imported or taken from the warehouse."
(Underlining added.)

Thus, it is clear that FST is applicable only when coods are sold I
by the manufacturer or a licensed wholesaler. This conclusion is
based on section 27 of the Excise Tax Act which states that there
shall be imposed, levied and collected a consumption or sales tax
on the sale price of all goods produced or manufactured in Canada.
Manufacturers and wholesalers are licensed by Revenue Canada. In
1988, there were 75,261 licensees (manufacturers and wholesalers)
under the Excise Tax Act (see Appendix II for details). The
licensed manufacturers do not pay tax on production; they charge /
the tax on sales to non-licensed customers, such as retailers or
consumers. Licensed wholesalers may buy from manufacturers or
import from abroad free of sales tax if the goods are meant for
resale. They charge the tax on their sales to non-licensed

2

customers. This basic principle of federal sales tax is also

discussed in the literature of the Canadian Tax Foundation.®
Licensed manufacturers and wholesalers are fully responsible for
the remittance of the federal sales tax to the federal government.

This is similar to a retailer's responsibility for collecting

’see Canadian Sales and Eucise Tax Guide, 13™ edition,
1962-63, CCH Canadian Ltd. September 1962, pp. 11-13.,

3John F. Due, The General Manufacturers Sales Tax in_Canada,

canadian Tax Paper No. 3, Canadian Tax Foundation, Toronto,
Octaplr 15,1951, p. 41 and p« 73.
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provincial retail sales tax. It is worth repeating that these
licensees do not pay federal sales tax when sales are between
themselves, unless the goods are purchased for own - use.’ Also

exportsS and inventories of licensees are non-taxable.

In essence, then, the key points pertinent to the articulation

of FST in the National Input-Output Accounts are the following:

(a) the federal sales tax is levied on the manufacturers'
sale price of all goods manufactured or produced in

Canada and on the duty-paid value of all imported goods;

(b) the tax base for domestic goods is the gelling price of
the manufacturers;®

(c) there is no tax liability for tax until and unless there
is a sale to the unlicensed wholesalers or retailers by

the licensed manufacturers (or wholesalers).

Since the wholesalers and retailers are intermediaries between the

producer and the consumer of commodities, the federal sales tax is

‘canadian Sales and Excise Tax Guide, 1962. op. cit. p.1ll.

See John F. Due, The General Manufacturers Sales Tax in
Eanade. one GfE., p. 71 for exports.

o The National Finances, 1986 - 87, Canadian Tax

Foundation, Toronto, p.7:46.
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treated as a commodity tax at the point of consumption in the I
National Input-Output Accounts. Implicit in this allccation is the
assumption that tax-paid goods are sold to the consumers in the
same year of their purchases from manufacturers. It is recognized,/
however, that there could be some inventories of tax-paid goods
with the unlicensed wholesalers and retailers, but the tax is not

allocated, at present, to inventories due to lack of adequate data.

The federal sales tax is one of the commodity taxes for the
Input-Output Accounts and the procedures used to allocate all
commodity taxes to commodities and users (industries and final
demand categories) are described in a separate paper called
Commodity Indirect Taxes in the Canadian Input-Qutput Accounts,
1984. The purpose of this paper is to discuss the methodology

relevant to the FST for the Provincial Input-Output. Accounts.

II. Federal Sales Tax Allocation in the Provincial Input-Output
Accounts

The Provincial Input-Output Accounts are a disaggregation of
National Input-Output Accounts and therefore follow the same
classification of commodities, industries and final demand
categories. In this sense, the provincial totals for commodity
inputs and outputs of all industries add up to the national totals.
Also, the commodity totals of provincial final demand categories

add up to the national totals. However, the provincial dimension
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raises the issue of how to allocate federal commoclity taxes by

province/territory.

The provincial and local commodity taxes do not pose a problem
because the tax liability in any province, by definition, is equal
to tax collections in that province for both provincial and local
governments. Unless otherwise specified, federal commodity taxes
are applicable to all provinces regardless of provincial
boundaries. Thus, it is immaterial who collects and remits the tax
to the federal government. Furthermore, in the provincial context,
the head offices of large corporations might remit taxes (collected
in any province in which their sales occurred) to the federal
government in Ontario. One should not construe such transactions
as taxes originating in the provinces where those head offices are
located as the sales which generated the taxes might have taken
place in other provinces. The point to be remembered in the
allocation of federal commodity taxes is "when the tax is payable"
rather than "who collects or charges the tax and pays to the

federal government in Ontario".

As mentioned, the National Input-Output Accounts show data for
Canada only, while the Provincial I/O Accounts show the same data
disaggregated into 10 provinces and 2 territories which together
equal the National totals. Taking this into consideration what,
then, is the rationale for the allocation of federal sales tax to

provinces/territories?






Since federal sales tax is levied on the selling price of
licensed manufacturers and wholesalers to retailers and consumers
at the point of consumption, it has to be allocated in the
province/territory of consumption. Of course, the tax does not
apply to the place of production or distribution, because 1licensed
manufacturers and wholesalers do not have to pay tax until they
sell the products to unlicensed establishments, retailers or
consumers. Also, inter-provincial trade between licensees does
not attract the tax, and hence, production or distribution among
licensees does not attract the federal sales tax as those
transactions are tax-free. It follows, then, that both the
income~-based GDP and the expenditure-based GDP of a province would
include the federal sales tax attributable to goods and services
sold in that province either as a final use or taxable intermediate
use. These and other transactions are further illustrated in

simple models presented later.

For the Input-Output Accounts, the federal government is
considered as another level of government resident in each province
and territory collecting the taxes by the application of the same
legislation across the country. Therefore, the tax is reflected
in the province where it originated on taxable transactions; in

other words, where the consumption occurred for federal sales tax.






7

This procedure is consistent with the 1egislation.7

As explained in the paper referred to earlier, all other
federal commodity taxes, such as excise taxes, excise duties,
gasoline taxes, etc., were first allocated to the relevant taxable
commodities. Then the taxable transactions of industries and final
demand categories were determined based on legislation. If these
taxes are levied at the point of consumption, their provincial
allocation is based on the consumption in the province or territory

concerned. This procedure, which is also consistent with

legislation, is elaborated in that paper.

To recapitulate:

(a) The federal government is just another level of government
located in each province and territory, and in this sense,
it is considered to be a resident of all provinces and
territories. It collects taxes under federal legislation,
which applies equally in all provinces/territories. If
Ontario produces a commodity and exports it to Québec, and if
Québec then exports to the United States, there would be no
federal sales tax liability because exports are non-taxable

for federal sales tax.

(b) However, if Québec uses that commodity, consumers in Québec

Ny See John F. Due, The General Manufacturers Sales Tax in
Caaadh., apbt'elE., " p.. 75.
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8
will have to pay the tax. The allocation of taxes in each
province is based on the same principle used in the
national Input-Output Accounts which is consistent with the

legislation.

The above points are illustrated in the following simple

models in the context of GDP concept of both approaches --

Expenditure-based and income-based.

Model 1

) .

Federal sales tax (FST): 12%.

This tax is applicable across the country, as there is no

place-related exemption.

An Ontario manufacturer produced automobiles worth $100
million, with wages and salaries of $ 80 million and other
inputs of $20 million. He is licensed and therefore did not
pay FST when the automobiles were produced. He sold the
automobiles for $150 million to a licensed wholesaler in
ontario. In that period (Period I) the GDP of Ontario will be
as shown below. The licensed wholesaler does not pay federal
sales tax according to law. Therefore, this is a non-taxable

transaction between the manufacturer and the wholesaler.
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Income-Based Expenditure-Based
GDP of Ontario GDP_of oOntario
(at the production stage)
$ Millions
Wages & Salaries 80
Factor incomes 20
in other inputs Inventories 150
(assumed domestic of wholesalers
production) (value paid to
manufacturer)
Operating surplus 50
150 13510

The automobiles were then shipped to Québec in Period II by
the licensed wholesaler, assuming zero cost and profit for

the wholesaler. He did not sell to retailers or consumers.

GDP_in the wholesale industry of Ontario
Income-based GDP of Ontario Expenditure-based
G 0 io
$ Millions
Operating Inventories - 150
surplus 0 Exports to other
provinces 150
0 0

Exports are not taxable for federal (FST) and provincial sales
taxes (PST) under the present law. Therefore, there are no
indirect taxes.

The automobiles were sold to retailers in Québec for $150
million + 12% FST + 8% provincial sales tax and retailers sold
to consumers for $181.44 million (assuming zero cost to

retailers). In this case, 12% FST = $18 million; 8% PST on
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$168 millions = $13.44 millions; total indirect tax = $31.44

millions.
Income-based GDP of Québec Expenditure-based
GDP__of Québec
$ Millions
Operating surplus 0 Personal 181.44
Expenditure
Indirect taxes FST 18.00 Imports -150.00
from Ontario
PST 13.44
31.4 31.44

Therefore, the GDP at market prices of Québec comprises only
indirect taxes. The factor cost GDP was "0O". This is how
the provincial Input-Output Accounts would show the data.
This position is consistent with what is happening in the
economy as far as federal and provincial sales taxes are

concerned.

If, however, federal sales tax is applied at the place of
production, the levels of GDP between provinces would be

different. However, the national GDP will not be affected.

The next model shows the levels of GDP in Ontario and Quebec
if we were to allocate federal sales tax at the point of

production.
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Federal sales tax (FST): 12%.

This tax is applicable across the country, as there is no

place-related exemption.

An Ontario manufacturer produced automobiles worth $100
million, with wages and salaries of $80 million and other
inputs of $20 million. It was assumed in this model that,
since the FST is commonly called the "manufacturers sales
tax", the manufacturer was liable for the FST in the province
of production. The sale price was still $150 million as in

Model 1. (The manufacturer did not sell automobiles during

Period I).
Expenditure-based
=ba ari GD tari
$ Million
Wages & Salaries 80 Inventories 168
(150 + 18 FST)
Factor incomes in 20

other inputs
(assumed domestic

production)

Operating surplus 50

Indirect taxes 18

(150 x 12%)

Total i§§ IEE

In fact, the federal government would not receive the indirect
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tax revenue of $18 million because it was not yet paid.

The automobiles were then shipped in Period II to Québec by

the wholesaler. He did not sell them to retailers or

consumers.
Income-based GDP of Ontario Expenditure-based
GDP of Ontario
$ Millions
Operating Inventories T
surplus 0 Exports to + 168
other provinces
Total 0 -9

The inventories and exports were overvalued by $18 million
each. Nevertheless, the GDP is still "0" for that period. If
Balance of Payments data for inter-provincial transactions are
generated based on international concepts, the exports shown

above in the GDP would not be consistent with those data.

The automobiles were sold to retailers in Québec for $168
million + 8% provincial sales tax. The sale price was

therefore 168 +13.44 = $181.44 million.
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Expenditure-based

Income-Based GDP of Quebec GDP of Queébec

Operating Personal expenditure 181.44
surplus 0

Indirect Imports from -168.00
taxes (PST 1'8vgdi4 ontario

on $168 @ 8%

Total 13.44 13.44

Here again, the GDP at market prices of Québec consists of
indirect taxes only. But instead of showing indirect taxes at
both the federal and provincial levels, only the provincial
portion is reflected because the FST was wrongly attributed

to the province of production, namely, Ontario.

In fact, the GDP at market prices in Québec should include
both federal and provincial indirect taxes to reflect the
reality. But the erroneous assumption built into the model

yielded a false GDP for both Ontario and Québec.

The legislation and its interpretation does nof support Model

2; they support Model 1 which is reflected in the Provincial Input-

Output Accounts. We would like to emphasize that the GDP of a

particular province should not be influenced by the administrative

procedures of making manufacturers responsible to remit the tax to

the federal government. The question which should be answered is

"when is the tax payable" rather than "who charges or collects the
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tax and transfers" to the federal government as clearly illustrated

by Revenue Canada (see Appendix I).

Suppose that the responsibility for collecting FST is shifted
to the retailer from the manufacturer for administrative
convenience. Then Model 2 reduces the GDP in Ontario and increases
the GDP in Québec. In fact, other things being equal, there should
be no change in the GDP even after such a shift in tax
- administration is implemented. Model 1 would do just that and it

is the logical approach for the Provincial Input-Output Accounts.

Besides the above effect of Model 2 on the Provincial GDP,
there are other implications on the National Input-Output Accounts

as outlined in Appendix III.

III Forthcoming "Goods and Services Tax"

In the 1989 Budget, federal sales tax reform was proposed.
Effective January 1, 1991, the existing federal sales tax (FST)

will be replaced by "Goods and Services Tax" |Gsay®.

The GST is also a consumption tax,” but in contrast to FST

which is levied at one stage, it will be levied at several stages

8Budget 1989, The Goods and Services Tax, op. cit., P11l.
TIBdS. T @t .
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on sales of goods and services based on value-added in the

production and distribution activities.

In essence, it is a value-added tax and the following are some

of the important points.

(1)

Exports are exempted from GST. If the exporter paid GST
on the inputs used in producing the exported goods, he
could claim a credit from the federal government for the
input taxes and deduct it from the tax he owed to the

government on other transactions.

All businesses throughout the production and distribution
chain, including retailers, charge GST on their domestic
sales. Here again, the businesses are allowed input tax
credit for any tax paid on purchases of goods and
services used in their business. The Budget document
stated that "at the end of each reporting period, when
the firm files its sales tax return, it will simply remit
the difference between the tax owed on sales and the
value of its input tax credits"'’ If the input tax credit
is larger than the GST on the sales, the government will

refund the difference.

YoEias p.11.
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(iv)

16
The operation of the GST which is applicable at several
stages of sales, has to rely heavily on a system of
invoices "which will allow firms to identify easily the
tax they have paid on their purchases and the tax they

have charged on their sales".

There will be more taxable items under GST than under FST
and "the price of previously untaxed items will

increase"'

The proposed tax-exempt goods and services for the GST are:

(i)
(ii)
(iii)
(iv)

(v)

(vi)
(vii)

(viiis

Basic groceries

Prescription drugé

Medical devices

Residential rents

Most health and dental services, including hospital and
nursing home services

Daycare services

Legal aid services

Most educational services

It is also stated that technical details on the tax base are

expected to be available in a background paper.

"1bid. p.19 and p.23.
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Although the articulation of GST in the Input-Output Accounts
can be determined only after the full technical details are
studied, it appears at the outset that the producer - purchaser
prices include the GST at several points. As such, the tax margin[

at all those points should reflect the GST.

The important point that should be remembered is that, for any
particular province, the GDP at market prices prior to GST and
after the GST should not change, if other things are equal, in both
periods. Since the GST and FST are consumption taxes, the treatment
in the provincial Input-Output Accounts should be reflected as such

in the provinces where the sale / use / consumption took place. /

IV  Summary

This paper pulled together available background information
to demonstrate that the existing federal sales tax (FST) is a tax

at the point of consumption, but not production.

Although the FST is generally called "manufacturers' sales
tax", manufacturers are made responsible under the Act to apply (or
charge) the federal sales tax and remit it to the federal
government only if their production is so{g‘ to unlicensed
wholesalers, retailers, or consumers. As Revehue Canada outlined
in its pamphlet (Appendix I), the relevant question to determine

whether it is a production tax or consumption tax is "when is the
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tax payable?" rather than, "who charges and transfers the tax to

the federal government?".

2 The provincial Input-Output Accounts should also use the same
procedures as those of National Input-Output Accounts in the
articulation of FST. Then, the GST which will replace FST in 1991
will not affect the level of GDP at Earket prices if other things

are equal.

84 It must be emphasized here that I/0 Accounts reflect the ex-
post situation. The tax base is the actual selling price received
by the manpfacturer. If the manufacturer lowers his selling price,
his profits will be lower and the FST will be based on that lowered

selling price.

If it is argued that manufacturer paid the FST on his
production, it is tantamount to saying that he paid the tax even
before it became due (ie. he advanced the funds to the federal
government). It is a fictive transaction. If such a fictive
transaction has to be reflected in the Provincial Accounts, the
profits allocated to the province/territory concerned should be
adjusted downward. This will be another fictive transaction. Then,
the question we should ask ourselves is: should we reflect fictive
transactions in the Provincial Accounts? or should we reflect the

transactions as they happen?
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Federal Sales Tax

WHAT IS FEDERAL SALES TAX?

Federal Sales Tax is a general sales tax imposed on
goods manufactured or produced in Canada or
imported into Canada.

WHGO PAYS THE TAX?
Licensed manufacturers, licensed wholesalers and
importers pay Federal Sales Tax. The tax is imposed

once on any goods and a system of exemptions and
refunds ensures its single application.

WHEN IS THE TAX PAYABLE?

On goods manufactured or produced in Canada, the
tax is payable by the manufacturer when the goods are
delivered to the purchaser or when the property In the
goods passes. For a licensed wholesaler, tax is payable
at the time of delivery. For importers, tax is payable
when the goods are imported or taken from the
warehouse.

ARE ALL GOODS TAXABLE?

The tax is imposed on sales of all goods except those
for which there is specific provision for exemption.
These exemptions can be categorized into production
goods, necessities of life, administrative convenience,
purchases by public institutions and exports.

HOW IS THE TAX ADMINISTERED?

Manufacturers or producers of goods in Canada, if they
meet certain conditions, are required to apply to their
local Excise office for a licence and are required to remit

tax on the value of goods sold or manufactured for their
own use. On imported goods, tax is collected by
Customs at the point of entry into Canada.

HOW DOES THE TAX WORK?

Goods
I Tax Puyable by Unlicensed
Wholcsaler

Unlicensed
Wholesaler

2 Tax Refundeble 10 Unlicemsed
Wholesaler

3 Tax Paysbie Licensed
by Licensed Wholesaler l
Manufactures

6 T I 7. No Action
Refundable Required
1o Retasler
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The goods are imported into Canada by an
unlicensed wholesaler. The wholesaler pays
Federal Sales Tax on the duty-paid value at time
of import.

The wholssalsr sslls the gocds to a licensed
manufacturer entitled to purchase the goods tax
free. The wholesaler sells the goods tax free and
applies to the local Excise office for a refund of the
tax paid.

The licensed manufacturer sells finished goods to
a licensed wholesaler entitled to purchase the
goods tax exempt. Because the components of the
finished goods were purchased tax exempt by the
manufacturer, the goods continue o move in a tax-
free status.

The licensed wholesaler sells 1o a non-exempt
party, in this case a retailer, and accounts for tax
on purchase price. This provides tax equality
between the licensed manufacturer and the
licensed wholesaler.

The licensed manufacturer sells to a non-exempt
party, in this case a retailer, and accounts for tax
on sale price. The manufacturer remits the tax to
the local Excise office.

The retailer, who must purchase tax paid, sells to
an exempt person and applies to the local Excise
office for a refund.

(7) The retailer sells to a non-exempt consumer.
Federal Sales Tax has been paid and no action
is required.

WHERE CAN YOU GET MORE INFORMATION?

Please note that this pamphlet contains general
information and is not intended as a formal
interpretation of the Excise Tax Act and Regulations.
information on matters relating to your operations is
available from your local Excise office.

This pamphtet is pubiished under
the Smali Business Advisers Program, 1987.






APPENDIX II: LICENSEES BY NATIONAL REVENUE REG!ONS, 1988

NAT I ONAL
REVENUE
REGION PROVINCE
1. HAL | F AX NEWFOUNOLAND
PRINCE EDWARD
I SLAND
NEW BRUNSW!CK
NOVA SCOTIA
2.QUEBEC
3. MONTREAL
4.SUB-TOTAL QUEBEC
5.0TTAWA
6.TORONTO
7.LONDON
8.SUB-TOTAL ONTARIO
9.WINNIPEG MAN | TOBA
SASKATCHEWAN
10.CALGARY ALBERTA
11.VANCOUVER BRITISH
COLUMBI A
12.TOTAL

TOTAL
NUMBER OF
LICENSEES

3,283

p ElE

135 14

------

3,621
20,785

10,707

SOURCE: REVENUE CANADA, CUSTOMS & EXCISE

OISTRIBUTION
2

4.4

24.7

46.6
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Appendix III: Im tions of Model fo nput-Output Accounts

If the FST is allocated to the producing industry as in Model
2, serious implications would be created for the Input-Output

Accounts as explained below:

It should be remembered that:

(a) FST, being a commodity indirect tax, is presently
articulated as such (i.e. tax margin) in the Input-Output

Accounts.

(b) Model 2 states that automobile industry paid the FST.

Implication 1: Based on Model 2, the FST has to be allocated to the
producing industry in the form of an artificial
input, either as a direct sales tax or as a fixed
cost like property tax. This treatment implies that
the present concept of producers' valuation has to
be altered for the output of industries. Since the
sales value would include FST hidden, it would not
be possible to identify FST separately in the Input-

Output Accounts.

Implication 2: This concept of producers' prices would be



i
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inconsistent with the international concept.
jcati : For deflation purposes, the manufacturers' selling
prices, which presently exclude FST, have to be
adjusted and it 1is a complex task involving

substantial changes to the present methods.

Obviously, Model 2 does not work and its weakness is more
visible if one tries to articulate the FST as tax margin to input
commodities of producing industry. One could perhaps take up
another position: that Model 2 worked for GDP Accounts and that it
should work for Input-Output Accounts also. Surely, if we do not
go beyond the compilation of GDP, that Model could ke believed as
true. If we start allocating to commodities, it simply does not

work.

Still, one could take up a different position: that FST should
be treated as a non-commodity tax, so that the problem of
allocating to commodities as tax-margin could be avoided
altogether. Well, then, are we justified in classifying indirect
taxes the way we want -- from commodity type to non-commodity type

or vice-versa?

In conclusion, Model 2 creates more problems for the I/O
Accounts and international comparability will not be possible.
Furthermore, it artificially inflates the GDP of the province of

production without regard to the fact that the province in question






did not generate the FST.
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