Payroll Taxes in Canada from 1997 to 2007

This paper describes the changes in the structure of payroll tazes in Canada
and the provinces during the period 1997-2007. We report the average payroll tax
per employee, the ratio of payroll tax revenues to GDP and to total government
revenues, the composition of payroll tax revenues, and the effective payroll tazx rate.
The stability of the national effective payroll tax rate, as well as payroll tazes as
shares of GDP or of government revenues, during the decade masks substantial
changes in the composition of payroll taxes and large differences across provinces.
C/QPP contributions overtook EI premiums as the largest source of payroll tazes
in 1999. Among the provinces, Quebec has the highest effective payroll tax rate
and Alberta the lowest. Payroll taxes across countries in 2007 are also compared

using OECD data.
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I. Introduction

Payroll taxes can be defined as levies on businesses commensurate with the
size of their payrolls. Furthermore, payroll taxes are usually used to finance
social insurance programs and part of a payroll tax may also be levied on em-
ployee earnings. These taxes constitute major sources of government revenue in
Canada, raising $78.5 billion in 2007 or 13.6 percent of total federal and provincial
revenues. Payroll taxes feature prominently in policy debates, because of their
potential adverse impact on wages and employment, as well as on investment and
entrepreneurship.! Beach, Picot, and Lin (1996) together with the update in Lin
(2001) describe the structure and evolution of payroll taxes from 1961 to 1997.
This period precedes the acceleration of contribution rate increases associated
with the 1998 reforms to the Canada Pension Plan, and the steady declines in
Employment Insurance premiums since the mid 1990s in line with the rate setting
procedure prescribed by the Employment Insurance Act of 1996. Hence, it seems
opportune to examine the trends in payroll taxes for the subsequent decade.

This paper uses the same methodology as the previous authors to characterize,
for Canada and the provinces over the period 1997-2007, the average payroll tax
per employee, the ratios of payroll taxes to GDP and to federal and provincial
government revenues, the effective payroll tax rates, and the composition of pay-
roll taxes. We also compare payroll taxes across countries in 2007 using OECD
data.

We find that Canada/Quebec Pension Plan contributions (C/QPP) have re-
placed Employment Insurance (EI) premiums as the largest component of payroll
taxes since 1999, and in 2007 C/QPP premiums account for 53 percent of total
payroll taxes in Canada, compared to only 23 percent for EI premiums. This
development reflects the very rapid growth in the C/QPP contributions during
the period 1997 to 2003 and the continuous decline in the EI component. The

1See Kesselman (1994) for a discussion of the economic issues.

2



changes in C/QPP contributions and EI premiums have, however, been approx-
imately offsetting, resulting in stable ratios of payroll taxes as a percentage of
GDP and payroll taxes as a share of federal and provincial government revenues
throughout the period 1997-2007. The overall effective payroll tax rate has been
about $12 for every $100 of wages and salaries in each year. These trends are in
contrast to Lin’s (2001) findings for trends in the pre-1998 period, where payroll
taxes increased substantially and almost continuously between 1980 and 1997 and
EI premiums were the largest component except in 1980. In fact, over the decade
1988-1997 the national effective payroll tax rate increased by 3.34 percentage
points and averaged 11.03 percent. Over the more recent decade of 1998-2007
the national effective payroll tax rate decreased by 0.67 percentage points and
averaged 12.00 percent. Finally, despite the overall stability in payroll tax fi-
nancial ratios, there has been a marked increase in (inflation-adjusted) average
payroll taxes per employee in Canada since 1997. This must reflect increases in

productivity, which reduced the growth in the workforce relative to increases in

GDP.

Section 2 describes the statutory payroll tax rates from 1997 to 2007. Section 3
explains the data sources used for our calculations of the effective payroll tax rates
and for the other descriptive ratios. Section 4 reports our findings on the payroll
tax trends in Canada and in each province. Section 5 provides an international
comparison for the year 2007. Section 6 summarizes and concludes. An appendix
provides our data and the descriptive ratios for each year and province. We
provide the data for the extended period of 1980-2007 to facilitate researchers.?
The appendix also gives the CANSIM table numbers for variables used in the

analysis.

2For the pre-1998 years our data is identical with Lin (2001), with a few exceptions attributable to
revisions of the data by Statistics Canada.
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II. Statutory Payroll Tax Rates

There are currently eight payroll taxes in Canada (as we have defined them) and
these have existed throughout our period of investigation. They are the Employ-
ment Insurance (EI) premiums and the Canada/Quebec Pension Plan (C/QPP)
contributions both charged by the federal government; the Workers’ Compensa-
tion (WC) premiums levied by all the provinces and territories and administered
by Workers’ Compensation Boards; the Health and Education (H/E) taxes in
Newfoundland and Labrador, Quebec, Ontario, and Manitoba; and the employer
contributions to vocational training in Quebec. The federal taxes are levied on
both employers and employees, while all of the other taxes are levied only on
employers. Finally, the Northwest Territories and Nunavut refer to their taxes
on employment earnings as payroll taxes, but for our purposes these taxes resem-
ble personal income taxes.® As in Lin (2001), we include only the 10 provinces,

excluding the territories, in our totals for Canada.

Tables 1 and 2 summarize the EI and CPP contribution rates and the maximum
contribution amounts from 1997 to 2008. These rates have changed substantially
over the period, as total EI premium rates fell every year and total CPP contribu-
tion rates rose each year from 1997 until 2003. Table 3 provides the 2007 payroll
tax rates levied by the provinces. These rates remained almost the same since
1997, although the thresholds at which the various rates apply have occasionally

been changed.
III. Data Sources
The supplementary labour income (SLI) database of Statistics Canada provides

the data on employer EI premiums and C/QPP contributions. The employee por-
tions and the total EI and C/QPP payroll taxes are calculated by applying the

3The intent of the NWT and Nunavut tax is to collect revenues on the earnings of non-residents.
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TABLE 1—EI CONTRIBUTION RATES AND THE MAXIMUM CONTRIBUTION AMOUNTS (CURENT DOLLARS)

Year  EI premiums per $100 of Maximum annual contribution

insurable earnings

Employee Employer Total Employee Employer Total
1997 2.9 4.06 6.96 1131 1583 2714
1998 2.7 3.78 6.48 1053 1474 2527
1999 2.55 3.57 6.12 995 1392 2387
2000 2.4 3.36 5.76 936 1310 2246
2001 2.25 3.15 5.4 878 1229 2107
2002 2.2 3.08 5.28 858 1201 2059
2003 2.1 2.94 5.04 819 1147 1966
2004 1.98 2.77 4.75 772 1081 1853
2005 1.95 2.73 4.68 761 1065 1826
2006 1.87 2.62 4.49 729 1021 1750
2007 1.8 2.52 4.32 720 1008 1728
2008 1.73 2.42 4.15 711 995 1706

TABLE 2—CPP CONTRIBUTION RATES AND THE MAXIMUM CONTRIBUTION AMOUNTS (CURENT DOLLARS)

Year  CPP rate on pensionable Maximum annual contribution

earnings

Employee FEmployer Total Employee FEmployer Total
1997 2.925 2.925 5.85 969 969 1938
1998 3.2 3.2 6.4 1068.8 1068.8 2137.6
1999 3.5 3.5 7 1186.5 1186.5 2373
2000 3.9 3.9 7.8 1329.9 1329.9 2659.8
2001 4.3 4.3 8.6 1496.4 1496.4 2992.8
2002 4.7 4.7 9.4 1673.2 1673.2 3346.4
2003 4.95 4.95 9.9 1801.8 1801.8 3603.6
2004 4.95 4.95 9.9 1831.5 1831.5 3663
2005 4.95 4.95 9.9 1861.2 1861.2 37224
2006 4.95 4.95 9.9 1910.7 1910.7 3821.4
2007 4.95 4.95 9.9 1989.9 1989.9 3979.8
2008 4.95 4.95 9.9 2049.3 2049.3 4098.6




TABLE 3—PROVINCIAL HEALTH AND EDUCATION PAYROLL TAXES IN 2007 (AND 2008)

Province Tax Rate Structure

(Name of Tax) (Base: Payroll)

Newfoundland 2% payroll >$1 million

(Health and Post-Secondary Education Tax)

Quebec 4.26% payroll > $5 million

(Health Services Fund) 2.7% to 4.6% *  $1 million <payroll < $5 million
2.7% payroll < $1 million

Manitoba 2.15% ° payroll > $2.5 million
4.3% ¢© $1.25 million < payroll < $2.5 million

(Health and Post-Secondary Education Tax Levy)

Ontario 1.95% ¢ payroll > $400,000

(Employer Health Tax)

Quebec 1% payroll > $1 million

(Employer Contributions to Vocational Training)

%The rate was 4.26% on payrolls regardless of size in 1997.

The rate was 2.25% in 1997.

¢The first $1.25 million of the payroll is exempt. The rate was 4.5% in 1997.
4The rate ranged between 0.98% and 1.95% in 1997, depending on payroll size.

fixed ratios of employer-to-employee taxes implied by legislation.* Data on work-
ers’ compensation premiums are also provided by the SLI. Provincial accounts
are the source of data on Health/ Post-Secondary Education Tax for Quebec,

Manitoba, Ontario and Newfoundland.

The CANSIM database of Statistics Canada provides the data on Gross Do-
mestic Product, Federal and Provincial government revenues, the GDP implicit
price index, wages and salaries of employees, and the total number of full-time

employees for each province and Canada as a whole.

4Employer EI premium are equal to 1.4 times employee EI premiums and employer C/QPP con-

tributions are equal to the employee C/QPP contributions in every year, as reflected in tables 1 and
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IV. Trends in Recent Years

This section reports the payroll tax trends from 1997 to 2007 for Canada and

for each province.

A. Awverage Payroll Tazxes per Employee

Figure 1 shows that there has been a large increase in the national average
payroll tax per employee from $3,487 in 1997 to $5,685 in 2007 (expressed in 2007
dollars). The tax per employee remains highest in Quebec, at $6,913 per employee
in 2007; the lowest is in Saskatchewan, at $4,390 per employee. The increases in
payroll taxes per employee primarily reflect changes in the denominator of the
ratio. That is, as will be clear in a moment, the growth in the number of employees
in Canada is lower than the growth in GDP, presumably reflecting increases in

productivity.
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FIGURE 1. AVERAGE PAYROLL TAXES PER EMPLOYEE (2007 DOLLARS)

B. Payroll Tazes as Percentage of GDP

Despite the rapid growth in payroll taxes per employee, Figure 2 shows that
payroll taxes as a proportion of GDP decreased slightly for Canada between
1997 and 2007, and only Prince Edward Island and New Brunswick experienced

increases. In 2007, total payroll taxes equalled 5.1 percent of GDP for Canada.
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FIGURE 2. PAYROLL TAXES AS A PERCENTAGE OF GDP

C. Payroll Taxes as Share of Government Revenues

As illustrated in Figure 3, payroll taxes account for 13.6 percent of total gov-
ernment revenues in Canada in 2007, down slightly from 14.0 percent in 1997.
There are significant differences across provinces. In 2007, revenues collected from
payroll taxes accounted for 27.1 percent of government revenues in Ontario and
25.3 percent in Quebec, compared to the low of 14.2 percent in Newfoundland.
From 1997 to 2007, payroll taxes became slightly more important revenue sources
in Prince Edward Island, New Brunswick and Alberta, but became relatively less

important in the other provinces.”
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FIGURE 3. PAYROLL TAXES AS A SHARE OF GOVERNMENT REVENUE

5For each province, provincial government revenue is used as the denominator, while for Canada as
a whole, combined federal and provincial revenue is used as the denominator.
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D. The Effective Payroll Tax Rate

The effective payroll tax rate is the ratio of total payroll taxes to the tax base,
which is composed of the full range of federally taxable personal earnings such as
wages, salaries, overtime compensation, vacation pay, commissions, performance
bonuses, and fringe benefits except employers’ contributions to employees’ private
pension plans. For the country as a whole, the total effective payroll tax rate was
11.41 percent in 2007 compared to 12.26 percent in 1997. Braodly speaking the
national effective payroll tax rate has been quite stable around 12 percent over the
period 1997-2007. This contrasts with a large increases in the national effective
tax rate in the three previous decades, as reported in Lin (2001). Decompositions
of effective payroll tax rates across components as well as across provinces are

provided below.

DIFFERENTIALS ACROSS COMPONENTS

Figure 4 illustrates clearly the dramatic change in the composition of the federal
payroll tax structure. The EI effective tax rate decreased steadily from 4.98
percent in 1997 to 2.58 percent in 2007; the C/QPP effective rate increased from
3.92 percent in 1997 to 6.26 percent in 2003, before falling gradually to reach 6.02
percent in 2007. The H/E/Training tax is the third largest component of payroll
taxes (overtaking WC in 1996) at 1.48 percent in 2007.
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Figure 5 shows the distribution of payroll taxes across the sources in 2007.
C/QPP accounts for 53 percent of total payroll tax revenues (and hence the
national effective tax rate) in 2007, with EI, H/E/T and WC accounting for 23

percent, 13 percent and 12 percent respectively.
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FIGURE 5. DISTRIBUTION OF PAYROLL TAXES AMONG COMPONENTS

DIFFERENTIALS AMONG PROVINCES

Figure 6 depicts the overall effective tax rate in each province from 1997 to
2007. Quebec has experienced the highest effective payroll tax rate among the 10
provinces in Canada, with the tax rate over 15 percent each year. In 2007, the
second highest tax rate was in Newfoundland at 12.84 percent, followed by Prince
Edward Island at 12.65 percent and Manitoba at 11.82 percent. Ever since 1997,
Alberta has been the province with the lowest effective payroll tax rate, at 7.66
percent of wages and salaries in 2007.

From 1997 to 2007, New Brunswick experienced the largest growth in the effec-
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tive payroll tax rate, which increased by 5.5 percent; next is Prince Edward Island
with an increase of 2.6 percent. Alberta has the largest decrease at 11.4 percent,
with the remaining provinces decreasing at rates ranging from 2.8 percent to 7.0

percent.

E. International Comparisons of Payroll Taxes

Tax structures vary considerably across countries. According to OECD data,
Canada relies comparatively little on payroll taxes as a source of government
revenue. Table 4 shows that in 2007 Canada ranked 25 out of 30 OECD countries
in descending order of importance of payroll taxes as a percentage of total tax
revenues. Among the G7 countries, France, Germany, and Japan had the highest
ratio of payroll taxes to total tax revenues in 2007, at 39.8 percent, 36.6 percent,
and 36.4 percent, respectively, compared to 16.4 percent in Canada and an OECD
median rate of about 29 percent. Among the 28 countries that use payroll taxes
and for which data is available in 1997, only 12 out of 28 had an increase in the
share of payroll taxes in total tax revenues between 1997 and 2007, with Canada
among them. As a proportion of GDP in 2007 payroll taxes in Canada were
5.5 percent, 23rd on the list in Table 5. Among the G7 countries, France and
Germany had the highest ratio of payroll taxes to GDP in 2007, at 17.3 percent
and 13.2 percent, respectively, while the rate in Japan was somewhat lower, at

10.3 percent.

V. Conclusion

Payroll taxes per employee in 2007 are much greater than they were in 1997 (in
constant 2007 dollars) for Canada as a whole. But payroll taxes as a percentage
of GDP declined steadily but slightly after 2003 to reach 5.1 percent in 2007,
compared to 5.5 percent in 1997. Similarly, payroll taxes as a share of federal and
provincial government revenues trended downward gently after 2003 and are lower

in 2007 than in 1997. Broadly speaking, however, the national effective payroll tax
11
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TABLE 4—PAYROLL TAXES AS A PERCENTAGE OF TOTAL TAX REVENUE IN OECD COUNTRIES, SELECTED
YEARS, 1990-2007

1990 1997 2007 rank in 2007

Australia 6.107296 6.689326 4.700943 28
Austria 38.90102 40.5399 40.05994 2

Belgium 33.2087 31.81672 30.95384 14
Canada 14.39763 15.36406 16.40074 25
Czech Republic n.a. 43.55721 43.47095 1

Denmark 2.649587 2.691678 2.527692 29
Finland 25.63792 27.64956 27.68394 17
France 45.96757 43.13795 39.81825 3

Germany 37.4808 41.16219 36.61549 5

Greece 30.90071 32.11232 36.37508 7

Hungary n.a. 36.29164 34.21483 10
Iceland 6.680472 8.717604 7.731507 27
Ireland 16.14466 13.99988 16.08109 26
Italy 33.24814 33.61259 29.9853 15
Japan 26.44254 34.22513 36.42284 6

Korea 5.536621 14.54957 20.99432 21
Luxembourg 27.01059 25.49063 27.80506 16
Mexico 14.81881 16.8448 16.73104 24
Netherlands 37.39198 41.05892 36.19229 8

New Zealand 0 0 0 30
Norway 26.29518 22.40554 20.76869 22
Poland n.a. 31.95057 34.33054 9

Portugal 27.15528 30.83813 32.06581 12
Slovak Republic n.a. n.a. 39.78219 4

Spain 35.42505 35.08215 32.59131 11
Sweden 29.70462 31.13198 31.71904 13
Switzerland 23.40673 26.37992 23.32223 19
Turkey 19.65402 14.49305 21.69463 20
United Kingdom  17.00925 17.78376 18.36579 23
United States 25.12005 23.73512 23.35183 18

Source: Calculations by the authors using OECD Revenue Statistics of OECD Member Countries
Database, Comparative tables Vol 2009 release 01
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TABLE 5—PAYROLL TAXES AS A PERCENTAGE OF GDP IN OECD COUNTRIES, SELECTED YEARS, 1990-
2007

1990 1997 2007 rank in 2007

Australia 1.741708 1.953157 1.449133 28
Austria 15.43314 17.98127 16.93258 2

Belgium 13.95403 14.16839 13.58047 6

Canada 5.167352 5.643593 5.457625 23
Czech Republic n.a. 15.82706 16.24295 3

Denmark 1.233242 1.317576 1.230174 29
Finland 11.15537 12.79526 11.90589 12
France 19.30198 19.13583 17.31005 1

Germany 13.04446 14.89694 13.24446 8

Greece 8.089062 9.742133 11.65218 15
Hungary n.a. 13.81233 13.53026 7

Iceland 2.067106 2.808166 3.15912 26
Ireland 5.347869 4.448426 4.953879 25
Italy 12.56805 14.52375 13.03237 9

Japan 7.687381 9.301327 10.32032 16
Korea 1.004336 2.927345 5.569772 22
Luxembourg 9.630892 10.02451 10.16215 17
Mexico 2.340799 2.683896 3.008138 27
Netherlands 16.03722 16.78089 13.58572 5

New Zealand 0 0 0 30
Norway 10.77858 9.298367 9.060735 18
Poland n.a. 11.70363 11.96708 11
Portugal 7.521044 10.10831 11.67577 14
Slovak Republic n.a. n.a. 11.69393 13
Spain 11.50647 11.53795 12.13742 10
Sweden 15.5141 15.76361 15.32243 4

Switzerland 6.029764 7.289757 6.738779 19
Turkey 2.927987 3.004544 5.143897 24
United Kingdom  6.042088 6.096418 6.62651 20
United States 6.86212 6.81779 6.607185 21

Source: Calculations by the authors using OECD Revenue Statistics of OECD Member Countries
Database, Comparative tables Vol 2009 release 01
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rate has been quite stable during the period 1997-2007 in a close neighbourhood of
12 percent of wages and salaries, in contrast to the large increases in the effective
payroll tax rate during the previous decades. The relative stability in payroll
tax ratios masks a dramatic change in the composition of payroll taxes. Since
1999, C/QPP contributions have replaced EI premiums as the largest component
of payroll taxes. The effective C/QPP tax rate increased from 1997 to 2003,
while the effective EI tax rate decreased in every year from 1998 to 2007. As in
Lin (2001), our recent data also shows considerable variations in the structure,
level, and growth of payroll taxes among the provinces. From an international
perspective, Canada relies comparatively little on payroll taxes as a source of tax

revenues.

Finally, given the current economic crisis, it can be expected that the downward
trend in the effective EI tax rate is likely to be reversed in the post-2007 period

and that there will be at least temporary increases in all of the payroll tax ratios.
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TABLE 7—CANSIM TABLE NUMBER FOR MAJOR VARIABLES

Variable name CANSIM Table number Years
Full Time Employees 2820087 1976-2009
Government Revenue 3840004 1981-2006
3840005 1981-2007
3840022 1977-1980
3840023 1961-1980
3840026 1977-1980
GDP 3840015 1961-1980
3840002 1981-2008
Wage and Salaries 3840034 1961-1980
3840012 1981-2008
Implicit Price Index 3840019 1971-1989
3840036 1981-2008
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