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Abstract 

This paper proposes a universal tax on income derived from human efforts (earned 
income) in the age of automation. The proposed tax will remove the existing tax 
biases towards individuals who work as independent contractors or through the use 
of private corporations. It is necessary because automation changes how people 
work and enables an increasing proportion of the workforce to become freelancers 
or entrepreneurs. Such change in the workforce will weaken the traditional policy 
justifications for taxing employees more heavily than other workers, and potentially 
undermine the income tax as a source of revenue and means of achieving fairness 
and equity in Canadian society. Conceptually, the proposed universal tax would be 
similar to the dual income tax system in the Nordic countries. Politically, it would 
help restore the income tax as a fair and democratic tax. Technically, the proposed 
tax could be implemented through expanding the withholding tax regime that 
currently applies to employees and non-resident service providers.    
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1 INTRODUCTION  

Automation is not new. Its impacts on how people work and live are unprecedented and 
increasingly pervasive; its implications for the income tax system are profound. Existing literature 
shows that automation affects workers through:  creating, augmenting or substituting jobs; 
eradicating jobs permanently; and turning employees into freelancers or gig workers.1 As a result, 
while many people continue to work as employees, an increasing proportion of the workforce are 
shedding the traditional employee designation and becoming freelancers or “surplus workers”. The 
fiscal and tax implications of automation are profound because workers are taxpayers. The current 
income tax system is employment-centric and designed for a society where the vast majority of 
people work as employees.  In the age of automation, the declining number of traditional 
employees (hence the tax base) inhibits the income tax system’s capability to generate revenues as 
well as pursue tax equity between people who work as employees and those who work as 
freelancers and entrepreneurs.  Moreover, if more Canadians’ work is replaced by robots, they will 
change from “tax-payers” to “tax-takers”2 in the sense of drawing on social support programs 
funded by tax revenues. That will put pressure on government spending programs at a time in 
which tax revenues could be diminishing. 

Proposals have been made to address the tax challenges of automation, including the 
implementation of a robot tax3 or a negative tax such as a universal basic income (UBI) program. 
For the reasons summarized below, we do not believe either proposal addresses the fundamental 
existential threat posed by automation. We propose to reform the income tax by treating income 
from work the same, regardless of the status of the worker as an employee or self-employed or 
whether the worker uses a private corporation to carry out the work.  

The idea of robot tax was purportedly suggested by Bill Gates in 20174 to raise revenue to train 
workers whose jobs were eliminated by robots.  It was suggested that the tax could be imposed on 
the owners of robots that replace workers or the robots themselves by deeming robots as 
“artificially intelligent persons” in a manner similar to taxing corporations as legal persons. 5 
Turning the idea of robot tax into reality faces huge challenges including defining what a “robot” 
is and determining whether or not robots are directly replacing workers in reality. Criticism of the 
robot tax includes: it would stifle innovation and reduce productivity; it could dampen a booming 
new industry and Canadian competitiveness in said industry; it would not generate additional tax 
revenue as it would reduce economic productivity and the profits associated with such an increase; 
and it would increase the complexity of the tax system.6 

To address the challenge of increasing “surplus workers” or those whose jobs could be lost due to 
automation, a universal basic income (UBI) program has been proposed.7 A guaranteed minimum 
income is currently available to seniors under the Old Age Security and Guaranteed Income regime 
as well as to children under the Canada Child Benefit program. The UBI could be an extension of 
such schemes to working-age Canadians who are between jobs or permanently displaced by 
automation. However, introducing a UBI would face complex technical design and policy 
challenges as well as political pressures that are outside the scope of this paper.8   
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In this paper, we propose a universal tax on all workers (broadly defined) by treating all income 
derived from human efforts the same, regardless of the form of legal arrangements and means of 
carrying out the work. It is the “ability to pay” of taxpayers that determines the tax base, not the 
legal or technical means through which income is earned. We think automation helps exposes the 
fundamental defects in the existing tax system and presents opportunities for reform. With the aid 
of technology, we argue that such universal tax is feasible and can make the tax system fair again.  

Our paper builds on and seeks to contribute to, recent literature on tax reforms in Canada.9 Tax 
reform ideas include: Canada needs to review the tax system because of the changing 
circumstances, especially the economic settings (such as globalization, changes in the labour 
market and rising income inequality) and evolution of tax theories and principles since the Carter 
Commission report; Canada should consider switching to a dual income tax system like the one 
practised in the Nordic countries; 10 and Canada should consider reforming the corporate tax 
system, including the taxation of private corporations.11 Our proposal is inspired by the design of 
dual income tax and essentially treats all personal income as income from either human efforts or 
capital. It is also inspired by the literature that unpacks income from capital or capital gains as true 
return on capital and disguised labour income or sweat capital.12 We contribute to the literature by 
demonstrating the urgency of tax reform in the age of rapid automation. We offer insights on the 
technical design of a universal tax on earned income, and explain why such tax can restore the 
income tax system to its original purpose – a democratic tax on Canadians based on their ability 
to share the burden of financing the collective spending choices made by Canadians through a 
democratic process. 

In order to provide the necessary context for our discussions, we first provide an overview of the 
phenomenon of automation, its transformative nature and its implications for the job market, as 
well as the possible implications for the tax system. We then discuss the ways in which the changes 
brought about by automation could exacerbate the differential treatment of income earned from 
human efforts in different settings under the Income Tax Act (ITA)13and why it is unacceptable 
from policy perspectives. We acknowledge that data on the exact extent of impact of automation 
is not yet available but assume that the extent is significant. In the last part of the paper, we discuss 
the proposed universal tax on earned income, how it could be implemented and why it is a good 
balance between policy objectives concerning fairness, revenue generation and administrative 
simplicity.  

2 AUTOMATION AND WORKERS 

2.1 Robotic automation  

The term “automation” refers to the technology by which a process or procedure is performed 
without human assistance.14 Previous automation was “mechanical” through the use of control 
systems for operating equipment or machinery.15 Since the turn of the 21st Century, automation 
has become “robotic”, linked to digitization, robots, the Internet of Things, and artificial 
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intelligence (AI). Robotic automation differs from mechanical automation in that it can eradicate 
the need for human intervention altogether. A European Union Report states the following: 

[T]hanks to the impressive technological advances of the last decade, not only are 
today’s robots able to perform activities which used to be typically and 
exclusively human, but the development of autonomous and cognitive features – 
e.g., the ability to learn from experience and take independent decisions – has 
made them more and more similar to agents that interact with their environment 
and are able to alter it significantly.16 
[U]ltimately there is a possibility that in the long-term, AI could surpass human 
intellectual capacity”.17 

The pace of the technological changes propelling robotic automation is much faster than that of 
mechanical automation.18 Some commentators suggest that the digital revolution is transformative 
as it not only digitizes production, but also performs intelligence-based tasks, which previously 
could only be handled by the human mind.19  

2.2 Impact on workers  

There has been much debate about the impact of digital or robotic automation on jobs.20 While the 
exact level of impact is debatable and future job loss is hard to predict, there seems to be consensus 
that the impact is significant in respect of the number of jobs at risk of being lost and through 
creating drastic changes to how jobs are able to be done.   

In terms of the number of jobs at risk of being lost, automation creates new jobs and eradicates 
existing ones. New jobs tend to be in the information technology sector due to the increased use 
of robots, digitalization of businesses, and the rise of digital businesses (e.g., the FAANGS -- 
Facebook, Apple, Amazon, Netflix, Google, and Spotify). Examples include increased demand for 
software engineers, increasingly robotics-intensive manufacturing sectors and, of course, more 
demand for people who make, maintain and repair robots.21 Automation may also create new 
“lower-skilled jobs in other sectors due to spillover effects”.22 For example, Amazon created jobs 
associated with warehousing and delivery of tangible goods ordered online. Evidence of job 
eradication can be seen in the area of digital commerce. The rise of digital commerce has led to 
the elimination of the need for intermediaries in many sectors of the economy. Notable examples 
are the closing of traditional retail stores, bookstores, investment brokers, and travel agencies. 
Automation has already eliminated the jobs of toll collectors, telephone operators, bank tellers, 
and many others. 23 More profoundly, automation now has the potential of eradicating jobs that 
used to require human decision-making.  For example, driver-less cars are expected to make human 
drivers redundant.  

The economy-wide impact on jobs is currently unclear. For example, one European study24 found 
that the overall labour demand increased by 11.6 million jobs due to computerization between 
1999 and 2010 in the 27 EU member countries. The study also showed that the routine-reducing 
technological change’s job-creation effect overcompensated the job-destructing effect. 25  It is 
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believed that there are “strong complementarities between automation and labour that increase 
productivity, raise earnings and augment demand for labour.”26 In Canada, 38-42 per cent of the 
labour force may be at high risk of being affected by automation. 27  Examples include: the 
impending adoption of self-driving trucks threatening the current 280,000 truck drivers in Canada, 
more than 1.5% of the total jobs in the country;28 McDonald’s replacement of workers with 
automated kiosks threatened many of the 90,000 McDonald’s jobs in Canada;29 and the advent of 
online banking caused the loss or shift of banking jobs in Canada.30   

While the number of jobs affected by automation may be uncertain, the ways in which automation 
affects how people do their work are evident.  One of the most significant aspects of the changes 
brought about through automation is the augmentation of work done digitally and the creation of 
a gig economy. This will continue to drastically change the way work is done and how businesses 
operate, effects of which are already being seen as tax jurisdictions around the world struggle to 
handle problems related to digitalization. The change is anticipated to erode the number of people 
employed in the traditional sense of employment, and foster the rise of self-employed or 
incorporated workers.  

2.3 The rise of “gigged workers” 

With improvements to technology, opportunities to work more independently or “become your 
own boss” have expanded rapidly. It has become increasingly easy for taxi drivers to operate as 
self-employed drivers using the platform provided by a ride sharing app as opposed to working as 
employees of a taxi company. Individuals providing intellectual capital in sectors such as 
communications, media, design, art, technology, financial services, and professional services are 
now more commonly becoming freelancers. This has dramatically reshaped the Canadian 
workforce, with one study showing that freelancers, independent contractors and on-demand 
workers will make up 45 percent of the workforce by 2020.31   

From creative entrepreneurs to those paid by the task, freelancing is on the rise worldwide. 
Freelancers were predicted to makeup the majority of the U.S. workforce within a decade, with 
nearly 50% of millennial workers already freelancing.32 The growth of freelancing in the U.S. 
workforce is accelerating and has outpaced overall U.S. workforce growth by three times since 
2014. The same trend is seen in the European Union.33  People become freelancers because of the 
loss of employment due to automation or opportunities presented by automation (such as 
flexibility, connectivity with clients worldwide and skill-training on line).  

Since technology just keeps getting better, the trend is likely to continue, even though the pace and 
degree of change is uncertain. “Everyone sees this; we just disagree on how exactly the change is 
going to march forward once it hits us.”34  Some predict that the ensuing technological disruption 
will happen at ten times the speed and three hundred times the scale of the industrial revolution.35  
As is the nature of technological change, the speed and scale will likely increase in the future 
exponentially. This creates a sense of urgency for reviewing the tax policy implications of 
automation. 
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3 UNFAIR TAXATION OF WORKERS EXACERBATED BY AUTOMATION 

3.1 Current taxation of workers in different settings 

The term “workers” is not used in the ITA in determining the taxation of the earnings from work. 
In this paper, “workers” refer to individuals who work, and “work” means “to exert oneself 
physically or mentally especially in sustained effort for a purpose or under compulsion or 
necessity.”36  

For income tax purposes, a worker’s income may be taxed as: (a) the worker’s employment 
income; (b) the worker’s business income; (c) active business income of a private corporation 
owned by the worker; (d) personal services business income of a private corporation owned by the 
worker; (e) specified investment business income of a private corporation owned by the worker; 
(f) foreign accrual property income of a foreign corporation owned by the worker; or (g) active 
business income of a foreign corporation owned by the worker. These different tax treatments are 
based on the characterization of the legal relationship between the worker and his/her client and 
the characterization of income earned through a corporation.  

As discussed in more detail below, the highest burden of taxation generally falls on workers who 
are employees and the lowest burden falls on incorporated workers. Incorporated workers enjoy 
not only the benefit of indefinite deferral of personal income tax, but also the benefit of income 
splitting and converting earned income into capital income or capital gains, which are more 
favorably taxed than employment income.   

3.1.1 Employees 

Employment income is the most important element in the tax base for individuals and is taxed at 
progressive rates (the top rate is currently 33% on taxable income exceeding $200,000).37 In 
addition, employment income is the base for determining “quasi taxes”, such as contributions to 
the Canada Pension Plan (and Quebec Pension Plan in Quebec) and Employment Insurance 
schemes.38  

Employees are generally taxed on a gross basis as the ITA limits deductions to specific 
circumstances. 39  Their taxes are deducted by the employer and remitted to the government 
whenever income is received. Employees have no opportunities to split their income with family 
members. On the other hand, employees may be able to take advantage of tax subsidies for 
retirement savings, such as registered retirement savings plan (RRSP) and registered pension plan 
sponsored by the employer (sections 60(i), 146(5), 147.2).  

 

3.1.2 Self-employed  

Self-employed workers earn business income and can deduct all expenses incurred for the purpose 
of earning income, including travel expenses, home office expenses, car expenses and mobile 
phone charges (section 9). The “net income” exceeding $200,000 per year is taxable at the top rate 
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of 33%. Their income is not subject to source withholding. They enjoy the same tax subsidies 
available to employees under the RRSPs and CPP.     

Subject to some limitations under the reasonable standard under provisions such as section 67, a 
self-employed person can “share” his/her income with family members through “employing” them 
in the business.   

3.1.3 Incorporated workers 

A worker can incorporate a company under Canadian law or foreign law and provide services 
through the company. For ITA purposes, the company is a separate taxpayer from its shareholder-
worker and its income is taxed at a flat rate.40 The tax rate varies, depending on the character of 
income: 

• Income from a “personal service business” 41  is taxed at an effective rate of 33%. 42 
Deductibility of expenses is limited under s.18(1)(p). As such, an incorporated worker is taxed 
like an employee. 

• Income from any other type of services (professional services, included) qualifies as “active 
business income”, eligible for a lower corporate tax rate – 9% (the “small business deduction” 
under section 125). Compared to the top personal tax rate of 33%, the benefit of tax deferral is 
obvious. The deferral of personal tax ends only if the shareholder/work receives dividends or 
salary from the company. The effect of such tax deferral is an interest-free loan from the 
government to the worker.43  In addition, the worker’s family members can own shares of the 
company and receive dividends. Shareholders can sell their shares to realize capital gains and 
benefit from the lifetime capital gains exemption (currently about $800,000).  

• Income for a “specified investment business” is not eligible for the small business deduction 
and is subject to an additional refundable tax at the rate of 10 2/3%44 so that the total federal 
rate is 38 2/3%. An individual who manages his/her own investment portfolio directly or 
indirectly through a corporation is taxed more or less the same.  

Even though the ITA seeks to reduce the tax advantages of incorporation in respect of personal 
services business income and specified investment income,45 workers can use private corporations 
to minimize taxes,46 but only if they are not employees. The Canadian income tax system is, in 
fact, a dual system: employment is taxed distinctly from and more heavily than other types of 
income (see Table A below).47 

Table A: Combined Federal and Provincial Rate in 2017 on $220,000 from Rendering Services  

 

Type of  

taxpayers 

Employees Self-employed Private Corporations (incorporated workers) 

  

General Qualifying for SBD 

Top rate 51.6% 36% 26.7% 14.4% 



10 
 

Notes: Almost no deduction 
for expenses  

Tax withheld by 
employer 

Payroll taxes 

 

Deduction of 
expenses 

Self-assessment 

 

Deduction of expenses 

Self-assessment 

Deduction of expenses 

Self-assessment 

Tax credit for income up 
to a threshold 

Income splitting with 
family members 

Converting income into 
capital gains 

Source: Canada, Tax Planning Using Private Corporations (2017) (Consultation Paper), at 12 
and 34. 

 

3.2 Weakening justifications 

The current system of taxing workers violates the basic principle of equity and fairness based on 
the ability to pay principle.  Workers with the same amount of income pay different amounts of 
tax depending on legal arrangements through which work is carried out (e.g., contract for services 
versus contract of services, incorporated services or unincorporated services). 

3.2.1 Administrative simplicity 
The inequity could be justified on several grounds. One is administrative simplicity, which justifies 
limiting deductions for employees and the use of a withholding tax. It would be impractical to 
expect millions of workers to keep adequate records of their expenses. It is more effective to collect 
taxes through withholding tax and providing incentives to employees to file tax returns to receive 
tax refunds rather than use a complete self-assessment system. However, extending such a 
withholding tax regime to the self-employed would be difficult and was previously deemed 
unnecessary during the earlier years of the Canadian income tax system as the number of self-
employed workers was presumably much smaller than the number of employees. The self-
employed are expected to keep adequate record and/or rely on accountants to ensure tax 
compliance.  

The original rationale for using withholding tax has been subsequently extended to the self-
employed and incorporated workers who are non-residents of Canada. It is arguably time to further 
extend it to resident workers. 

3.2.2 Corporation as a proxy of business activities 
Corporations are “at the heart of our complex and uncertain economy.” 48  Historically, the 
corporate form might be used as a proxy for corporate business activities that were important to 
the Canadian economy because it facilitated raising capital and encouraged risk-taking. Taxing 
corporate income at a lower rate would encourage Canadians to invest in corporations through 
deferring personal income tax until dividends are received or shares are sold.49 A corporate tax 
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functions as a “withholding tax” on shareholders.50 That is particularly true in the case of large 
companies.  

The rationale for taxing corporate income at a rate close to the lowest bracket rate for personal 
income is valid if a corporation carries on activities beneficial to the Canadian economy. In the 
case of workers who do not require much financial capital or for which the limited liability 
protection (corporate veil) is limited, the corporate form is not a good proxy for societal benefits. 
If a corporation is used to merely carry on activities that the shareholder/worker would otherwise 
carry on, there is no policy reason for taxing such workers favorably to employee workers or self-
employed workers. The ITA reflects this by effectively taxing personal services business income   
at the top personal tax rate.    

In the age of automation, services are increasingly rendered via the Internet and enhanced by using 
robots. Other than generating the tax deferral benefit for the workers/shareholders, there is likely 
little value that a corporate veil can contribute to the income-earning activities. As such, the 
historical rationale for taxing corporate income at lower rate is weakened. 

3.2.3 Tax subsidies to private corporations on ground of societal benefits 
Preferential taxation of income derived through using private corporations was justified on 
grounds of societal benefits and market failure. In the 1971 Budget that introduced the tax reform 
bill which included the small business deduction, the Minister of Finance stated:  

This government supports the view that entrepreneurial initiative should be 
encouraged through the tax system. The Canadian economy depends upon the 
creative business activity of small, growing business. (Hansard, June 18, 1971, 
p.6897). 

Market failure also warranted the government intervention in financial markets with respect to 
small businesses by providing “free capital” in the form of lower tax rate. Small businesses were 
thought to have less access to capital markets than large firms as investments in small firms are 
riskier.51 It has been maintained that small businesses are important to economic growth and job 
creation,52 but the effectiveness of the tax subsidy has been questionable.53   

However, the technical design of the small business deduction regime is such that individuals can 
earn income from any activity (other than personal services business and specified investment 
business) through a corporation and pay tax at 9%. The current regime currently requires no link 
to generating positive externalities or market failure. From 1979 to 1985, the ITA denied the tax 
subsidy to “non-qualifying businesses”, such as certain professional practices, certain personal 
services businesses, and the business of providing certain management and other similar 
services.54 These rules, except the one pertaining to personal services, were abolished in response 
to the “mounting criticisms of the complexities in the rules”.55 

In the age of automation, the earlier complexities may be lessened. More importantly, more and 
more workers can use the corporate form in a manner that does not create jobs for arm’s length 
persons or invest in innovation. There is no policy justification for using the corporate form as a 
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proxy for measuring societal benefits. In other words, automation would expose the weakness of 
applying these the existing rationales and eligibility criteria to incorporated workers. Overall, the 
tax bias for incorporated workers will worsen with deeper automation.  

3.3 Existential threats to the income tax system  

The worsening of tax biases in the age of automation could potentially threaten the income tax 
system as the primary instrument of generating revenues, redistributing social income, and 
promoting economic growth. It is true that the income tax system has adapted to changes in the 
past 100 years and it “rests on an amazingly resilient and internally consistent framework of norms 
that have withstood the scrutiny of a number of tax reviews”.56 However, automation may be 
different from previous changes as it challenges the resiliency of the system by undermining its 
orientation around employment. Automation has the potential of blurring the distinction between 
employment, business and capital, aiding more people to incorporate their services, and weakening 
the tax base to a point that the income tax loses its capacity to raise revenue and redistribute 
income.  

3.3.1 Erosion of the tax base 
The trend of having more surplus workers and gigged workers will likely threaten the tax base.57  
Recent data shows that employment income accounted for 78.3% of family income for all 
economic families in 2005 and 74.7% of Canadians aged 15 years and over earned income through 
employment in 2010,58 and that ratio dropped to 72.0% in 2015.59 Automation is expected to 
accelerate the downward trend as more workers become freelancers/gig workers and take 
advantage of the corporate form.  
  
The increase in the proportion of the workforce as non-employee workers is likely to be 
accompanied by an increase in deductions in computing income and in claiming small business 
deductions as well as leakage in the tax system. Leakage in the tax system could be the result of 
the reduced scope of the withholding tax regime, and from more opportunities for using private 
corporations to split income and defer tax. Leakage is being identified as a problem in many tax 
systems around the world, with the Australian Treasury recently releasing a consultation paper 
which identifies leakage occurring where some taxpayers are “not paying the right amount of tax 
either due to a lack of awareness of associated tax obligations, or because they are deliberately 
under reporting their activities in the sharing economy”. One of the primary reasons for this is 
because newly independent workers are no longer being covered by the PAYG withholding 
system.60 These changes in the tax treatment only exasperated by issues of leakage should be 
deemed unacceptable when considering the fact that when a worker changes her employee status 
into one of an independent contractor or incorporated worker, the type of work she undertakes may 
undergo no discernible change and societal benefits of the work may remain the same.    
 
The increase in the proportion of the workforce as non-employee workers is likely to be 
accompanied by an increase in deductions in computing income and in claiming small business 
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deductions as well as leakage in the tax system. Leakage in the tax system could be the result of 
the reduced scope of the withholding tax regime, and from more opportunities for using private 
corporations to split income and defer tax. These changes in the tax treatment could be contrasted 
to the fact that when a worker changes her employee status into one of an independent contractor 
or incorporated worker, the type of work she undertakes may undergo no discernible change and 
societal benefits of the work may remain the same.    

3.3.2 Erosion of tax equity: horizontally and vertically   

Differential taxation of workers in different settings violates horizontal equity. Workers earning 
the same amount of economic income end up with different tax liabilities. As discussed above, 
such unfairness can no longer be justified on the grounds of positive externalities associated with 
business enterprising or administrative simplicity.  

Automation will put more pressures on the system “to produce revenue to finance shared public 
consumption … that reflects the notions of distributive justice and social welfare that infuse 
Canadian society”.61 Technological change is estimated to have caused at least half of the decline 
in the labour share in advanced economies in the last four decades.62 A significant risk attributed 
to automation is the “paradox of plenty” whereby technological advancement makes society as a 
whole economically richer, but this enrichment is biased in favour of capital ownership (financial 
capital and human capital). It coincides with the increasing income inequality in the age of 
automation.63 Those without the requisite skills have been left worse off. For the first time in recent 
history, wages and jobs have both decreased despite increased productivity, due in part to 
technological pressure.  In the past 40 years, there has been a growing divide in income between 
skilled and unskilled labour, with holders of college or graduate degrees earnings increasing while 
earnings of those without has stagnated or decreased. 64  Addressing income inequality will 
therefore be one of the most important policy goals.  

And yet, the declining tax base subject to progressive taxation and the biases in favour of skilled 
workers could weaken the redistributive role of the income tax system. It has been shown that 
private corporations are used by higher-income individuals. 65  Increasing use of private 
corporations would further undermine the fairness and equity of the tax system. 

4 RESTORING THE INCOME TAX AS A FAIR AND DEMOCRATIC TAX 

4.1 Born to be fair 

 “The income tax is widely regarded as the fairest tax.”66 It was created to be so.67 When the 
Income War Tax Act was introduced in 1917, the debate on the draft legislation was focused 
primarily on the progressive nature of the tax and how to make the new tax system work.68 The 
1917 IWTA defined “income” as the aggregate amount of income from all sources, including 
wages and salary, profit and other amounts, but not capital gains (which became taxable in 1972). 
Tax rates for personal income were progressive, while the corporate tax rate was flat, correlating 
with the basic personal income tax rate (4 per cent in 1917). It adopted anti-avoidance measures 
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to protect the integrity of the system while respecting private law and taxpayers’ use of legal 
constructs to arrange their affairs, including earning income through corporations. For example, 
subsection 3(4) of the IWTA taxed shareholders on the undistributed income of a corporation 
unless the Minister found that the accumulation of income was not for the purpose of evading 
tax.69  

Since its inception, fairness – in the sense of sharing the cost of government in accordance with 
one’s ability to pay is a “hallmark of the Canadian income tax system”.70 Fairness and equity were 
objectives of subsequent tax reforms, the most notable of which is the 1971 reform. The seminal 
report by the Carter Commission71 provided the conceptual framework and principles for the 
reform. One of the key principles is the ability to pay.72 Recent movement towards preferential 
taxation of savings and capital gains has reduced the scope of the comprehensive tax base 
advocated by the Carter Report, but the income tax still represents a “collective judgment by 
Canadians that people’s contributions to the cost of government should be based on their ability to 
pay.”73     

4.2 Grew up democratically 

The income tax was transformed from a tax on the wealthy into a “mass tax” or “democratic” tax 
in the 1940s. The transformation “was driven by the need for the Canadian government to raise 
unprecedented amounts of money to finance the unlimited war effort to which Canada committed 
in 1940”.74 It was achieved through the introduction of the pay-as-you-go withholding system.75 
Through the withholding system, many taxpayers became “revealed” to the tax system. For 
example, the number of tax returns filed by individuals jumped from 31,130 in 1918, to 300,000 
in 1940, nearly 900,000 in 1941, about 1.8 million in 1942 and 2.25 million in 1945.76 In terms of 
tax revenue, personal income tax generated $45 million in 1939-40 and $296 million in 1941 and 
$768 million by 1945. 77  Between 1939 and 1945, personal direct tax revenue increased by 
approximately 1,700 percent, and went from being a secondary source of federal revenue derived 
entirely from a high-income minority, to being “democratized,” becoming nearly universal and 
well on the way to becoming the principle single source of government revenue.”78 

Fairness is sometimes considered the “glue of a democratic society”. 79  A fair tax is thus 
indispensable in a democracy. Since becoming disassociated with wars in 1948, the income tax 
has “played a foundational role in the development of modern Canadian society by generating the 
necessary revenue to finance Canada’s public goods and services and by functioning as a main 
tool for achieving distributive fairness, sustainable economic development, and democratic 
politics.”80  

5 A UNIVERSAL TAX ON EARNED INCOME 
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5.1 Purpose and scope of the proposal  

We propose to remove the differential treatment of income derived by workers in different settings 
by taxing all forms of earned income equally. The purpose of such universal tax is to make the 
income tax a fair and democratic again. From the perspective of democratic politics, placing a 
greater tax burden on Canadians who work as employees will likely be politically unacceptable. 
Canadians’ views of the tax system and their support for tax reforms have been largely contingent 
on perceptions of equity and fairness.81  

In terms of technical design, the proposal will remove the tax advantages currently available to 
incorporated workers and extend source withholding to payments to the self-employed and 
incorporated workers. The universal tax base will continue to be net income, allowing income-
earning expenses to be deductible.  

In this paper, we do not engage in the debate about the level of progressive taxation or the degree 
of redistribution of income. We presume that income from capital and capital gains will continue 
to be treated separately from earned income. 

5.2  “Earned income”  

5.2.1 General notion 
For reasons canvassed in the previous part, the income tax base should ideally be broadened to 
capture all forms of income derived by human efforts.82 Taxing income from a broadly defined 
category of labour or work makes more sense in the age of automation.  

We propose to use a broadly-defined notion of “earned income” to define the tax base. The starting 
point can be the current use of “earned income” in section 63 (child care expense deduction) and 
section 146(1) (contributions to RRSPs).  For example, subsection 63(3) defines earned income to 
be the total of: (a) income from employment or office, including amounts covered by sections 5, 
6, 7 and 56(1)(n) (n.1), (o) or (r); (b) all incomes or amounts from all businesses carried on either 
alone or as a partner actively engaged in the business; (c) all amounts received under the CPP.  

The proposed universal tax will expand the scope of this notion to include all personal income 
other than income from capital or capital gains, earned directly or indirectly through private 
corporations.  It will encompass all forms of income earned by workers as employees, freelancers, 
or incorporated workers.   

5.2.2 Earned income through corporations 
Incorporated workers should be taxed like unincorporated workers. Technically, this can be 
achieved through deeming corporate income to be earned income unless the income is from a re-
designed “active business”. The deeming rule can be based on the existing specified personal 
services business regime or an imputing regime modelled on the dual income tax systems in the 
Nordic countries.83  
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The existing personal service business is narrowly defined to include only incorporated employees 
and the corporation is the taxpayer. Under the proposed universal tax, the income of a closely-held 
Canadian controlled private corporation would be deemed to be earned income of the 
shareholder/worker. The corporation would be treated as a conduit for tax purposes.84   The 
applicable tax rates would depend on the amount of income, which is different from the current 
regime of taxing personal service business income at the top rate.  

Alternatively, a corporation’s income can be imputed to the shareholder/worker through: (a) 
imputing a minimum level of wage to the shareholder/worker and assigning the residual as a return 
from capital;85 or (b) imputing a return to the corporation’s business assets by multiplying the 
value of the assets by an assumed rate of return on capital and profits exceeding the imputed return 
are deemed to be returns from labour.86 The assumed rate of return can be based on the interest 
rate on government debt plus some risk premium.87 In other words, there is an imputed “normal” 
rate of return to invested capital (e.g. dividend) and the excess is treated as earned income.     

Tax arbitrage will occur as long as earned income is taxed more heavily than capital. There is no 
one-size-fits-all solution. However, the idea that return to human efforts should be taxed as earned 
income is too important to be sacrificed. Irrespective of legal arrangements to re-characterize, re-
locate or re-direct income from human efforts or labour, such income should be taxed as earned 
income. This is not to downplay the “pernicious problems for tax authorities”88 in applying the 
anti-arbitrage rules and the political resistance from small business owners and their supporters.  
One solution is to reduce the gap between tax on earned income and capital income.89   

Assuming the small business deduction continues to exist, we propose to redefine “active 
business” to capture business activities that generate positive societal benefits by reference to 
substantive tests that can be measured, such as by the number of full-time jobs created by each 
shareholder/worker for arm’s length parties, the assets/earnings ratios, etc.  In essence, a closely-
held private corporation will earn either earned income for the shareholder/worker or active 
business income eligible for the small business deduction. The preferential taxation of active 
business income would be justified on grounds of societal benefits.  

5.2.3 Earned income disguised as Capital 

The proposed universal tax on earned income must address the issue of earned income being 
disguised as or embedded in capital. In principle we are sympathetic to the arguments for treating 
income from capital and capital gains separately from earned income, such as higher level of 
mobility of capital, encouraging investment and risk-taking, and pragmatic concerns. We will not 
discuss whether earned income and capital income should be subject to the same level of 
progressive taxation.  

The ITA has always treated capital differently from income.  “Income tax is a tax on income”90 
and capital is not income.91 Income from capital (or savings) is taxed favourably through a number 
of tax shelters, such as retirement (RRSPs), children’s education (RESP) or savings in general 
(TFSA).92 Capital gains from the sale of a principal residence are tax-free and capital gains from 
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the sale of qualified small business corporation shares and farming/fishing property are tax-free 
up to a limit (currently $800,000). Further, Canadians can invest their savings outside Canada in 
ways that can defer or avoid Canadian tax on investment income.93 As a result, it is suggested that 
few Canadians pay tax on their marginal investment dollar.94 The income tax system has treated 
capital gains differently from income.95 Prior to 1972, capital gains were not income. Since 1972, 
capital gains have been partially taxable (currently 50%).96 In addition, certain types of capital 
gains are eligible for further tax preferences. Examples are gains from the sale of a “principal 
residence”,97 gains from the sale of qualifying small business corporation shares or farming/fishing 
property up to a defined lifetime limitation ($848,252 in 2018),98 and gains from donating shares 
to charities.99  

The preferential treatment of income from capital and capital gains have been justified on social 
and economic policy grounds, such as encouraging private savings100 and home ownership.101  The 
lifetime capital gains exemption was intended to encourage entrepreneurship by enabling owners 
of small businesses to retire with additional money as they, presumably, could not take advantage 
of RRSPs or RPPs, which were tied to employment income.102 Capital gains are partially taxed for 
several reasons, including the concern for inflation as no adjustment is made for inflation in 
computing capital gains. The main reason is perhaps economic costs on the economy.103  

Without challenging the policy justifications for the tax bias for income from capital and capital 
gains, we argue that such preferential tax treatment should not be extended to earned income 
disguised as income from capital or capital gains. Under the current ITA, earned income could be 
converted into “dividend” or capital gains through using a private corporation. For example, a 
doctor who performs her professional services through a private corporation that pays tax at 9% 
on income from the services and subsequently is able to distribute its after-tax profit to the doctor 
in the form of dividends. If the after-tax profit is retained and the value of the shares increases 
accordingly, there will be tax-exempt capital gains (up to the lifetime exemption limit) when the 
shares are disposed of. Had the doctor worked as a self-employed or employee, the income from 
services would not be taxed as income from capital or capital gains.  

The deeming rule or the imputation method discussed above can be used to restore the true 
character of dividend or capital gains as human efforts on the part of the shareholder/worker as 
well as to ensure that capital that represents after-tax funds. 

5.3 Broader use of withholding tax 

The introduction of the PAYG withholding mechanism helped transform the income tax into a 
mass tax in the 1940s. To restore the fair treatment of all workers in the age of automation, our 
proposal calls for an expansion of the withholding mechanism to service fees paid to workers 
directly or indirectly through private corporations. The current tax system relies on withholding 
tax as a collection measure in the case of employment income (ITA s.153) and business income 
derived from services rendered by non-residents in Canada (ITA s.212(5.3) and Regulation 
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105).104  As in the case of the existing withholding tax on employment income, the withholding 
tax is provisional and reconciled with the tax payable when an annual return is filed.  

The PAYG withholding mechanism has been indispensable because it ensures the “visibility” of 
the income payment and “encourages” the recipients of income to account for their tax by filing a 
tax return. Some costs of compliance are incurred by the employers and payers of services, but the 
overall cost of collection was much lower than otherwise.105 Employees were reportedly “content” 
with the source withholding as it relieved them from coming up with cash to pay tax in the spring, 
and some employees looked forward to receiving the “tax refund”. To this day, income reported 
from employers (i.e. third parties) is found to be the easiest, least expensive, and most easily 
enforceable form of income tax collection.106 

To expand the PAYG withholding to all forms of earned income paid to workers directly or 
indirectly, ITA section 153 or Regulation 105 could be amended. The expanded mechanism would 
make the taxpayer account for their income tax liability. Through transparency in tax information, 
equal taxation of all workers can be achieved. To simplify compliance, the rate of withholding tax 
can be set at a flat rate of gross payments that approximate an effective tax rate for the majority of 
workers.   

5.4 Policy assessment 

5.4.1 Fairness   

The proposed universal taxation of earned income is, in effect, a tax on all workers, regardless of 
the legal arrangements used to regulate the relationship between the worker and recipient of the 
services of the worker. It leaves the debate about the taxation of capital and wealth to another 
project. As such, the proposal does not seek to reform the tax base to reflect Carter Commission’s 
comprehensive tax base. And yet, the proposal is arguably better than the current system in terms 
of equity, neutrality and revenue by removing the tax biases for non-employee workers.    

At present, income tax falls primarily on individuals earning employment income. For example, 
in 2017, personal income tax revenue accounted for 79% of total income tax revenues107 and 
employment income and retirement income (that is, deferred employment income) accounted for 
about 80% of total assessed income from all sources.108 The recent trends suggest that employees’ 
tax burden rose while their share of national income declined. Since the 1980s, Canadian labour’s 
aggregate share of income, i.e. the ratio of total labour compensation to GDP, has declined 
considerably,109 while the share of personal income tax of total government revenues increased.110 
These trends may threaten the reliability of income tax as a main source of government revenue 
and erode political acceptance of the income tax as a fair tax.  

Employment income has been a reliable tax base. Labour is less mobile and the labour market less 
elastic, compared to capital.111  As a “tax on ourselves”112 the income tax seems to have been 
accepted by Canadians as a fair tax. There have been no serious attempts to eliminate it. As 
citizens, taxpayers are also voters, many of whom may view “continuing and steady improvement 
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in their standard of living, accommodated and assisted by governments, as something approaching 
a national birthright.”113 Lower-income groups and middle-income groups may support higher 
taxes on higher-income earners. Upper-income groups pay a disproportionate share of the tax 
burden, far more than most receive in public services or benefits.114 The political process has thus 
far resulted in a twining of “taxing the rich” and “taxing labour” in the income tax system.115  

In the age of automation, the line between employees, freelancers and entrepreneurs becomes more 
blurred as income-earning activity increasingly involves the combination of human effort, human 
capital and technology. The rise of the proportion of freelancers and the increasing use of private 
corporations supports the belief that this shift is taking place. The traditional distinction between 
employees and the self-employed turns on common law tests, which are influenced by the 
characterization determined under the contracts between the service provider and her/his client, or 
the characterization for purposes of labour law, tort law or other areas of the law.116 This approach 
is questionable in general as it takes the accessory feature of tax law too far without due respect 
for the special attributes and functions of income tax. Applying this approach to services rendered 
online or through robots would be more problematic for tax purposes.     

Moreover, using private corporations to carry out work can “meld the two inputs [labour and 
capital] in their operation”.117 The value of the business and the shares of the corporation may be 
created primarily by the efforts of the owner-manager. Kesselman suggests the following: 118 

Almost all supernormal returns conventionally attributed to capital in fact reflect 
the individual’s characteristics and thus are more properly viewed as the product 
of labour-type inputs. Supernormal returns in business and investment reflect not 
only good luck or pure rents but also the contribution of individual efforts, 
experience, ingenuity, perseverance, vision, social skills, connections, and special 
knowledge – all of which are aspects of labour rather than of capital per se. 

Individuals can use private corporations to convert not only the proprietor’s labour income into 
business or capital income but also split this income with family members who do not participate 
in the business. With the advance of technologies and the ability to render services remotely, 
individuals can use foreign corporations (or trusts) to provide services to foreign clients through 
such corporations (or trusts) and avoid Canadian tax altogether. 119 In a knowledge economy, 
converting earned income into capital would increase. This has been notable in the technology 
sector where founders of a start-up company capitalize his/her creative/entrepreneurial efforts into 
capital when the company goes public. It was noted that:120  

The founders of Silicon Valley start-ups, for example, typically invest little cash 
themselves. Instead, in lieu of high wages, they instead take most of their pay in the 
form of common stock. If a company succeeds, the value of its common stock 
increases, sometimes generating very high returns for the founders and early 
employees. 

Converting human efforts into capital is not limited to the technology sector. Any small business 
proprietor with a bright idea may expand to create a much larger enterprise, using bank loans and 
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retained earnings, then by taking the firm public. According to Kesselman, “virtually any large 
fortune accumulated by individuals will involve these personal attributes”. 121 For example, a 
securities or venture capital investor has the skills, temperament, and knowledge (possibly insider 
knowledge) to achieve supernormal returns. 

Under the proposed universal tax on earned income, distinction between employees and the self-
employed would not attract significant different tax consequences, and, more importantly, income 
earned through private corporations and earned income disguised in capital would be taxed like 
employment income. Inequities between employees and other workers would be reduced. The tax 
system would be less distortive by removing the tax incentives for hiring independent contractors 
or incorporating personal or professional services. The same tax policy should apply to all workers 
– employed and self-employed and incorporated self-employed – as they will become increasingly 
more inter-changeable: “When a steelworks closes, …[f]ormer unskilled employees become self-
employed taxi drivers, window cleaners and small garage employees. Draughtsmen, precision 
engineering fitters and computer specialists become self-employed in their own trades.”122 

5.4.2 Simplicity  

A simpler tax system would be arguably more effective in the age of automation as the traditional, 
largely legal, lines of distinguishing income are blurred and rendered less meaningful to the 
income-earning activity per se. The proposed universal tax on earned income presents 
opportunities for simplification. It is similar to the dual income tax. “[T]here are decades of 
experience with the dual income tax in countries not all that unlike Canada in many important 
respects.”123 The potential simplicity results from reducing the need for line-drawing between the 
employed and self-employed and between services rendered personally or through a owner-
employee corporation or through a partnership. The fiscal impact of using legal fictions or 
contracts to provide services is thus minimized. However, the need for anti-avoidance rules to 
prevent income splitting or converting earned income into capital income remains, but such rules 
are expected to be simpler than the current rules.124  

Another area of simplification would be the taxation of private corporations. The current regimes 
for incentivizing active business activities at the corporate level and integrating the corporate tax 
and personal tax in other cases are very complex. The 2018 amendments to prevent private 
corporations from being used to defer tax on passive income or split income add more 
complexity.125 Such complex rules would be unnecessary under the imputation method or look-
through method in determining the earned income. There may even be a chance to simplify the 
small business deduction while improving its effectiveness. By linking the tax subsidy to private 
corporations that generate positive externalities, a smaller number of private corporations would 
qualify.      

Requiring earned income be subject to withholding tax is feasible. With the aid of technology and 
artificial intelligence, the payer of service fees is likely in a position to know who the worker is, 
what the amount is, and when the fee is paid or payable.  Contracting, rendering of services and 
payment of service fees are increasingly being done online, and as such, a record of each 
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transaction or a digital trail exists. It is conceivable that the tax compliance function will soon be 
performed by robots.126 As early as 1969, Mr. Smith, then Deputy Commissioner of Internal 
Revenue Services, said that “automation provides new tools for improving and, to some extent, 
simplifying tax administration.”127    

5.5 A sense of urgency 

Wayne Gretzky was quoted for saying that “I skate to where the puck is going to be, not where it 
has been.” 128 This way of thinking is quite apt for dealing with the disruptions to the tax system 
brought about by automation.  

The speed of change transforming how people work is occurring much faster due to digital 
automation than it did previously from mechanical automation alone. If close to 50 percent of the 
workforce will soon leave traditional employment jobs, it will threaten the sustainability of the 
income tax as an instrument of generating revenue in a fair and equitable manner. It is time for 
Canada to take notice of this shift and its implications for the tax system.   

Based on past experiences, successful tax reforms take time. So, now is a good time to start the 
process. There is no reason to believe that the income tax system is incapable of remaining a key 
policy instrument of raising revenue and achieving redistribution of social income, even in the 
automation age. Fortunately, there have been recent debates in Canada about reforming the tax 
system. Our proposed universal tax on earned income adds to the existing tax reform ideas. It seeks 
to treat all workers equally, irrespective of the legal arrangements (e.g., through a private 
corporation) or legal constructs (contract of services or contract for services) used to earn the 
income. It would also treat skilled workers, knowledge workers and entrepreneurial workers the 
same as all other workers and treat entrepreneurs differently only if their activities generate 
positive societal benefits. We admit that these ideas are preliminary, but it is time to start preparing 
the tax system to better meet the challenges of the age of automation. 
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