CHAPTER 5
INTERNATIONAL ECONOMIC RELATIONS

Because nations have diffgrent resource .endowments and capital and labour
are nét perfectly mobile betwéen them, world production can be increased by
national specialization and international trade. World production can be in-
creased sfill further if knowledge is quickly diffused among nations and labour
and éapital are able to move across national boundaries to their mos£ produc-
tive uses. Canada has gained enormously in the past, and will continue to gain
in the future, from foreign trade, imported knowlédge, immigration, and by
supplementing Canadian resources with those ofioﬁher nations when Canadian

resources are fully employed.

.Close international economic tigs between nations create problems as well
as confer advantageé. When domestic output fluctuates, imports and exports can
adjust in a compensatory fashion and mitigate the domestic instability. But it
is slso possible for the domestic economy to be disturbed directly or indirectly
by external changes that are difficult to offset by domestic policy. The free
movement of capital may make it possible to sustein higher rates of economic
growth without inflation; but speculative international movements of capital
can result in wildly fluctuﬁting exchange rates or reserves that require the
adoption of policies inappropriate to the prevailing domestic economic condi-
tions. Foreign investment may bring "know-how" and eccess to markets; it also

brings foreign ownership and control that are often thought to be undesirable.

We have found it necessary to restrict our examinstion of the brosd and
complex issues involved in Canada's international economic relations to those

questions that are immedistely relevant to the main interest of our 1nqﬁiry.

We have not attempted to examine Ceneda's tariff policy, but we have tried
to teke it into account. If present Cenadian tariff policy represents Canadian
opinion, Canadians ere williné to sacrifice the higher per capital incomes that
would result from a more internetionally specialized econcmy, for a more urban,

more industrialized, and more densely populated nation. We shall not belabour
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here the advantages of international spécialization nor question the choice
that has been mmde, although we shall réturn to this point briefly later in
the chapter. Ir'what follows we shall éssune that, to the extent policy is
changing, it is changing in the directi&n of freer trade, end that there is no

desire to reduce Canada's exports or imports as a percentage of national output.

We have not tried to evaluate thé;wisdom of adopting a fixed exchange
rate. Whatever its advantages or disadvantages, Canads has adopted such a
policy and we have taken it as z given éondition for our purposes. Adopting
a fixed exchange rate does not mesn, of.course, that it can never be changed.
Exchange rate adjustments sre permissibie under the Internstionel Monetary
Fund Charter and ought to be used if a fundemental conflict exists between
the achievement of our domestic growth and staﬁilization objectives, and the
maintenance of balance-of-payments equilibrium. We do not see such & conflict

at the present time.

We have not attempted to assess the adequacy of monetary policy in main-
taining Canada's exchange reserves under a fixed exchenge rate, but we dc
consider the consequences for fiscal policy. In this ares we have relied
heavily on the work of the Royal Commission on Banking and Finance. We accept
the propesition advanced in its Report that most of the time monetary policy
will be adequate to the task, but that a fixed exchange rate throws e heavier
burden on fiscal policy if there is a conflict between the monetary policy
required to stabilize foreign exchange reserves and the monetary policy that

would be appropriete to meet prevailing domestic economic conditions.

The objectives to be sought in Canada's international economic rela-
tions are those specified in Chapter 1: full employment, relatively stable
prices, and an efficient allocation ofjresources. We considered but rejected
the idea of including in our list of objectives one that explicitly dealt with
maintaining international balance-of-payments equilibrium. In our view, the
full-employment, price stability, and efficient allocation objectives have
primacy of plsce. Balance-of-payments;equilibrium should be considered as a
constraint on the realization of thesegobjectives rather than an objective

in its own right.
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We have had some difficulties with the foreign ownership and foreign
control objective set for us by the terms of reference, because it appears to
have prejudged this particular issué. We would have preferred to have been
asked to consider whether there was a net economic benefit from foreign ownership
and how the net economic benefit from foreign direct investment in Canada might
be increased, rather than how Canadian ownership might be encouraged. However,
the qualification included in.our terms of reference, that our recommendations
should not reduce foreign investment in Canada, requires us to consider the

wider question.
BASIC CONCEPTS

International economic transactions occur when residents of one country
sell goods, render services or transfer rights to or interests in property to
residents of another country. The international balance of payments of a country
is a record of the value of these international transactions over a period of
time. In principle at least, the balan;e-of-payments accounts are formulated
on the basis of the conventions of double entry bookkeeping. Each transaction
between a resident and a non-resident requires both a positive entry and an
equal negative entry in the accounts of each nation. If all transactions are
recorded and the two entries are made for each transaction, the accounts must
balance in the sense that for each nation the sum of the positive entries will

equal the sum of the negative entries.

The accounts consist of two parts: a current account and a capital account.
Roughly speaking, the current account records as a positive entry the expenditures
by non-residents that generate income ;or residents (Canadian exports of goods
and services), and as a pegative entry the expenditures by residents that
generate income for non-residents (Canadian imports of goods and services) 1/.
Imports and exports are defined broadly to include interest, dividends and other
payments for the services of capital. Thus, Canadian exports include not only
the value of Canadian goods and tangible services sold to noﬁ-residents, but
the payments non-residents make to Canadians for the services of Canadian capital.

Similarly, Canadian imports include not only the value of foreign goods and
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tangible services bought by Cansdian residents, but all the payments Cana-

dians make to non-residents for the services of foreign cepital.

The first part of the capital account records the changes in the claims
between residents and non-residents of such things as foreign bank deposits,
foreign bonds and foreign equities. Increases in residents' claims against
non-residents, or reductions in the liabilities of residents to non-residents
(outflows of capital from Canada) , are fecorded as negative entries. Conver-
sely, reductions in residents' claims against non-residents, or increases in
"the liabilities of residents to non-residents (inflows of capital to Canada),
are recorded as positive entries. The second part of the capital account re-
cords changes in official holdings of gold and foreign exchange end changes in

Canada 'é net positioh with the International Monetary Fund.

A deficit on current accqunt 1s necessasrily associated with & capital ac-
count surplus of equal size; for if Canada pays more for goods and services than
it receives, it must increesse its liabilities to, or reduce its claims against,
non-residents by an offsetting amount. Canada has to borrow from foreigners or
reduce its loans to foreigners. There must be a capital inflow., Similarly, a
current account surplus would be associated with a capital account deficit to
reflect the fact that, when the value of Canadian exports exceeds the value of
its imports, the difference must be financed by a capital outflow. Thet is,

Canada must lend to non-residents or reduce its liabilities to non-residents.

Fina.lly,. it should be noted that the current account of the balance of
payments is a cémponent of gross national product (GNP). Exports , because they
glve ris;a to income for residents, are included in GNP as a positive item. Be-
cause ‘I';he deta do not permit estimates of the expenditures of Canadian residents
on the goods end services currently produced by Canadians by type of expenditure,

aggregate imports are deducted from GNP as one item.

A current account deficit means that there is a net leakage of purcbaéing
power from Canada. If there is unemployment, Canadian income and employment would
. be increased if forelgners would buy more from Canada, or Canadians would buy ‘more

" from Canadians and leas from foreigners 2/. However, when all resources in Canada
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are fully employed, a current account deficit meens that Canadians are
supplementing domestic resources with foreign resources. Were it not for
the capital inflow (borrowing from foreigners) , Canadians would have to

consume less or reduce the rate of capital formation.

Because each country has its own medium of exchange, and because the
residents of a country usually want to command goods in their own country, there
has to be a mecha.nisﬁx by which an exporter can receiﬁe paymerxt in domestic .
purchasin_g power and by which an importer can make payments to his supplier in
foreign purchasing power. The foreign exchanée x'na.rket serves this function.

In this market the accounts receivable of one nation are exchanged for the
accounts receivable of énother. The rate of exchange, the price of one currency
in terms of another, is debermined by supply and demand, as are other prices,
although supply and demand in this market are often influenced by government
transactions made for this purpose. If the value of a country's imports

exceeds the value of its exports, the residents of other countries must

increase their claims against, or reduce their liabilities to, the residents Aof |
the country with the current account deficit. The price of the claims of the_
deficit country must be such, relative to the prices of the claims of other
countries , that non-residents will hold the additional claims against the deficit
country or the residents of the deficit country wlll hold fewer claims against

other countries.

If the situation is not as described above, that is » if what we may call
autonomous transactions on current and capital accounts do not Just offset one
another, some adjustment must teke place. With a flexible exchange rate the
relative value of currencies is normally the first thing to alter. When Canada
was on this system, a depreciation of the dollar normally brought in an inflow
of speculative capital to finance the temporary deficit. Ultimately, the lower
foreign-currency prices of Canadian goods, compared to thosé produced abroad,

would bring about a more permanent ad justment, unless the situation altered again.

With fixed exchange rates, the government of the deficit country must

initially maintain the value of 1t8 currency by supplying foreign exchange from
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its reserves. If the drain on reserves persists, that government will ultimately
wish to adopt fiscal, monetary, or exchange rate policies to encourage exports

and capital inflow and to discourage imports and capital ocutflows.

FULL EMPLOYMENT, PRICE STABILITY
AND THE BALANCE OF PAYMENTS

In the past, féreign trade has had a stabilizing rather than a destabilizing
influence on the Canadian economy 2/. This statement seems paradoxical in the
light of the fact that the direction and timing of the cyclical fluctuations in
the Canadian economy have been very close to those of the United States economy,
although the cyclical fluctuations in the Canadian economy have been lgss
extrenme E/. It might be assumed that if the timing and the direction of the
changes in activity in these two economies are similar, the fluctuations in the
Canadian economy must be "caused" by our trade links with the United States
economy. The paradox largely‘disappears vhen it is recognized that there are
many economic, social and cultural links between the two nations that have
apparently played a more important role than the trade 1ink. The stabilizing
role of the foreign sector of the Canadian economy is attributable to the marked
sensitivity of Canadian imports to changes in the rate of increase of GNP when
the Canadian economy is operating relatively close to its poiential. It is true
that fluctuations in the United States economy create fluctuations in Canada's ~
exports, and these in turn bring about fluctuations in Canadian GNP. However,
within the range of fluctuations in Canadian GNP that have taken place, when
there is a slow~down in the growth of GNP for any reason, imports decline more
rapidly than GNP. Foreign suppliers suffer a disproportionately large share of
the decline in activity. When the Canadian economy is pressing against capacity,
Canadian imports rise more rapidly than GNP as Canada draws on the resources of

other nations.

While Canada thus achieves an approximate balance of trade over the business
cycle, the non-trade components of the current account of the balance of payments,
the so-called inviéibles, such as interest and dividends, are persistently in

deficit; but the deficit on invisibles does not fluctuate markedly with
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fluctuations in the level of economic activity. Therefore, Canada has a persistent
deficit on current account, which increases in periods of expansion and declines
in periods of contraction.
The Stabilizing Role of
the Foreign Sector

The stabilizing fluctuations in the current account balance are only pbssible
because there are increases in the net capital inflow when the deficit increaéeé,
and vice versa; If thié were not the case there would be violent changes in
the exchange rate (under & flexible exchange rate system) that would tend to
reduce the stabilizing changes in the current account, or there would‘be éharp
changes in the exchange reserves (under a fixed exchange rate system) that might
force devaluation or appreciation of the exchange rate as the Canadian economy
moved from periods of fullAutilization of capacity to periods of slack. Because
the net.capital inflow does not necessarily smoothly adapt itself to finance the
changes in the current account deficit, the fact that the stabilizing fluctuations

in the current account deficit have occurred suggests two points:

1. The periods of buoyancy in the Canadian economy have been brought about
by high rates of capital formation financed to a significant extent by
foreign direct investment in Canada.

2. It has been possible through thé use of monetary poliéy to maintain a

. differential between Canadian and United States interest rates that in-
credsqd foreign portfolio investment in Canada during periods of
rapid expansion and reduced it during periods when Canada had excess

capacity.

Therefore, any attempt that is made +to escape the effects of fluctuations
in othér economies through increasing Canada's self-gufficiency.by shifting
resources from the production of exports to the production of import-competing
goods is unlikely to be successful. Indeed, the presumption 1s just the opposite.
Canada “exports" unemployment when domestic economic activity is declining -
and "exports" inflation when the Canadian economy is pressing against

capacity. Reduced dependence on trade would force Canéda to keep these
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undesirable "commodities" at home.

We. do not wish to imply that Canada should trade with other nations in
order to increase the stability of the Canadian economy. Censde must trade
s0 that it can specialize in the production of the goods and services it pro-
duces most efficiently and thereby increasse the real income of Canadians and
others., But we wish to emphesize that, in our view, there is no basic conflict
between domestic stebility andvheavy reliance on foreign trade as such ﬁ/. It
is often overlooked that, if Caneda were completely isolated economically from
the rest of the world, the Canadien standard of living would be immensely lower

and the economy would still be as unstable or more unstable than it is now.

The Potential Conflict

The de&aluation crisis of 1962 in this country end the more recent strug-
gle of the United States to eliminate its persistent belance-of-payments problem
are reminders that the maintenance of stable and viable economic relations be-
tween countries is difficult, and that the efforts to achieve external stability

may limit a country's ability to maintain internel stability.

To reduce complex issues to their simplest terms, when there is less than
full employment, Canada needs monetary and fiscal ease and, when there is a
danger of rapidly rising prices, monetary and fiscal tightness are needed. If
the current account deficit behaves over the business cycle as 1t often does,
with larger deficits at the peaks and smaller deficits at the troughs, monetary
and fiscal tightness at the peaks will tend to induce a larger net capital in-
flow to finance the larger deficit; monetary and fiscal ease at the trough

will tend to reduce the net capital inflow as the deficit is reduced.

Under a Flexible Exchange Rate. With a flexible exchange rate, if the net

capital inflow increases by more than enough to finance the increassed trade
deficit at the peak of the business cycle, the value of the Canadian dollar
will tend to rise relative to that of other currencies. Similarly, if the net
capital inflow falls by more than enough to offset the reduced trade deficit
at the trough, the value of the Canadian dollar will tend to depreciate. These
changes in the exchange rate will complement rather than frustrate domestic

stablilization policies by changing the relstive prices of imports and exports §/.
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Under a Fixed Exchange Rate. With a fixed exchange rate the disequilibrium

between changes in the current account deficit and changes in the net capital
~inflow bring about changes in the exchange reserves. There is no automatic
equilibrating mechanism. If tight money at the peak of the business cycle
induces. an increased inflow of portfolio investment and this, together with the
growth-oriented inflow of foreign direct investment, is greater than that
required to finance the trade deficit, the government must buy foreign exchange
to hold down the value of the Canadian dollar. If these purchases of foreign
exchange are not financed through an increase in-the domestic money supply,
Canadian interest rates will rise, and a greater portfolio inflow will be
generated which will require continuing purchases of foreign exchange.  If
foreign exchange control, changes in commercial poli;y, and appreciation of the
dollar are ruled out, the government can only escape from this dilemma by |
adopting an easier monetary policy, perhaps at a time of actual or incipient
inflation, and rely upoh'a tiéht fiscal policy to curtail the increase'in
dﬁmestic demand. in the sﬁoftvrun, it can do virtually nothing directly t6
‘encourage greater imports and reduced exports, although this result will be

brought about if Canédian prices rise more rapidly than foreign prices.

Easy money at the trough of the business cycle can also create difficult
problems with a fixed exchange rate. If the net capital inflow falls more
sharply than the current account deficit, Canada's exchange reserves will decline.
If the lqss of reserves is sufficiently rapld and persistent, the monetary
authorities will be forced.to tighten credit conditions to encourage a greater
capital inflow at a time when low interest rates are needed to stimulate capital
formation. Here, foo, there muét be great weight put.on expansionary fiscal
policy; for fiscal policy’muét campensate for the depressing effects of monetary
policy. It should also be recognized that the more successful the expansionary
fiscal poiicy the greater the -trade deficit will become, the greater will be the
pressure on the exchange feserves, and the higher interest rates will have to be
to bring about an incre#ge in the capital inflow, unless one can count 6n the

expansion itself to attract direct investment.
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However, because some of the portfolio inflows are sensitive to the dif-
ferential between Canadian and United States interest rates, and because fluctua-
tions in the two economies of'ten occur at the same time and are in the same
direction, when Canads adopts a restrictive monetary policy to contain the
expansion, the resulting high interest rates in Canada will frequently coincide
with high interest rates in the United States. A similar situation holds when
expansionary monetary policies are adopted. Thus, the dahger of a conflict
between external and internal stabilization goals is less probable than would
appear to be the case when Canadian stabilization problems are considered in
isolation. Only when Canadian and United States internal stabilization problems
differ in direction or degree is a major conflict likely.

Problems Created by the Ceiling on Exchange
Reserves and the United States Guidelines

We have described the conflict that may arise from an inordinate increase
in Canada's foreign exchangé reserves if tight monetary and fiscal policies are
adopted to reduce the rate of increase of aggregate demand. Monetary policy may
have to be relaxed to reduce the capital inflow, thus throwing & heavier burden
on tight fiscal policies. This poteptial conflict is made much more pressing,
although it is not changed in essence, if a ceiling on Canade's exchange reserves
is adopted. With an exchange reserve ceiling, monetary policy may have to be
relaxed more quickly and more completely +than would be the case if the reserves
could be allowed to vary within wide limits. In such a situation, fiscal policy

will have to react quickly to prevent inflation.

The Canadian government accepted a ceilipg on its exchange reserves as the
price of obtaining exemption from the United States interest equalization tax
imposed in 1963. It is not cbvicus why the United States government would have
wanted to apply the interest equalization tax to Canada. Canada had not been
accumlating exchange reserves and even if it had been, there is no doubt that
the reserves would have been held in the form of United States dollars rather
than in gold, and it i1s the loss of gold that is the concern of the United States.
Only if Canada borrows in the United States and then lends United States dollars

to, say, BEurope is the United States gold position likely to be threatened. 1In
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fact, Canada has been a large net provider of foreign exchange to the United

States for a number of years.

Without entering into a full discussion of the reasons for the decision
of the Government of Canada to seek an exemption, had Canada not obtained
exemption from the interest equélization tax, Canadian equity markets would
have been subject to extreme pressures and an exchange crisis would have been
diffiéult, if not impossible, to avert. Certainly Canadian interest rates would
have had to have been significantly higher thaﬁ they were to maintain the net
capital inflow from the United States since 1962. Given the imperfections in
the Canadian capital m#rket, in particular, the 6 per cent interest ceiling on
bank loans, much higher domestic interest rates probably w§uld have had dis-
ruptive effects on the allocation of capital. Higher interest rates in Canada
undoubtedly would have been inconsistent with the need throughout the early
part of this period for a rapid rate of capital formation in Canada to move
closer to potential GNP. Nevertheless, acceptance of the limitation on the
reserves intensified the difficulty of achieving simultaneous domestic and

external stability.

The foreign investment guidelines adopted by the United States in February
and December 1965 changed the nature of the problem. The guidelines of February
A 1965 extended the voluntary guidelines programhe and the December programme made
those guidelines, particularly as they pertained to industrial instituticng, more
detailed and stringent.- The February guidelines had the two following effects

upon Canedian capital inflows:

1. Short-term loans to Canadian residents, and the purchase of new Canadian
iséues by United States banks, were ﬁllowed to increase only slightly
relative to earlier levels, while United States corporafions were urged to
repatriate liquid assets. '

2. The purchase of new long-term Canadian issues by Uhited States non-bank
financial institutions was restricted only by Canada's commitment to hold

its foreign exchange reserves below a stipulated level.

The December guidelines were more stringent, and coupled with the interest

equalization tax and the foreign exchange reserve ceiling, would have meant that
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the increase in foreign direct investment by United States corporations would
have been limited relative to earlier levels. The limitation was on a. world-
wide basis and it is difficult to know how it would have affected Canada. However,
the meeting of the Canadian and United States Minister;s in Washington, in March
1966 mﬁde it clear that the direct inveshnent i)rovisions of the December guide-
lines were not intended, or are not now intended, to alter the normal business
behaviour of United States subsidia;ries operating in Canada. If Canada can
qﬁickly obtain adequate information from the Canadian subsidiaries of United
States parent companies to ensure that these compahies are, in féct, behaving
in accordance with this agreement, the Canadian situation will be approximately
as it was prior to the announcement of the December guidelines. The ministerial

agreement is thus of great importance.

The February and December United States guidelines are extremely crude
instruments for controlling international capital flows, and it is difficult to
predict the extent to which they would have reduced the inflow of United States
direct and short-term portfolic investment into Canada. Had the agreement not
been reached it is possible, but unlikely, that they would have been so effective
that there would have been a loss of Canadian exchange reserves, which would have
compelled Cenada to raise its interest rates to maintain an adequate inflow of
long-term portfolio investment. If this had happened, Canaﬁa would have been
confronted with three al’oérna.tives: high interest rates in Canada despite the
interest equalization tax exemption; adoption of a much more restrictive domestic

fiscal policy; or devaluation of the Canadian dollar.

The important point to be borne in mind is that had the ministerial agreement
not been reached and had Canada decided to forgo the interest equalization tax
emémptioh (and superficially this would have seemed a sensible thing to do if
Canadian interest rates were going to be high in a.ny event), Canada would not
have escaped the discipline of the exchange reserve ceiling. Under thesg cir-
cumstances, the United States presumably would have restricted purchasés of
Cé.nadian gecurities by United States non-bank financial institutions which V(!:lld
have virtually closed off the inflow of United States capital into Canada at

any interest rate.
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The adoption of the fixed exchange rate,‘theiacceptance of a ceiling on
our exchange reserves, and, to a limited but uncertain'exfenf, the new United
States foreign investment guidelines, have greatly’increaséd the need for strong,
reliable and.readilyAimplementeg instruments of fiscal policy to_make up for
the possible preoccupation of monetary policy with the maintenance of external
equilibrium. We have discussed in Chapter > some of the instruments of fiscal
policy that are available for this purpose and how they might be used. We return
to a discussion of the guidelines as they relate to foreign ownership_and control
later in this chépter.

TAXATION AND CANADA'S INTERNATIONAL
COMPETITIVE POSITION

At the time this Commission was established there was general concern about
the decline in Canada's international compgtitive position. The view was
frequently expressed that the Canadian tax system was responsible I/. Many of
the briefs submitted to us put forward this point of view. As the effects of
the devaluation of the Canadian dollar prior to May 1962 were felt, this criticism
of the tax system greatly diminished. It‘is'now generally acknowledged that the
problem arose essentially because 6f the ovérvaluation of the Canadian dollar
and that taxes played little, if any, part in the deterioration. We are in

complete agreement with this diagnosis.

We will not discuss why the Canadian dollar was overvalued, for that has
already been ably done by the Royal Commission on Banking and Finance. We would,
however, like to make some generel observations about the effects of taxes on
Canada's international competition and report uﬁon the results of our enquiries

into some of the specific complaints that we received against the tax system.
Analysis of the Problem

The fact that a country has inefficient labour and capital, poor resources,
and backward technology relative to other countries will mean that its people
will be relatively poor but it does not mean that the goods and services produced

in the country cannot be traded internationally. If the countr&'s relative
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inferiority is not the same in all lines of production, there is some ex-
change rate at which trade can take place., If trade does not take place it

is a clear indication that an adjustment of the exchange rate is required.

It is possible for a nation's general international competitive position
to deteriorate over a period of time relative to some previous position.
This is to be distinguished from the constantly changing international com-
petitive positions with respect to the particular goods produced by particular
countries that result from changing relative prices for goods in all countries
as a result of market forces. Changes in a nation's general competiti;e

position will result from changes in:

1. The general level of prices relative to the price levels in other countries.
2. The exchange rate.

3. Trade barriers in the country 1tse1f 6r in the countries with which it trades.

Changes in the level of taxes, in the domestic economy or in other economies,
undoubtedly can change the relatiohship between general price levels in different
countries. However, it is by no means obvious that higher taxes will increase
the generalvlevel of prices. Furthermore, a change in relative price levels
resulting from changes in‘tax levels need not be compensated for by changing
taxes, whether this means offsetting domestic tax increases of one kind by tax
cuts of another kind, or by matching foreign tax cuts with domestic tax cuts §/.
The presumption is that if a general price level change 1s initiated by a per-

manent tax change, the best permanent adjustment is a change in the exchange rate.

While it is through their effects on costs and prices that taxes would
directly affect a nation's international competitive position, it 15 sometimes
argued that taxes have an indirect effect by reducing effort, initiative, risk
taking, the rate of capital formation, and technlcal progress. We accept the
proposition fhat the structurg of taxes can have deleterious effects on pro=
ductivity. The more slowly Canada's proéuctivity increases relative to fhat of
other countries, agﬂ the more rapidly wages rise relative to productivity at -

given levels of employment, the more difficult it will be to prevent a persistent
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deterioration in Canada's international competitive position. To prevent such a
deterioration would require a correspondingly slower rate of price level increase
than in other countries. This would probably mean acceptance of a higher rate
of unemployment and the associated slower rate of economic growth, that would be
in addition to the slower growth that would result directly from the low rate of
rroductivity gain. As we emphasized in the previous chapter , we believe that
Canada can, through reform of its tax system, improve the allocation of resources
a;nd increase the rate of increase of Canadian productivity. Our detailed ‘
proposals are designed to achieve these results while improving the fairness

of the system.

We have been unsble to find support, however, for the proposition that the
level, as distinct from the structure , of taxes has had, or is likely to have,
deleterious effects on Canada's international competitive position that cannot
be offset by adjustments of the exchange rate or other policies. We have no
intention of entering into a debate about the virtues and vices of "big" govern-
ment, but we have found no evidence that Canada canﬁot attain its domestic
obJectives through increased govermment expenditures without nécessarily
suffering & decline in its international competitive position. International
comparisons reveal no systematic association between tax burden, rates of growth,

inflation, and trade position.

Our research staff made extensive and intensive international tax comparisons.

The results can be briefly summarized.

1. There was no indication that Canada's competitive position deteriorated
in the 1950's as & result of any cause other than the level of the
exchange rate that existed prior to the dsvaluation of the Canadian dollar
or other factors over which Canada had no control. The Economic Council
of Canada suggests that, vfor the more recent period, Canada's international
campetitive position has been reasonably well maintained 9/ .

2. The overall level of taxation in Canada was neither particularly high nor
rising rapidly in relation to other countries in the period covered by the

studies made for us. But, as we have explained, we are sceptical that these:
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sorts of comparisons are meaningful. Certainly the fact ‘that & country
has high or rapidly rising taxes does not necessarily imply that its
competitive position must.deteriorate. Moreover, it does not follow
that taxes should be lowered or the rate of increase of taxes reduced
. because a country's competitive position deteriorates. More effective
and less painful adjustments may be possible.
3. For the period examined by our .staff, there was no _evidence that Canada's
reliance on direct, rather than indirect, taxes was unusually -high.
4. It was discovered, however, that while Canada's reliance on direct taxes:
was not out of line with other countries, its reliance on corporate in-
come taxes was unususlly heavy relative to ite reliance on other direct
taxes. ’Corporate 1nc§me tax revenues are hiéh relative to total taxes, .
and relative to GNP compared vittll most other'countr:le's. Coi-poi'ate in- .
come tax revenues as & préportion of total tax revenues ha\}e been de--‘
clining in Canada as they have in most other countries. Howevér, the'
decline ha.s been more dramatic in the Unitéd States with th; result that
Canada now draws a larger proportion of her revenues from fhis source

than does the United States.
Corporate Taxes

An analysis of the "effective marginal rate" l_(y of tax on corporate
income in Canada and the United States disclosed that, while the effective
marginal rate in Canada in 1964 was slightly higher than it was in 1951, . the -
United States effective marginal rate fell dramatically from 1951 to 19610 and
declined still further in 1965. Canad.e.’s effective marginal rate was much
below that of the United States rate in 1951; by 1964 the effective marginal
rate 1ﬁ the United States was a.i)out the same as 1n Canada. ;I'he decline in
the United States effective marginal rate was to a large extent attributable

to the 1ntroduction of generous depreciation rules and investment allowances.

The relatively heavy weight Canada places on corporate income tax revenues,
and the relative increase in the effective marginal rate of corporate income tax

in Canada compared with the United States warrant concern, but not because these
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factors have directly worsened our international competitive position. Most .

of the changes in the effective marginal rate: of Canadian corporate income tax
came about prior to the devaluation of the Canadian dollar, which began‘in 1960
and culminated in the establishment of the fixed rate in 1962. ‘We believe the
devaluation swamped the adverse effective marginal corporate income tax rate
changes which, after all, have to be substantial to have an appreciable effect

on prices. Rather, our concern is with the heavy weight of taxes on some kinds
of Canadian corporate source income. This reduces after-tax rates of return

to Canadians on Canadian equities, reduces the rate of domestic capital formation,
and distorts the allocation of capital in Canada. As we discuss in Chapter 4,

we believe our‘proposal to inteérate corporate and personal income taxes for
resident Canadian shareholders nould overcome these adverse effects, while
maintaining Canadian corporate income tax rates. It must be borne in nind

that a large proportion of Canadian corporate income flows to non-residents

who, at least in the case of corporations resident in the United States, can
usually offset most of their Canadian corporate income taxes against:their
domestic tax liabilities. Under these circumstances, Canadian corporate income
tax cuts are of reduced signiricance because much of the impact would be on foreign

treasuries rather than on foreign corporations and their shareholders.

Sales Taxes

It was represented to us in a number of submissions that the manufacturer's
sales tax has the effect of discriminating in favour of imports and against the
production of competing domestic goods by depriving the domestic producers of
part of the protection that the tariff would otherwise afford them ;_/
contrast, two submlssion alleged that the manufacturer's sales tax had the
opposite effect of encouraging domestic production at the expense of 1mports ;g/.
The basis of these opposlng contentions is thatlimports are snbject‘to tax on
their duty-paid value, whereas domestically produced goods are taxed on the
manufacturer's.selling price to wholesalers, actual or notional. If the domestic
price of a good contains clements of cost, such as expenses for advértising and
administration,-that are erclnded from duty-paid value because they are borne

subsequently by the importer, the sales tax base for the importer may be less
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than that for the domestic manufacturer. In addition, costs of transportation
are not all included in duty-paid value, and so tax on them may be avoided by
importing assembled products rather than parts for assembly. On the other hand,
the Department of National Revenue gives a variety of tax discounts to damestic
producers who campete against imports sold directly to retailers or consumers.

These discounts are never given on imported goods.

We have investigated in detail all cases of alleged favourable treatment of
imports brought to our attention, and such other cases as appeared to exist. In
some instances we found that the case put to us was based on partial information
and distorted the true outcame. We found also that the Department of National
Revenue has been exercising its administrative discretion with the utmost
diligence, flexibility, and ingenuity to avoid favouring imports. At the same
time, we have the impression that the administration of the Excise Tax Act is
so camplex that neutrality between imports and domestic production is impossible
to achieve, and that cases of favouritism for both imports and domestic production
are not unusual. Implementation of our recommendation that sales taxes should
be imposed at the retail level and that producer goods should be exempt should
effectively remove any deleterious effects that sales taxes may have on Canada’'s

international competitive position.
Export Incentives

It has also been submitted to us that exporters in other countries receive
special tax reliefs that give them a competitive advantage over Canadien exporters n/ .
On investigation, we found that such export incentives do in fact exist. None
seem to be of great significance, same of them are in the process of being dis-
mantled, and the continuation or expansion of others. would be a violation of the
letter or spirit of international agreements. Canada, }nd fifteen other
countries 14/ are now bound under article XVI:B:l4 of the General Agreement on
Tariffs and Trade not to use any direct or indirect export subsidies that would
result in the sale of other than primary products in foreign markets "at a‘ price
lower than the comparable price... in the domestic market". In addition, all

signatories of the General Agreement on Tariffs and Trade are under obligation
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to report any export subsidies. Whether or not subsidies are reported, countries
injured by them may institute discussions or consultations, or even impose a
countervailing duty upon the subsidized goods. Also, the signatories of the
European Free Trade Association Convention and the BEuropean Economic Commmunity
Treaty, most of whom are committed to article XVI:B:4 of the General -

Agreement oﬁ Tariffs and Trade, are bound by similar brovisions of their
respective treaties. In all these contexts, export.subsidies are defined

to include both the remission of direct taxes or social security charges

.ca.lcule.ted in relation to exports, and the remission of indirect taxes in excess

of those actually collected at one stage or at several stages on the goods

exported.

Despite treaty obligations, we found it extremely difficult to obtain
official information on export subsidies, other than those on agricultural
products and shipping that were only incidentally related to taxation. A recent
Canadian Tax Foundation survey reports that "A diligent survey involving a great’
deal of correspondence with many countries and agencies showed that specifically-
labelled incentives to exports are few" _ﬂ. Some such incentives were, never-
theless, reported in this survey or mentioned elsewhere. The Japanese and
French schemes of cc;rpore.te income tax reductions related to exports were among
the more important general tax incentives offered to exports. The Japanese
scheme was terminated in March 1964 prior to Japan's joining the Organization
for Economic Co-operation and Development. The form of the French incentive
was to give firms an acceleration of straight-line depreciation related to the
fraction of their output exported. It therefore lapsed at the end of 1964 when
straight-line tax deprecietion ceased to be availehle for tax purposes in that

country. Australia, too, reduces pay-roll and corporate taxes for exporters _1_6_/.

We are inclined to the view that such general export incentives are not a
serious threat to competitors. Something in the nature of l.pecific , or at
least non-uniform, tax incentives to exports may be involved in the practice
of many Europeen countries of refunding multiple stage indirect taxes on exports.

It was not possible to ascertain definitely whether or not these refunds are, in
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Tact, excessive and so constitute an incentive to exports 1.1/ The European
Econamic Community Commission has expressed concern about this problem and is
now dealing with it. It is not clear, however, whether its standards of fair

play in the matter will also be applied to non-members of the Community.

We conclude that while export incentives through the tax system do exist
abroad, they are not likely to constitute a major or increasing problem _1_8/ .
Nevertheless, we recommend that Canada work, particularly through the inter-
national agencies of which she is a member, to secure the highest attainable
standard of compiiance with both the letter and the spirit of interna.ti‘onal

egreements in these matters.

Incidental benefits to exporters may also result from favourable tax treat-
ment of investment abroad, foreign branch income, and speciai status corporations
in various countries. Even more important may be the special treatment accorded
particular industries such as mining and oil, that happen to be major export

producers.,

We would urge that Canada should not seek taxation incentives deliberately
designed to stimulate exports. Quite apart from the fact that these would be
incompatible with international obligations that are clearly in the country's
broadest interests to uphold, they are undesirable on other grounds. Tax re-
missions are bound to create inequities in the treatment of taxpayers, and can
be presumed to result in a misallocation of resources, permanent reductions in
output, and poséibly a lower growth rate. General export subsidies are an in-
efficient means of improving a country's current account balance because they
encourage only the expansion of exporting and not of import-competing industries.
The encouragement of cpecific exports is obviously much more damaging in this

respect.
ECONOMIC GROWTH AND THE BALANCE OF PAYMENTS

The rate of growth of the Canadian econamy is vitally affected ﬁy its
economic relations with.other countries. International specializatlon, access

to technical advances made elsewhere iri the worid, and the ability to draw on




207

‘the resources of other countries, including skilled manpower, can all contri-
bute to a higher rate of growth of potential GNP and a more rapidly rising

real income for Canadians. Greater independence, whether in trade, knowledge,
or in the use of resources, will impose a cost in terms of lower living
standards. International economic interdependence exacts a price too.. When
Canada imports goods and capital, it imports, to some extent, a style éf life
and restrictions on its actlons that may be abhorrent to some and uncongenial

to many. Because there is no unequivocal measure of the benefits from and

costs of international economic interdependence, because there are divergent
individual tastes and preferencés about the values that shoﬁld be assigned to
economic benefits and social-pdlitical éosfs, and because beliefs about national
identity and nafioﬁal inierdependence are held with deép conviction,.there 1s
fertile ground for conflicts about.policies;. We frankly admit thét we have
.Ibund no maglc touchstone nor have we developéd new information tﬁat will disbel
the uncertainties that obscure the debate. We have, however, trie& to sort out
the issues that arise as a result of foréignvcapital inflows and to present our ’

point of view as'clearly as ve can with an indication of the alternatives.

We are not concerned here with the fluctuations in the inflows of
forelgn saving that we discussed above, but with the persistent net capital
inflow and the associated current account deficit by which the real transfer
of resources takes place. It is assumed that full employment and price

stability will be maintained.

In the simplest terms, a persistent net capital }nflow and the assoclated
current account deficit mean that Canada is consuming and investing not only 1its
own resources but some part of the resources of o;her countries. The 1arge;
the net inflow, the higher can be the rate of capital formation without reducing
current consumption. To put the matter the other way, the larger the net inflow,
the less Canadians have to reduce their consumption to achieve a given rate of

capital formation. The converse is true for a low rate of net capital inflow.

If Canadians consumed an unusually high proportion of their current ocutput

it might be argued that they were discouhting the future too heavily, and that
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they should be forced or induced to consume less now in order to consume more
in the future out of the increased future output resulting from the higher

rate of capital formation, made possible by increased domestic saving. In fact,
however, Canadians save a high proportion of their national income relative to
other countries. The suggestion that Canadians should save more in order to
reduce or eliminate the current account deficit, implies that Canadians should
discount the future less than other peoples do. While this is & perfectly

legitimate preference, it is a matter of preference, not of logic or fact.

The proposition that Canadians should reduce their rate of capital formation
to the rate of domestic saving, without reducing the rate of consumption, is
tantamount to saying that Canada should accept & slower rate of growth of
potential GNP. It is true that drawing on foreign saving now gives non-residents
a greater command over future Canadian output, but there is no doubt that
Ca.riadian output expands as a result of this inflow of resources by more than
the increase in its future payments to non-residents for the use of their saving.
Unless foreign saving and investment merely replace domestic saving and invest-
ment, and the high rate of Canadian saving suggests that this has not taken
place, the reliance on foreign saving increases the capital stock, the productivity
of Canadian labour and resources, and Canadian incomes. The rellance on net
foreign saving is not in conflict with the goal of economic growth; indeed, with
full employment, the higher the rate of net capital inflow the higher the growth

rate of Canadian incame is likely to be.

Just as we do not bglieve it is part of our task to establish a target
growth rate for the econamy and then design a tax system that would bring it
about, so we do not feel compelled to establish the target rate of net capital
inflow. Canadians may become dissatisfied with the rate.of growth that would
result from maintaining full employment through a more effective fiscal policy
and by a more efficient allocation of resources brought about by the adoption
of the tax reforms we recommend. In tha{t cage, they may be prepared to reduce
their current consumption and accept the sacrifice of an unusually high rate of
domestic saving in order to increase the rate of growth, and we see no over-

whelming technical obstacles that would prevent them from doing aso. The net
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capital inflow is not large relative to the level of Canadian consumption, and
a programme designed to eliminate_gradually Canadian reliance on foreign saving
over a three-or four-year period probably would not be unduly onerous. Assuming
full employment existed at the outset, the following steps would achieve this

result:

1. Establish a target full-employment growth rate.

2. Devalue the Canadian dollar to the level where the full-employment current
account deficit at that growth rate would ve eliminated.

>. Tighten fiscal policy to offset the expansibnary effects of the devaluation
on employment and prices, that is, increase the rate of saving at full
employment.

. As the current account deficit declined, and the need to induce a capital
inflow therefore declined, reduce interest rates to stimulate the rate of

domestic capital formation.

We do not recommend such a policy for we have no fault to find with the
rate at which Canadians are saving and we can see no virtue in maintaining
the growth rate by forcing Canadians to increase their rate of saving. But we

think it useful to draw attention to this alternative.

Thus far we have béen speaking principally about the effects of net capital
inflows on Canada's economic growth. Gross capital flows also have growth
effects. It is quite possible to have no net inflow but substantial gross
capital flows vwhen foreign investment by Canadians Just matches the investment
in Canada by non-residents. When these flows take the form of direct investment,
that is, investment that gives control over enterprisés to those who make them,
the host country can benefit through the availability of such things as new
technology, managerial ability, access to markets, and increased competition.
Foreign investment can, and almost certainly has, increased Canadian produétivit&
and economic growth. Whether Canada could have obtained an even greater net
economic benefit.by changing the form of foreign investment, and whether the
net economic benefit of foreign investment is enough to offset what are thought

to be the social-political costs, are thg questions to which we now turn.
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FOREIGN INVESTMENT

From the point of view of the world as a whole, the free movement of
capital emong nations will lead to e more efficient ellocation of capital and
gregter world production, With greater world production, all nations can be
better off. This is obviously the goal toward which Canada should work; equally,
obviously it is a goal that cannot be realized in the near future because 1t
would require each nation to surrender virtually all of its fiscal sovereignty.
All nations would have to have identical tax systems, and there would have to be
tax agreements reached between them such that the tax burden on individuals and
families would not be affected by the nationality of the recipient of income, or
the geographic location of the assets from which the income was derived. While
there are some encouraging signs that some nations are becoming more prepared to
surrender some of their sovereignty for their mutual benefit, the day seems 1in-
finitely remote when all nations will edopt common tax bases and rates, reach
universal agreements on the sharing of taxes on international income flows, and
develop methods of redistributing world income so that those nations that gain

from the free flow of capital can compensate the losers.

The problem 1s to develop a tax system for Canada that is not inconsistent
with the gradual realization of these world objectives while recognizing the

following points:

1. In a world with e maltitude of different national tax systems perfect tax
neutrality for any one country is impossible{

2. Unilateral actibn by Canada toward greater international tax neutrality may
simply shift & benefit from the Canadian treasury to the treessuries of one
or more other countries who are no more "deserving”, with no improve-
ment in the international allocation of capital.

3. The opportunity to tax the income generated ﬁy foreign capital invested
in Canada is a major advantage Canada derives from such investments 19/.

k., Poreign investment by Canadians may confer a net economic benefit on
Canada, but the presumption is that the direct benefit is relatively

small,
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5. Virtually any change in Canadian taxation will affect non-residents and,

because of the differences between national tax systems, will have a
different impact on residents and non-residents, and on non-residents

of different countries.

6. ' Capital inflows can, as we have discussed, increase the difficulties of .
carrying out an effective stabilization policy and could adversely

affect .Canada's terms of trade.

T. The initial transfer of capital and the later returns on capital can

give rise to balance-of-payments adjustment problems.

8. There is some feeling in Canada against foreign ownership and control

of Canadian businesses and resources.

éhese considerations would seem to suggest that, despite the world
gains to be had from free international capital flows, Canada should take a
hard line toward foreign investment in Canada; at least in the near future.
However, we believe it would be a mistake to proceed as though these were
‘the only considerations.
The Net Economic Benefit from
Foreign Investment in Canada

The revenue obtained from taxing the income generated by foreign capital
invested in Canada is only one of the benefits Canada derives from such invest-
ment. If Capada were to tax such income flows so as to maximize its tax re-
venues rather than to maximize the total net benefits from foreign investment,
it would probably incur an economic loss. We have not tried to measure the net
economic ‘benefit from foreign investment and we doubt that such an investiga-
tion would yield definitive results. But logic, the available evidence, and
expert opinion all support the view that foreign investment, whether direct or
portfollo, whether gross or net, whether it results in new fixed capital forma-
tion or "take-overs", confers a net economic benefit on the host country. If
Canada were to reduce the inflow of foreignvcapital (we are not speaking here
of the need to regulate the inflow for stabilization purposes), we are convinced
that, from an economic point of view, Canadians would be less well off. This
does not mean that Canada should not strive to increase the net economic benefit;

nor does it mean that Canadians are not at liberty to forgo a net economic
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benefit in order to achieve more fully some other objective. It does mean
that there is a cost to reducing foreign investment and that this cost should
be borne in mind in reaching a decision.
Changing tne Form of Foreign
Investment in Canada

It has been claimed that Canada's net economic benefit from foreign in-
vestment could be increased if a larger proportion of the capital inflow took
the form of debt rather than equity investment. The rate of return on bonds
is less than the rate of return on equities, and if.Canadians were to buy more
Canadian equities and non-residents were to buy more Canadian bonds, Canada's
future psyments to non-residents for the use of their capital would be less,
and the income of Csnadians would be greater. This argument has an element of
truth but requires careful qualification. Foreign direct investment often
brings with it knowledge, skills, and access to markets. The rate of return
on equity should be considered as the price paid for the whole package of
inflows, not just for capital. In addition, much foreign direct ipvestment
in Cudnada has been made to finance the development of sources of raw materials
for United States producers. The Canadian subsidiary has a guaranteed market
in the United States parent company. Without a guaranteed buyer, a "truly
Canadian" enterprise would face greater risks, and therefore would have to
expect a higher rate of return than the United States parent would accept to
warrant proceeding with s project. Consequently, investments are made ss a
result of the tie-in with the United States parent which otherwise might not
be undertaken. Finally, if a foreign investment is unsuccessful or, because
of a sharp decline in general business activity, is unprofitable for a
period of time, payments need not be made to non-resident equity holders.
With the sale of debt to non-residents, payments of interest and principal

must be made under all circumstances.

We could be ressonably certain that the net economic benefit from
foreign investment would be increased by a policy that resulted in a sub-
stitution of debt for equity investment only if the following conditions

were met:
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L. There were no offsetting reduction in the inflow of foreign "know-how",

access to markets, and so on.

2.  There were no reduction in direct foreign investment in projects that
would noct be undertaken by Cznadians,

D There were no offsetting balance-of-payments adjustment costs as the
result of increasing Canada's fixed obligations to non-residents.

L, The policie; would not give rise to retaliatory actions by other goverﬁ-
nents that imposed greater costs elsewhere in Canada's foreign ecoﬁomic

relations.

It is our view that the present tax system discriminates against equity
investment by Canadians, and we are convinced that the implementation of our
reforms, particularly the full integration of corvorate and personal income
taxes for resident shareholders, would reduce the cost of equity capital in
Canada. Because our proposals would not make foreign direct invest@ent in Canada
less attractive to non-residents, but would provide an inducement to foreign-
controlled companies to sell shares in Canada, we think our reforms would
increase Canada's net economic bénefit fram foreign investment. How great an
impact our proposals would have in this respect is impossible to say, but we
" are satisfied that the change would be in the right direction.

The Determinants of Foreign
Investment in Canada

The studies conducted by our research staff confirm the findings of others
that portfolio (debt) inflows of capital into Canada are responsive to the
volume of new Canadian issues and the relevant interest rate differentials
between Canada and the United States. The short-term capital flows, at least
to some extent, seem also to have been affected by stabilizing expectations

about exchange rate changes when the rate was free to change.

It is much more difficult to explain the changes in foreign direct invest-

ment. Foreign direct investment to finance real capital formation seems to be
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responsive to the level of econamic activity in Canada, expectation about the
future performance of the United States and Canadian economies, and the search
for markets and sources of supply. Foreign direct investment to finance "take-
overs” of Canadian companies 1s probably also related to the search for markets
and sources of supply, but these flows are not closely related to the current

level of economic activity in Canada.

The rapid increase in foreign direct investment in the early 1950's was
_probabiy attributable to an exaggerated fear in the United States that there
would be & world shortage of raw materials, to the high growth rate of the
Canadian economy (that was itself a;ttributable to foreign direct investment in
no small degree), to the political stability of the Canadian government relative
to the govermments of other countries, and possibly to the low effective marginal
rates of tax on corporate incame in Canada relative to those in the United States.
The sharp reduction in the rate of i@cmase of foreign direct investment after
1956 was probably the result of the growing awareness that the rav materials
shortage had been exasggerated, of the unsatisfactory perfoﬁnnce of the Canadian
economy, and of the competing attraction of investments in other countries,
particularly the conmon ngrket countries and Japan. The gradual increase in the
effective marginal rate of Canadian corporate income tax relative to the United

States rate, as a result of United States tax changes, may also have played a

part.

There vas a sharp drop in foreign direct investment again in 1965 and 196k

and a correspondingly large increase in foreign portfolio (debt) investment.

The Supplementary Budget of 1960. The Canadian tax treatment of foreign invest-~
ment changed little in the decade preceding December 1960. The Supplementary
Budget of December 20, 1960 contained a number of provisions designed to influence
Canadians to invest in their own country rathef than abroad, and to seek domestic
rather than foreign scurces of finance. It also offered sﬁme deterrents to the
foreign investor, or, as the Minister put it, withdrew some of the special at-

’

tractions and incentives to invest in Canada.
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Two specific measures were aimed at encouraging Canadian persons and
institutions to invest in domestic securities. First, the 4 per cent surtax
on investment income was repealed for income derived from sources in Canada.
Second, reglstered pension plans and investment companies enjoying special tax
treatment were to be required to derive 90 per cent of their income and 85 per
cent of their gross revenue, respectively, from "sources in Canada", that 13;,

investments in Canadian securities.

Another set of provisions was designed to raise withholding texes on
incomes péid to non-residents tc a uniform-level of 15 per cent, I!itérest )
on Govémment of Caneda bonds and interest payable in foreign currency had
previously been exempt, and interest on provincial government bonds, except
those payable in foreign currency, had been taxable at 5 per cent. All these
reduced rates were abolished for new issues of securities; however, in 1966
some of these exemptions were restored. The 5 per cent withholding rate on
dividends paid by Canadian subsidiaries to their non-resident perents was also
withdrawn. A parallel tex of 15 per cent wes imposed upon the uninvested

profits of branches of foreign corporations.

While the Minister stressed that foreign investment in Canada was still
welcome and necessary,. he also drew attention to the fact that in the econo-
mic conditions then prevalling, net capital imports were unnecessary and
harmful in their effect upon the exchange rate end, indirectly, on income and
employment gc_)/ He looked especially tq the increased withholding taxes on

interest to reduce incentives to borrow abroad 2_1/ .

The Budgets of 1963 and 1964. The 1963 Budget contained two major provisions of

1mMce to international capital flows. The first of these, which was sub-
sequently withdrawn, provided for a tax of 30 per centj. on the value of Canadian-
controlled compenies taken over by non-residents 22/. The second established
the concept of a corporation "having a degree of Cansdian ownership”, roughly,
at least 25 per cent. Only such corporations could avail thémselves of the
general provisions for accelerated depreciation, and dividends paid by them to
non-residents were to bear withholding tax at the reduced rate of 10 per cent.

The withholding tax  on dividends paid to non-residents by other corporations was
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to rise to 20 per cent, beginning in 1965, but this provision was repealed in
196k ,

Two other changes were made in the witnholding tax on income received by
non-residents. First, interest on new issues of Canazdian bonds paid to
institutions exempt from income tax in their country of residence was exermpted
from the withholding tax. Second, payments of profits masquerading as manage-

nent fees were to be taxed at 15 per cent 25/.

In introducing his legislation, the Minister once again stressed the
importance and desirability of continuing foreign investment in Canada. But he
also stressed the importance of appropriate conduct by foreign-controlled
companies. The tax ‘measures prcpbsed, especially the first two, were intended
to discourage two sorts of departures from such conduct: "take-overs" which
the Minister said "rax;ely confer any benefit on the Canadian economy”, and
failure to accept significant Canadian minority participation. The exemption
of tax-free institutions from withholding tax was designed to encourage a
desirable sort of foreign investment, and the taxation of pseudo-management

fees, to close a technical loophole 24/.

The 1964 Budget, as already mentioned, proposed a repeal of the increase in
withholding tax from 15 per cent to 20 per cent on dividends paid to non-residents
by companies not having a degree of Canadian ownership. There were also complex
technical changes in the definition of campanies having a degree of Canadian
ownership designed to alleviate unintended hardships and prevent corporations
from meeting Vth'e letter of the requirement while violating its spirit 25/. The
Minister explained that with the lowering of the rates of corporate income tax
in the United States, the 15 per cent withholding tax should prove a sufficient

inducement to foreign corporations to meke equities available to Canadians _2_6/ .

Our research staff was unable to determine the effects on foreign invest-
mf'ent~ of ﬂwsé tax changes. They could not detect any immediate changes in
incané flows. While there may have t_Seen same effects on the underlying capital
flows, other changes, éuch as the moral suasion of the Bank of Canada 1n‘A196o
to induce Canadians to reduce their foreign borrowing, the United States interest

equalization tax mtrodu_ced in 1963, and the United States guidelines set forth
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in February and December of 1965 in particular, make it virtually impossible to
disentangle the impact of the foregoing Canadian tax changes. T_he evid.ence is
not inconsistent wit;h the interpretation that the 1961 and '1963 tax changes

led to some loss of confidence on the part of foreign direct investors that
only graduslly returned following the modifications of 1964. However, .it is
also possible that excess productlve capacity overhung the market in Canada in =~
1963 and 196k, and that with the return of Canadian prosperity in 1965 the '

fundamental deterrent to foreign direct invéstment was removed.

One of the purposes of the 1963 tax changes was to induce foreign-controlled
subsidiaries in Canada to offer shares in the Canadian market. Whatever the
results achieved by these measures to date, their impact has been extremely
modes"t. There is no way of knbwing the extent to which the decisions of the few
campanies that offered shares in the Canadian market were influenced by the

differential withholding tax 27/.

Foreigh Confidence

Canada's geographic position, political history, and institutional arrangements
make 1t an attractive country in whicﬁ to invest when foreign investors are convinced
that they will be fairly treated. As shown by the substantial rate of foreign
investment in the past, the level of cofxfidence in Canada &8 a place in which to
invest has been relatively high. However, confidence is & perishable cammodity that
~ can be spoiled with words as well as deeds. Unlike many variables that affect the
economy,. 1t is not a matter of nicely substituting a little more of something else
for a little less confidence. A change in policy that is of little consequence in
and of itself, or a sequence of small events that may be taken to indicate a trend,
can result in major changes in investor expectations. Because it is 1mposlsible
| to estimate reliably how heavily the camel is loaded at any point in time, the
policy maker can never be sure if the straw he is about to add will be the last one.
Pushed to the limit, a desire to avoid disturbing confidence can be canpletel:y
debilitating; no changes can be made for fear of engendering collapse. On the other

hand, to proceed as though investor confidence could never be shaken is dangerous.

‘ If the tax changes made in 1960 and 1963 shook’ the confidence of foreign
investors, ‘1t is reasonably certain that confidence was restored by subsequent

events. Because we are convinced that Canada requires continued foreign
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investment, and because we are concerned with the cumulative impact of a
sequence of relatively insignificant events on the éonfidence of foreign in-
vestors, Qe emphasize the necessity of weighing carefully the potehtial gains
from changes in tax policies that affect the foreign invéstor against the poten-
tial losses that could result from a loss of confidence. Frequent minor changes
in tax policy, even though each of them might bring about.small increases in
the net benefit Canada derives from foreign investmeni, frobably should not be
attempted. In this area it is important to seek the maximum long-term net
benefit, and that will often mean forgoing short-run advantages. We do not
wish to imply that tax changes cannot be made. Indeed, we recommend many sweep-
ing reforms. What we advocate is that Canada should seek to establish a system
of taxing foreign investment that is consistent with its best long-run interests
and then hold to it. We believe that this requires & tax system that is fair to
non-residents as a group end one that reflects Canada's desire to encourage the
free flow of goods and capital in the world. No country has more to gain than

Canada from a world where that goal is gradually realized.
Foreign Retaliation

The extent to which Canada can tax the income flowing to non-residents from
their investments in Canada without reducing the inflow of foreign capital,
depends on the way foreign governments treat the Canadian taxes borne by their
citizens., If foreign governments give their residents credit for Canadian
taxes, Canada can railse its taxes up to the limit of the amqunts for which
credit can be obtained without deterring foreign investment. However, if foreign
governments should decide that the credits now given against Canadian taxes
should be reduced, the optimum tax that Canada could impose on Canadian income
flowing to foreigners in an attempt to maximize the net economic benefits from

foreign investment, also would be reduced.

"Digeriminatory™ taxation of foreign investment by Canada could produce re-
taliation. If Canada were to refuse to give Canadian residents credit for the
foreign taxes paid on Canadian capital invested abroad, Canada would cbviously be
in a weak position 1f it asked foreign govermments to give credit for Canadian

taxes paid by the residents of foreign countries who have invested iﬁ Canada.
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If Canada. creates barriers to foreign.portfoiio investments by Canadians,
foreign governments can retaliate By mhking the purchase of Canadian seéurities
by their residents unattractive, or impossible. Canada has benefited substantially
in the past from the generous tax treatment of foreign investment by other
countries, in particular the United States. It would be foolish to risk a
severe retaliatory move in.the search for small advantages.
Canadian Share .Offerings by
Non-Resident-Controlled Corporations
The 1963 Budget provisions sought tc; put préssure on Canadian subsidiaries
of foreign corporations tp offer 25 per cent of their equity shares in Canada.

Four reasons have been a.dva.x;ced in support of such a change:

1. The foreign parent corporations would be more likely to take Canadian
interests into account if thez_-e,were minoz_'ity shareholdings in Canada.

2. The net economic benefit from foreign direct investment would be increased
if Canadians were able to share in the high returns flowing to equity
interests.

3. The Canadian capital market would be broadened if there were more new
equlty issues available .and this would enable greater portfolio diversi-
fication and so lessen the overall riskiness of Canadian securities.

4. Subsidiaries of foreign companies would be required to publish ahnual

financial reports.

The 1963 Budget provisions took the form they did because of the following

two factors:

‘ 1. It was thoughf to be impossible to change the federal and provincial
Companies Acts to bring about the same nesult in another way.

2. It was thought that 1f Canadian subsidiaries were induced or ccanpe]led
to make 25 per cent of their equity shares available to Canadians this
would not significantly reduce the attractiveness of direct investment in
Canada by foreigners. In other words, it was expected that the net econamic
benefit to Canada would be increased because the inflow of knowledge, skills,

and access to markets would not be reduced. Foreign parent companies
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were expected to proceed, as they had in the past, in undertaking new
projects. The 25 per cent mark was selected as the point at which the

net benefit to Canada would be maximized.

We accept the proposition that it is possible that the directors of the
parent company would be more likely to be aware of Canadien interests if Csna-
dians had minority holdings in foreign-controlled Canadian companies. We
agree that the Canadian capitel market would benefit from more new equity
issues. As we have said above, we accept the view that under some conditions
& substitution of foreign portfolio investment for foreign direct investment
would inérease the net economic benefit from foréign investment in Cénada.
While we have edditional reasons, which will be given later in the Report, our

criticisms of the differential withholding tax provisions are given below.

1. The original proposal to worsen the'position of non-resident direct in-
vestment by incressing the withholding tax if shares were not offered to
Canadians could only be interpreted by non-residents as a desire by Cana-
dians to reduce foreign direct investment, unless Canedians were allowed
to share in the equity ownership. We do not think Canada should adopt
positive tax provisions to attain this goel.

2. In & perfect capitesl market, a reduction in withholding tax would increase
the market value of the shares of those companies affected. Part of the
capital gain to foreign investors resulting from the cepitalization of
the decrease in withholding taex would be taxeble only by foreign treasu-
ries. To this extent there is a shift of tax revenues. from Canade to
foreign treasuries. The net economic effect referred to would therefore
have to be reduced by this emount.

3, ‘The 25 per cent Canadien interest requirement was quite arbitrary. It was
and is impossible to saey with the information aveilable whether the more

stringent original proposesl would have increased or decreased the net eco-
nomic benefit from foreign investment; for no one can estimate the sensi-
tivity of foreign direct investment to & reduction in the expected rate of
return. We are convinced that there is an alternative approach that does
not require such erbitrary jJudgments because it makes the sale of equities
in Canada more attractive and does not penalize those foreigners who con-

trol Canadiesn subsidiaries.
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In the light of these criticisms, and because we have an alternative method
that could accomplish the same objective without posing the same problems, we
recommend withdrawal of the 25 per cent Canadian ownership provisions and the

differential withholding tax rates.

It is desirable to make corporate decision makers more conscious of the
Canadian public interest; the more aware the Canadian public is of the alter-
natives évailable to, and the choices made by, corporations, the better. The
idea that the competitive forces in the market are now so strong that companies
do not have any discretionary decisions is,‘we believe, false. But this problem
is not confined to foreign-controlled corporations in Canada; it is true of all
corporations. To improve Canadian capital markets and to help ensure that
corporations act more in the public interest, it is necessary that all sub-
stanfial Canadian corﬁorations publish detailed financial statements and possibly
also issue shares in the Canadian market. ‘While we are well aware that it will
be difficult to accaﬁplish, the federal government should revise its own
Companies Act and try to persuade the provinces to revise their acts to require :
all substantial private corporations to publish their financial statements. We
would apply the same requirement to foreign-controlled and domestic-controlled

corporations.

The United States government often knows a great deal more about the
activities of Canadian subsidiaries of United States parent companies than does
the Canadian government. In our view, this indicates a real need for a careful
appraisal of the information that is needed about all substantial corporations
operating in Canada or controlled from Canada followed by the enactment of laws
that would ensure its disclosure g§/. The need for more information on the
activifies of Canadian subsidiaries of United States parent companies has been
increased by the understanding reached by the Canadian and United States
ministers in Washington in March 1966 with respect to the application of the

United States guidelines to Canada.

While more information is essential, the best guarantee that the Canadian
public interest will be served is an 1nérease\in competition where possible, and
government regulation or control where necessary. We return to this matter later

in this chapter.
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Criticisms of Foreign-
Controlled Corporations

Parent compaﬁies are subject to the laws and policies of the countries in
which they are resident. Subsidiaries and branches are, by definition, controlled
by their parents. It is hardly surprising that foreign-controlled subsidiaries
and branches in Canada are under the influence of foreign governments. When
there is a conflict of interest between the Government of Canada and the govern-
ment of the country of residence of the parent, or when the policies of the two
governments are different, it seems inevitable that foreign-controlled subsidiaries
will sometimes make decisions that are more in accordance with the wishes of the

foreign government than the Canadian government.

With whole sectors of the Canadian economy dominated by Canadian corporations
controlled by United States parent companiés , the likelihood that United States
policy will override Canadian policy where there is a conflict of national
interests is pi'ofoundly disturbing to many Canadians. A'I'hey see in foreign
ownership and control of Canadian businesses an inevitable loss of Canadian

sovereignty.

Within recent ﬁus t}iere have been a few obvious conflicts 5etween Canadian
and United States government policies. Some years ago there was the question of
trade with Red China and Cuba. This affected few Canadian companie‘s and then
only in a trivial way. More recently the attempts by the United States govern-
ment to reduce its capital outflow to attain balance-of-payments equilibrium
without @ml@tim of the United States dollar have had, or were expected to
have, important effects on many large United States controlled Canadian companies.
The guidelines announced by the United States government in December 1965 sought,
a.mbng other things, to reduce foreign direct investment of United States corpo-
rations; and unlike the earlier guidelines did not exclude Canada, except for
the specific exemption of the major automobile companies. Had the application
of these December guidelines to Canada n;)t been withdrawn as a result of the
meeting of ministers in Washington in March 1966, there would have been sub-~ ~
stantial pressure on United States pex'gnt canpanies to increase the dividend

pay-outs of their foreign subsidiaries, and to finance a larger part of the
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expansion of their foreign subsidiafies By selling bonds or shares oufsid.e of the
United States. ﬁoth actions woul_d have reduced Canada's capital inflow, put
pressure on Canada's domestic- capita:I \ma.rkéts y a.nvd mquiréd d-ifficult balanc;a-
of-payments adjustments for Canada. A tug-of-war for foreign exchange between
Canada and the United States, if it were. to develop, would be aﬁ excellent
example of the confliet of policies where Canadian subsidiaries would probably
act in a manner that was in the interest of the United States, rather than of

Canada.

The I;articularly disturbing feature of the new United States guidelines was
the pressure on foreign subsidiaries to pu;rcha.se United States goods and services
and to sell abroad rather than in the United States. If these features of the
guidelines had led Canadian subsidiaries to purchase goods and services from
their parents at higher prices than they would have ’pa.id for equivalent goods
and services in Canada, the United States government would have been forcing
the shareholders of the United States pérent company to bear the costs of a
United States export subsidy. If the Canadian subsidiaries were deterred from
selling goods and services in the United States market that are competitive
there, the United States government would in effect have increased its tariffs.
In short, some features of the new United States guidelines, if effective, would
have constituted substantial barriers to trade between Canada and the United
States. The fact that they would have been indirect rather than direct would

not have changed their nature.

The United States government may have used the foreign subsidiaries of
United States parent companies as agents for the achievement of United States
economic policy in the past. However, the above features of the new guidelines
are 80 all-pervasive and so fundamental as to constitute an important new problem
had the meeting of ministers in March 1966 not brought about a softening of

United States policy toward Canada.

Economic Interdependence. The issue that the guidelines debate brings to the
fore is whether reducing or containing United States control of Canadian industry
\

would eliminate the problem of Canadian economic interdependence with the United
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States. As long as trade with the United States constitutes a substantial

part of Cesnadian trade, and as long as trade constitutes a substantial part

of Csnadian GNP, the Government of the United States can, through a variety

of techniques, exert economic pressure on Csnada. Indeed, given the econo-

mic power of the ﬁnited States throughout the world, even if Canada did not
trade with the United States directly, the United States government could bring
economic pressure to bear on Canada indirectly through its influence on other

countries.

We have no doubt that, when there is a conflict of interest between the
United States end Canedian governments, the United States government seeks its
own interests, jJust as we would expect the Canadian government to further its
own interests. 'But some Canadians see an intention to dominate Cansde in every
change in United States policy. The difference in relative power between the
two countries is so great that this fear is understandable, and no doubt at
times justified. Canada came into being as a nation to establish an identity
separate from that of the United States; if the United Stetes government could
control all our mejor economic decisions, Canada's raison 4'8tre would be de-
stroyed. But Cenadians mus@ recognize that just as our freedom of action is
circumscribed by our econbmic interdependence with the United States, so United
States freedom of action is circumscribed by its economic interdependence with
the rest of the world and its desire to maintain its high level of aid to

foreign countries.

The United States government is faced with a balance-of-payments problem
because other nations are ﬁnwilling to hold United States dollsr deposits.
They are unwilling to accept the United States as the world's banker, and
the United States is unwilling to devalue its doller. This is partly for
reasons of national prestige, and partly because of a deep sense of inter-
national responsibility; for some believe that a devaluation of the United .
States doller would have serious destabilizing effects on international trade
aﬁd international finance at a time when, generally speaking, the economy of .
the world is worki;g well. The incressingly pressing problems created by a
world_money supply that is not growing‘rapidly enough to finance expanding

world commerce will probably force the United States government to surrender
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some of its sovereignty by entering into international monetary agreements
with other nations that will circumscribe its action, but further the common

interest of all trading nations including the United States.

This brings us to an important point. No nation has complete freedom of
action, however big and powerful it may be., Economic interdependence between
nations mskes & higher standard of living possible for all, but it also im-
poses constraints that are repugnant to national pride and may prevent the
realization of national goals. Csnadians can choose to pay the cost of a re-
duced standard of living resulting from greater $elf-sufficiency, in respect
of goods and services as well as capital, in order to achieve a goal fhat they
value more highly. Life 1s full of these painful conflicts and the "best"
resoiﬁtion depends upon the coilective tastes and preferences of all Canadians.
Because the costs of self-sufficiency are heavy we would urge that Cenadiens
carefully welgh the alternatives. Clearly, Canadians should specify the goals
they want to achieve, and compare the benefits that would accrue if they were
attained against the benefits they would have to forgo to realize the goals,
Even if there were less foreign ownership and control of Canadian business and
rescurces, it is not obvious that Cenadians would be appreciably less at the
mercy of United States economlic policies. The United States government could

resort to other instruments to achieve meny, if not all, of the same purposes.

This, we believe,is the crux of the matter. Eliminating or reducing
United States ownership and control of Cansdian corporations would not éﬁb-
stantially reduce the power of the United States government to affect the
Canadian economy. However, it would force the United States adminiatfatibn-
to teke overt acticn. Overt actions thﬁt are not in the Canadian interest
might be difficult to push through the United States Coﬁgress; but ihié; of
course, depends on the mood of the Congress, There have been £imes when the

United States administration has done good works for Canada without publicity.

Consider the December 1965 guidelines announced by the United States

government. The fact that there are United States subsidiaries in Canada
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mekes it possible for the United States government to impose export subsidies
and higher tariffs indirectly by putting pressure on the parent companies to
act in a non-economic manner. Reducing the role of United States subsidiaries
in Canada would preclude this form of United States interference, but it
would not preclude direct action by the United Stetes that had the same re-
sult., Admittedly it would be easier to gain support for a Canadian complaint
against a direct and obvious increase in United States trade barriers. It
would be more difficult to prove that the Canadien compleints against some
agpects of the guidelines were equally demanding of support. Fortunately

the agreement reached by the ministers in Washington in March 1966 has made

this unnecessary.

In our view the United States guidelines Qould have constituted a hidden
export subsidy and a higher tariff. The Canadian government's success in
obtaining the removal of these provisions for Canada was a significant victory.
However, we think it is of grest importance that the Canadisn public not
confuse the issue by assuming that the problem was basically cne of foreign

control of Canadian industry.

The Problem of Inadequate Competition. The United States guidelines pose a new

problem, or intensify an old problem, to such an extent that it should be treated
as & new problem, But the criticism of the economic behaviour of United States
subsidiaries in Canada developed long before the guidelines were announced. It
has been claimed that they do not do enough research to develop techniques end
products adapteble to Canadian conditions. It has been ergued that they import
goods and services thet are available at competitive prices in Canada. Their
apparent reluctance to compete for foreign markets against their parent company,
or other subsidiaries of the same parent, has often been attacked. The pro-
ductive facilities of many foreign-controlled subsidiaries in Canads seem to be
ministure versions of the facilities of the parent. With & smaller market in

Canada this dooms the Canadian companies to small runs and high costs. There
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is an unwillingness to specialize in producing a few items in Canada and to
export same of this production to the parent compeny while importing other
items from the parent. These are, we believe, real and serious problems that

should be tackled with vigour and with a sense of urgency.

We doubt, however, that the main source of these problems is foreign
ownership and control as such. More important, at least in saneArespects, is
the lack of price cémpetition among the few dominant corporations 'in some of
the industries in the United States, and the existence of a Canadian tariff
structure that simultaneously induces these compahies to establish subgidiaries
in Canada and protects them from international competition in Canada @/ . We
would suggest Canada seek a solution to this problem through changes in tariffs
and b:} extending and enforcing anti-monopoly laws to maintain domestic competition
where international competition cannot do so, or where public policy dictates
that high protective tariffs must be maintained for particular industries. If
this did not succeed, there would be no alternative to govermnment ownership.
Attacking foreign ownership and control is a roundabout and probably ineffective

way of making Canadian industry more efficient.
EFFECTS OF THE PROPOSED TAX SYSTEM

We believe that the implementation of ocur recommendations would increase the
demand for Canadian equities. This in turn would lower the cost of raising equity
cai»ital in Canada, and would make it more attractive to non-residents to raise
some of their equity capital in C.anada.. The features of our proposals that
would encourage ownership of Canadian equities by residents can be briefly

summarized:

1. Full integration of personal and corporate income taxes for resident
shareholders.
2 Liberal treatment of busihess and property losses..

3. Specisl incentives for new, small ventures.

In itself, the full taxation of capital gains that we also recemmend would have
an unfavourable effect on Canadlan equity ownership. But, we are convinced the

net effect of all of these reforms would be positive. Canadians would
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find investing in foreign countries less attractive. Because equity investment
in Canada would have a higher return to residents tl;xa.n to non-resid.enté, foreign
direct investment in Canada should show same décline: with higher prices for
equities in Canada, it would be more attractive for foreign subsidiaries to
issue equities in the Canadian market. In addition, with a lower cost of equity
capital in Canada, Canadians would proceed to develop projects that were pre-
viously unattractive to them. Implementing our proposals would not drive out
foreign direct investment; it would make Canadian equity investment by Canadian

residents more attr&ctiye.

The above results would be a by-product of proposals that were developed
and are recommended for eésentially damestic reasons. We think these by-products
would be desirable and we put forth our recommendations in full knowledge of
them. However, we wa.'nt to emphasize that we do not advocate any Canadian tax
changes that would worsen the absolute position of foreign investors in Canada,
or of Canadian investors abroad, except to eliminate some blatant tax avoidance

schemes and to remove inefficient industry incentives.

It can be argued, of course, that the adoption of full personal and corporate
income tax integration and full taxation of capital gains would be a movement
awvay from international tax neutrality. In some senses this is true; but it is
also true that to avoid this charge it would be necessary for Canade to adopt
the lowest common denominator of the tax systems imposed by all other countries,
or at a minimum a tax system virtually identical to that in force in the United
States. If the United States system were the ideal tax system, we would have no
hesitation in doing so. We certainly do not advocate difference for the sake of
difference. Indeed, many of our proposals are quite close to features of the
United States tax system. But the United States tax system as a whole is far
from ideal, as all United States tax authorities acknéwledge and as their
frequent attempts at tax reform attest. The United States tax system enshrines
social attitudes and a reconciliation of competing political pressures that
have been unsuccessfully attacked time after time. Fér Canada to adopt the
United States tax system seems to us too high a price to pay for an artificial

version of international tax neutrality. .Canada should adopt the best national
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tax system it can devise. If Canada avoids making non-resident investors
absolutely worse off, and does not make foreign investment by Canadians
absolutely less atiractive, we believe the inevitable claim that Canada is
discriminating against foreign direct investment (in either direction) could

be disregarded.
CONCLUSIONS AND RECOMMENDATIONS

1. National specialization of production and international trade increases
economic well-being. Canada has gained enormously from foreign trade, and
from the inflow of knowledge, capital, and people from other countries ’

and will continue to do so.

2. Close international economic ties also create problems, however. Fluctua-
tions in Canada's exports can lead to domestic instability; speculative
international capital flows can force Canada to make difficult balance-
of-payments adjustments; and foreign direct investment in Canada raises

the spectre of loss of sovereignty.

FULL EMPLOYMENT, PRICE STABILITY

AND THE BALANCE OF PAYMENTS

D. Because Canadian imports are so sensitive to changes in GNP, the foreign
trade sector of the economy has exerted a stabilizing influence in the past.
A reduced dependence on foreign trade might well increase the instability

of the Canadian economy.

k., With a fixed exchange rate there can be serious policy conflicts. The
pqlicies needed to maintain full employment and §‘bable prices in Canada
may be inconsistent with the policies required to stabilize Canadigm foreign
exchange reserves. When these conflicts arise, monetary policy will be pre-
occupied with controlling the net inflow of capital from abroad. A greater
burden may be pl.a.ced on fiscal poliéy. In periods of ecoﬁomic slack the
monetary authorities may be required to raise interest rates to induce a
greater inflow of capital, and fiscal policy will have to be even more

expansionary to offset the adverse effects of tight money when there is
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inadequate demand. Similarly, in a period of incipient inflation, the
monetary aﬁthorities may be obliged to reduce interest ré.tes to curtail
the capital inflow when tight money would be appropriate from a domestic
point of view. Fiscal policy will have to be that much tighter to offset
the expansionary effects of monetary policy. Debt management may be able
to mitigate the conflict between monetary and fiscal policies to a limited

extent.

Acceptance of a ceiling on Cansdian foreign exchange reserves in order to
be exempt from the United States interest equalization taex has intensified
the potential conflict between monetary and fiscal policy. Monetary policy

has less manoeuvring room, and this means that changes in fiscal policy

" have to be made more quickly and with greater finesse.

TAXATION AND CANADA'S INTERNATIONAL
COMPETITIVE POSITION

6.

The decline in Canada's international competitive position in the late
1950's and early 1960's was largely attributable to the overvaluation of
the Canadian dollar. Since the devaluation prior to May 1962, this problem

has disappeared.

Tax changes at home or abroad can affect relative price levels between
nations that can make it more difficult to sell goods and seﬁices to
foreigners and cen increase import competition from foreigners. While
changes in taxes can create such a problem it does not follow that the
best solution is through an adjustment of the tax system. A permanent tax
change that hurté Canada's competitive position probably should be offset

by a permanent adjustment of the exchange rate.

There is no evidence that nations with high taxes, however defined, grow
less rapidly, or have more inflation, or are at a competitive disadvantage

in world trade.

With one exception, we found no evidence that Canada's taxes vere "too
high", were increasing more rapidly, or had a significantly different mix

between direct and indirect taxes, relative to other developed countries.
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10. Largely»becagse of a reduction in the effective marginal rate of corporate

11.

income tax in the United States, the difference between the effective
marginal rate of corporate tax in Canada and in the United Statés, which
had been very favourable to Canada in the early 1950's, had disappeared by
about 1964. This development may explain, in part, the heavy capital
inflow from the United States in the 1950's and the reduced inflow of
direct investment more recently. We doubt that this change had a signifi-
cant effect on the competitive position of Canadian corporations. Such
effects woﬁld have been swamped by the favourable effects of devaluation

in any event.-

Abandoning the manufacturer's sales tax and moving the federal sales tax
to the retail level, with the exemptions we recommend, should eliminate any
of the adverse effects of sales taxes on the competitive position of

particular producers and dealers in Canada.

Export incentives in the tax systems of other countries are probably not
a significant problem for Canada. However, we strongly recommend that
Canada should avoid offering such incentives and work toward their

elimination in other countries.

ECONOMIC GROWTH AND THE
BALANCE OF PAYMENTS

13.

1L,

Adopting a fixed exchange rate does not mean it can never be changed.
Under the International Monetary Fund Charter changes are permitted if a
fundamental conflict exists between damestic growth and stabilization
objectives on the one hand, and the maintenance of balance-of-payments
eéuilibrium on the other. We do not believe such a conflict now exists

for Canada.

Because the Canadian saving rate is at least as high as tpose of most other
developed countries, and because with full employment the net inflow of
foreign capital increases the rate of growth of Canadian incames, there
is no economic reason why Canada should adopt a policy thét would gradually

reduce our use of foreign saving. Canada could maintain its present rate
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of economic growth by substituting greater domestic saving for foreign
saving. There are policies that would bring about this iesult. wWhether
Canada should adopt these policies is essentially a question of pre-
ferences and not of facts or logic. We would prefer no change that

would force a reduced reliance on foreign saving.

Reducing or eliminating Cenadian reliance on foreign saving, which means
reducing or eliminating the long-term deficit on current account, would
not necessarily reduce foreign ownership and control of Canadian industry.

This depends on gross, not net, international capital flows.

FOREIGN INVESTMENT

16.

17.

18.

19.

Evidence, logié, and expert opinion support the contention that the host
country obtains a net economic benefit from foreign investment, and in

particular from direct investment.

Substituting foreign portfolio investment for foreign direct investment
could increase Canada's net economic benefit from foreign investment,

although there are the several important qualifications we have specified.

Foreign direct investﬁent decreased sharply in 1963 and 196l but increased
again in 1965, We have been unable to determine whether or not this was

the result of the tax measures introduced with respect to foréign investment
in late 1960, in 1963 and 1964. Too many other changes took place at

the seme time. We think, however, that the differential withholding tax

to induce foreign-controlled corporations to offer shares in Canada should
be abandoned because our integration proposal should bring about the same

result in a more acceptable way.

We are opposed to tax changes that seek to increase the short~run net
economic benefit of Canadians from foreign investment at the expense of
non-residents. The cumlative effect of such changes, even though indi-
vidually of little importance, could destroy foreign confidence in Canada.
Canada's longirun interest is in the free flow of capital and goods through-
out the world. Canada must avoid creating the impression that it is hostile

to foreign capital.
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Part of the net benefit from foreign investment in Canada is the revenue
obtained from taxing the Canadian income of non-residents. Canada has
been able to raise substantial revenue from taxing such incdre because

the United Smtes government glves its corporate residents credit for
foreign taxes pa.id up to the amount of thelr United States tax l1abillties.
It is of vital imporbance that Canada avoid taking actions that would lead
the United States and other foreign govermments to reduce their foreign
tax credits for this would force Canada. to reduce its tax revenue from

this source if it wanted to maintain the capital inflow.

It would be desirable if all substantial Canadian corporations were
required to publish detailed bannual financial statements. Possibly all

of the '~larger corporations should be required to make shares available in

- the market. Whatever is done, the same rules should apply to foreign-

controlled and domestic-controlled corporations. The best way to achieve

this result would be by amending federal and provincial Companies Acts,

and by strengthening the Corporations and Labour Unions Returns Act. We

recommend that such amendments should be sought by the federal government,

although we recognize that this will be a slow and difficult process.

The United States government can and probably does influence the behaviour
of the Canadian subsidiaries of United States parent companies. When the
policies or interests of the governments of Canada and the United States
are in conflict it seems to us inévitable that these Canadian companieé
will sometimes act in a manner that is inconsistent with the Canadian
public interest. This understandably annoys and r:;'i_ghtens'Canadians. What
is often overlooked, Ahowever, is the fact that, because there is a high
degree of econamic interdependence betwgen' nations, and because of its
greater relative economic power, the United States government could exert
great economic influence .on Canada even if there were no United States
foreign subsidiaries here. Reducing United States foreign direct invest-
ment in Canada woula not necessarily make Canada more independenf ; and it
could make Canadians poorer. Furthermore, Jjust as Canadian actions are

constrained by United States policies, so are the actions of the United
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States constrained by the policies of Canada and other nations, as their

Jbalance-of-payments problem attestis. -

One provi.sion of the ﬁeceini:er s 1965, United States guidelines woﬁldhhéve
required United étates shareholders to subsidize United States exports
to Canada. Another would have been equivalent to an increase in United
Stétes tariffs on imports from éa.nada. Fortunately, as a result of the
meeting of ministers in Washington in March 1966, these g'uildelir-!es

will not apply to Canada. The guidelines draﬁatized Canada's vulnera-
bility to United States economic policies. However, it is essential
that Canadians recognige that while Canadian subsidiaries of United
States parent companies can provide the vehicle by which the United
States government implements tactics to help itself at Canada's expense,
that government could adopt a direct policy to the same end even if

there were no United States subsidiaries in Canada.

Many of the complaints about the inefficient economic behaviour of
foreign subsidiaries in Canada are misdirected. The ma:jor' problem

is not foreign control as such but the absence of effective competition.
This results from Canada's tariff structure and the monopolistic

character of United States industry.

EFFECTS OF THE
PROPOSED TAX SYSTEM

25,

Rather than attempting to drive foreign direct investment out of

Canada, we recommend a tax system that would encourage Canadien equity
investment by Canadian residents. If oux; reforms have the impact we
expect, Canadians would pre-empt more of the opportunities for profitable
investment in Canada that have been attracting the equity capital of

non-residents. - This would be a by-product of the tax system we propose

" for essentially domestic reasons; but it would be & valuable by-product.
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rate should be ignored, but rather that an exchange rate should not be

treated as immutabie.
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Economic Council of Canads, Second Annual Review, Ottawa: Queen's Printer,

1965, pp. 20-26.

As distinct from nominal marginal rates that do not reflect the fé.ct that

the tax system affects the corporate income tax base.

Particularly the submissions of the King's Way Lamp and Manufacturing
(1960) Ltd., The Diversey Corporation (Canada) Ltd., the Canadian Automotive
Wholesalers' and Mamufacturers' Association, the Canadian Electrical

Distributors Association, and The Rubber Association of Canada.
Volkswagen Canade Ltd., and Canadian Importers Association Incorporated.

For example, by The Canadian Export Association, the Canadian Importers
Association Incorporated, and the Electronic Industries Association of

Canada.

Austria, Belgium, Denmark, France, Federal Republic of Germany, Italy,
Japan, Luxembourg, The Netherlands, New Zealand, Norway, Sweden, Switzerland,

the United Kingdom and the United States.

A. M. Moore, Taxes and Exports, Toronto: Canadian Tax Foundation, 1963,

p. 1.

Greece, Mexico, Uruguav,'Iran, and Eire also remit profits taxes on exports
in vhole or in part, but are hardly important as competitors with Canadian
exports. See Moore, ibid., for details of the Japanese, French and

Australian schemes.

This problein would disappear if the European Cammon Market countries are
successful in their move to replace these cascade or turn-over taxes with

the value-added form of taxation.

But see the later discussion of the indirect export subsidy that is involved
in the foreign investment guidelines adopted by the United States in

December 1965. This is not the result of the United States system, however.
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G. D. A. MacDougall, "The Benefits and Costs of Private Investment from
Abroad: A Theoretical Approach", Economic Record, Vol. 36, 1960, pp. 13-35;

reprinted in Bulletin of the Oxford University Institute of Statistics,

Vol. 22, 1960, pp. 187-212.

House of Commons Debates, Budget Speech, December 20, 1960, p. 1002.

Ibid., p. 1009.

The budget provision applied only to listed public companies, but the
Minister stated that he was considering measures to make it applicable
to other companies as well, and warned these not to take anticipatory

action. House of Commons Debates, June 13, 1963, pp. 1007, 1013 ff.

There seemed at first to be some uncertainty whether or not "genuine"
managenent fees also were taxable. But this was gradually cleared up.

See Department of National Revenue, Information Bulletin No. 23, 27 January

196L.
House of Commons Debates, June 13, 1963, pp. 1000, 1001, 1006.

House of Commons Debates, March 16, 1964, pp. 978 and 984-986.

Ibid., pp. 978 and 963-986.

Without the ministerial agreement reached in Washington in March 1966,
the application of the United States guidelines to direct investment in
Canada after December 1965 might have served to depress the inflow of
United States direct investment in the future. They might have brought
about, therefore, the shift from direct to portfolio investment that the
Canadien tax changes of 1963 sought to achieve, although for entirely

different reasons.

Revising the Corporations and Labour Unions Returns Act, S.C. 1962,

Chapter 26, probably would be & useful first step.

See H. E. English, Industrial Structure in Canada's International Competitive

Position: A Study of the Factors Affecting Economies of Scale and Special-

ization in Canadian Manufacturing, Montreal: Private Planning Association, 196k.




CHAPTER 6
FISCAL POLICY FOR THE REDISTRIBUTION OF INCOME

Taxes and government expenditures including transfer payments alter
the allocation of resources not only among alternative uses but also among
individuals and families. It is our belief, as we have stated, that the tax-
expenditure systeﬁ should be used to increase the resources available to those
who have the least economic power and the heaviest obligations and responsi-
bilities. The extent to which the system should redistribute resources among
individusls and families is ultimately a question of judgment. A compromise
mst be réached between perfect equality of income and the continuatioﬁ of
differences in income that reflect differences in personal capabilities'and
effort. Without these differences in income, incentives to efficiency would
be reduced. With reduced efficiency the rate of growth of future output also
would be reduced. Greater equality now could mean less for everyone in the

future.

In our view it is possible to achieve a substantial degree of redistribu-
tion without sacrificing economic growth; many of the disincentive effects
of redistribution can be compensated for within the system. However,
consistent with the objective of equality of opportunity for all Canadians,
we would recommend tax meaéures that redistribute income in favour of those
at the bottom of the income scale even if this necessitated some sactifice
of future growth. The question is not whether we should have a system
that redistributes resources in favour of the poor, but concerns the degree

to which redistribution should teke place.

In order to decide what should be done in the future, it is essential
‘that we know the redistributive effects of.the present ellocation of taxes,
transfer payments, and benefits from government expenditures. In the
following section we summarize the resultsvof e study of fhg effective degree
of progression and redistribution that has resulted from the fiscal oﬁerations

of the government sector L/. On the basis of this information we then discuss
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how we could change the degree of redistribution by altering tex bases, by
varying tax rates, by offering tax credits, and by devising new systems

of transfer payments.,

For the reasons given later in this chapter, the incidence of all taxes
and all government expenditures cannot be estimated on a comparsble basis
for families and unattsched individuals with incomes of $10,000 or over,
except as a group. This is a serious limitation because, as the data given
in the "Introduction” (Volume 1) show, direct taxes are virtually proportion-
ate to income for upper income taxpayers as a group. Because the consumption
expenditures of upper income families and unattached individuals are at most
a constant proportiqn of income, and probably decline as a proportion of
income as income rises, indirect taxes are certainly not progressive for
upper income taxpayers either. It follows that the tax system as a whole
is not progressive throughout the "$10,000 and over" income class. This
result should be borne in mind in interpreting the findings of the study
reported in this chapter. Many of our major recommendations are designed
to eliminate this departure from taxation according to ability to pay by

broadening the base of personal income taxes.

Chapter 36 provides detailed estimates of the incidence of the present

and proposed income tax systems for narrowly defined upper income ‘classes.
THE INCIDENCE OF THE PRESENT FISCAL SYSTEM

Imagine fof a moment that a community exists without a government
sector, and that a government is then introduced. As a result, each
individual will find that his economic position relative to others will
be altered both by the tax payments he makes, and by the benefits he
receives from transfer payments and other government expenditures. This
change in the relative position of each individual, measured against his

original position, is defined as fiscal incidence.
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It is important to note that this change in relative position is the
composite result of chaﬁges on the tax side of the government sector and
changes on the expenditure side of the government sector.' It 1is necessary
to rejéc£>tﬁe not;on thgt income redist;ibution effected by the government
sector can be examined by gnélyzing only thosebrelative changes in economic
position broughtlabout by changes in tax payments. While it is difficult
to deriQé reliable estimates of the benefits from transfer payménts and
government expenditures, a éomplete and consistent theory ofithe gdvernment
sector musf explain the role of both taxes and public expenditures; Taxes
are the mean; by which éommand over resources is transferred from the private
sector to the iublic sector in order toAprovide certaiﬁ goods and serviceé,
and transfer payments. Consequently,.a thorough analysis of the government
sector would have to aliéw fér both sidés of the fiscal system. If the
effect of government expenditures were omitted 1n-estimat1ng figcal incidence

it would be the same as implicitly assuming that these expenditures were

distributed in.a particular manner.

It is.not possible to make estimates of the numerical values of fiscal
incidence as Jﬁst defiﬁed for each 1ﬁdividnal in Canada, but it ié‘possible ‘
to derive an approximate measure of inecidence by modifying the definition.
First, instead of considering inaividuais, families can be grouped together
and individuals considered bnly when the& are separafe ffom_any family unit;
Secondly, families and unesttached individuais can be groﬁped by size brackets
of actual mbney income. For example, all families and individuals in Canada
who had a money income of $4,000 to $4,999 are grouped together. Thirdly,
money 1ncoﬁe falls short of aﬂ.appropriaﬁe definitibn of eéonomic poéition
because many pérsbns derive an increase in economic powef that dbes hot
teke the form of money diréctly receivea, for éxample; a shareholder's
portion of the retained earningé of corpofationé and a policyholder's share
of life insurance company income. Estimates were made of such receipts and
these were distributed amqu the #arious money. income'classes ;n order to

determine a more comprehensive income base.
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Having determined the base, the next step in the analysis is to
allocate to each family money income class the proportion of total taxes
paid end the value of benefits received by that class. These figures, when
expressed as a percentage of the income base in a class, yield the measure
of incidence that follows. Clearly, the allocations can only be in average
terms. As an example, take the distribution of the selective excise tax on
tobacco products., Survey data show how much the average family with a money
income of between $4,000 and $4,999 spends for tobacco products, and knowing
the taxes on tobacco it is an easy matter to express that excise tax és a
percentage of income base of the class, and thus derive a "tobacco excise tax
incidence”. The answer can only be an average incidence because there will
be some families in the group who do not buy tobacco products and some

families who buy more than others.

The analysis takes into account taxes imposed and expenditures incurred
by the federal, provincial, and municipal levels of government. The
Commission was not invited to recommend changes in the tax or expenditure
structures of the provincial or municipel governments in order to attain any
of the objectives set forth in its terms of reference. On the other hand,
excluding the provincial and municipal governments would have made the
examination of fiscal incidence meaningless. Fiscal incidence is not deter-
mined by the level of government imposing a tax or producing a public service;
it is determined by the change in reletive positions of families and individu-
als as the result of all taxes and public expenditures. PFurthermore, if
different patterns of incidence occur at the different levels of government,
it may be impossible for the federal government alone to bring about a
"desired" degree of total income redistribution. It thus seems preferable
to examine the incidence of taxes and government expenditures at all levels

of government.

* It should be pointed out that the taxes of all provinces have been

aggregated and treated as if they were imposed at a uniform central rate.
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This was the only feasible wmethod of dealing with regional taxes within the
context of an estimate of the total tax distribution. However, because some
variation does exist in rates among provinces, an attempt to apply the
total provincial tax incidence to any particular province will be subject

to error. To the extent that a province receives a greater than average
amount of tax revenue from one of the clearly regressive or clearly pro-
gressive taxes, that province will have a tax system that is more regressive

or more progressive than the average,
The Incidence of Taxes

The taxes levied are presented in Table 5-1, The data are for 1961,
the last year available at the time the study was made, and include all
revenues exéept minor items such as fishing licences, and revenues from the
sale of goods and services that cannot be readily allocated. 1In addition,
taxes levied on income faid to fofeigners (largely interest and dividends),
and taxes paid by Canadians to foreign governments are ignored. Another
adjustment concerns those tax payments that can be assumed to be exported
to foreigners. This adjustment has two aspects. First, the proportion of
corporate income taxes that is assumed to fall on the shareholder is divided
into a foreign share and a domestic share, depending on the proportion of
non-resident ownefship of investment in Canadian companies _/. Second, the
taxes on sales of goods that are passed on to the foreign buyer has also
been_estimated according to the proportion of total sales that are made to
foreignérs. Both éf these exported tax shares are excluded from the com-
putatioﬁs of tax incidénce shown in column (3) of Table 6-1. A description
of the assumptions by which the taxes were allocated among the different

family money indome.classes is given in the study Q/.

Before examining the evidence, some qualifications are necessary. First,
while the results are presented as percentage rates it would be misleading
to interpret the numerical magnitudes as other than average rates applicable

to their respective income classes.
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Second, because the data on family consumption expenditures treat the
income class "$10,000 and over" as one class, it is not possible to estimate
total tax incidence for income classes within this open-ended class on the
same basis as for the income classes within the "below $10,000" class. At
most the evidence given in the study suggests the degree of tax incidence
between the aggregate "under $10,000" class and the aggregate "$10,000 and

over" class. Such a comparison is made later in this chapter.
TABIE 6-1

TOTAL TAX PAYMENTS, 1961

Total Tax Payments

Revenue Total Tax ' Exclusive of Taxes

Source Payments Exported to Foreigners
(millions of (per cent} (millions of (per cent)
dollars) - ' dollars)

1 2 % L
1. Individual Income Tax 2,137 21. 4 2,137 22.9
2. Corporate Income Tax 1,610 16.1 1,191 12.8
3. Succession Duties 151 1.5 151 1.6
Lk, General Sales Taxes 1,400 1k.0 1,400 15.0
5. Selective Excises 1,482 14.8 1,440 15. 4
6. Import Duties 535 5.3 535 5.7
7.  Property Tax 1,399 14.0 . 1,300 " 13.9
8. Social Security 600 6.0 600 - 6.4
9. Other Taxes 676 6.8 575 ' 6.2

10. Total Taxes $ 9,99 100 $ 9,329 ' 100

Note: Details may not add to totals due to rounding.

Source: W.I. Gillespie, The Incidence of Taxes and Public Expenditures

in the Canadian Economy, a study published by the Commission,

Table 2.1.
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The pattern of total tax incidence for the year 1961 is presented in
Teble 6-2 and illustrated in Chart 5-1. The éstimates show that the total
tax structure is regressive over the first th;ee’income classes up to an
income level of $4,000, slightly progressive ;p-to an income level of $10,000,
and more progressive beyond $10,000. Becausezthe income bracket is open-
ended above $10,000, it is impossible to say %nything about the degree of

progression for families and individuals within this class except in aggregate.

The federal tax structure is slightly regressive over thé first two
brackets énd progressive beyond those brackets, This pattern, in the main,
is the result of several canflicting fo?ces. The individual income tax is
progressive throughout the entire income range. The corporate income tax is
regressive up to an income level of $5,000 and progressive beyond; such
regressiveness over the lower income brackets is partially explained by that
portion of the tax that is assumed to be shifted forward in the prices of
goods. The general sales tax, selective excises, and import duties all
exhibit regressiveness over the first two brackets, an erratic pattern that
is neither clearly progressive nor regressive from an income level of $3,000
to $10,000, and reéressiveneés beyond $10,000. The evidence seems to suggest,
therefore, that while taxes on consumption are regressive over the lower and
upper income brackets, there is no clear pattern of regressiveness or pro-

gressiveness over the middle income range.

The provineial and municipal tax structure is regressive over the first
three income brackets and mildly progressive beyond. The element of pro-
gressiveness is inserted by the individual income tax and the corporate
income tax over the last two income brackets, although these taxes do not
bear nearly tﬁe ﬁeight in the provincial and mugicipal tax structure that
fhey do in the federal tax structure (as of l96i). Sales taxes, excise taxes,
and property taxes largely explain the regressi;e natﬁre of the. total pro-
vincial and municipal tax structure over the 1oJer income brackets. The

broperty tax is very regressive up to an income level of $5,000 and
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NUMBER OF FAMILIES

CUMULATIVE NUMBER OF FAMILIES

EFFECTIVE TAX RATES FOR THE TOTAL TAX STRUCTURE, 1961

TABLE 6-2

(see Chart 6-1)

Family Money Income Class

Under $2,000~- $3,000~ $4 ,000- $5,000- $7,000- $10,000
$2,000 2,999 3,999 4,999 6,999 9,999 and_ Over Total
(per cent)

21.3 16.9 18.0 i7.3 9.3 20.7 23.8 20.2
1.1 1.9 3.3 L.5 7.2 8.8 10.4 6.9
6.5 3.4 2.8 2.3 2.h 2.7 6.1 3.4
8.0 L2 4,2 3.7 k.o b 2.7 2.9
4.3 2.6 2.6 2.3 2.5 2.4 1.5 2.3
L7 2.3 2.2 1.9 2.0 2.0 1.3 2.0

- - - .- - - 1.4 .3
2.7 2.5 2.9 2.6 1.2 T .5 1.5
32.7 16.0 .2 13.1 3.5 13.5 .6 .5
.1 .3 .5 T 1.1 1.4 1.6 1.1
2.0 1.1 .9 .7 7 .8 1.9 1.0
8.2 k.5 4.6 4.3 k.1 k.5 3.0 L.4
- - - - - - 1.5 .3
2.6 .9 .7 .5 b .3 .1 .5

16.3 6.8 5.k 4.8 §.3 L.o 3.8 L.8
2.7 1.6 1.h 1.3 1.k 1.5 2.2 1.6

8 —T .8 -8 —9 —9 —5 8

22.0 12.1 13.5 14,5 21.2 11.6 5.1

22.0 3h4.1 k7.6 62.1 83.3 9.9 100.0

Details may not edd to totals due to rounding.

Source: W. I. Gillespie, The Incidence of Taxes and Public Expenditure in the Canadian Economy, & study published by the Commission.
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proportional beyond. Hospital insurance taxes are regressive over the
entire income range, but their weight is minor within the provincial and

municipal tax structure.

These results depend upon, among other facfors, the underlying shifting
assumptions that are used to allocate the various taxes to factor incomes or
particular consumer outlays. However, in the study various alternative
assumptions were employed, and it was found that there was no significant

change in the general pattern of total tax incidence.

To sum up, given certaln assumptions as to the incidence of each tax,
the evidence, with due allowance for some unquantifisble margin of error,
suggests that the distribution of effective tax rates is regressive up to an
income level of at least $4,000 and progressive beyond. It is this element
of regressiveness of the tax structure that i1s important when considerations
of tax fairne;s and equity are involved. In total, about one third of all
families and unattached individuals are affected by the regressiveness over

the first two income classes.
The Incidence of Public Expenditures

Under this subheading'are.presented estimates of the incidence of the
expenditures side of the fiscal system. The expenditures consideréd are
presented in Teble 6-%. When the expenditures side of the public sector is
examined it is possible to distinguish between transfer payments to families,
and government expenditures on goods and services. Transfer payments are
similar to negative taxes and they can be analyzed in much the same way as

taxes.

Public expenditures on goods and services affect the distribution of
income to the extent that they confer benefits on families that are not
eéually distributed throughout the income¢ scale. The examination of these
benefits is not as straightforward as the determination of the incidence

of transfer paymenés. The approach adopted was to examine the cost to the
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government of providing each public expenditure on goods and services, and
this cost was considered to be incurred on behalf of those families who stand
to benefit from the provision of the goods or services. For example, if =2
public expenditure is provided that solely benefits families whose menbers .
are over 55 years of age, it was assumed that the costs of the public eX-
penditures were "incurred on behalf of" those families. The actual estimates
of total incidence of .expenditures on goods and services were made by

determining the following:

1. Those beneficiary groups on whose behalf the public expenditure is made.
2. The average cost of providing each group with the service.
3. The distribution, by family money income class, of the familles within

each beneficiary group.

TABIE 6-3
TOTAL GOVERNMENT EXPENDITURES, 1961

Total Expenditures

Toﬁal Expenditures Net of Exported Share
(millions of (per cent) (millions of (per cent)
Expenditure dollers) - dollars)
Item 1 2 3 Ly
Specific Expenditures
1. Highways 1,062 8.8 .~ 1,000 8.5
2. Other Transportation 311 2.6 311 2.6
3, Education 1,820 15.2 1,820 15.5
L, Health and Senitation 1,212 10.1 1,202 10.2
5. Social Welfare and
Payments to Veterans 2,730 . 22.7 2,7% 23.2
6. Agriculture 372 3.0 372 3.2
T. Interest Payments 837 7.0 546 4.6
8. '"General' Expenditures 2,790 30,4 3,790 32.2
9. Total Expenditures $12,13k 100 $11,771 100

Note: Details may not add to totals due to rounding.

Source: W.I, Gillespie, The Incidence of.Taxes and Public Expenditures in the

Canadian Economy, a study published by the Commission, Table 3.1.
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The above approach works well if the beneficieries of public expenditures
are clearly delineated groups within the economy; in other words, it is an.
appropriate method of dealing with "specific” public expenditures. However,
there are some public expenditures that are impossible to allocate by specific
beneficiary groups. For example, national defence and justice are services
that are clearly indivisible among families because they exist in the same
amount for all. However, any estimation of the effect of all public
expenditures on the distribution of income depends upon the distribution of
the benefits from "general" public expenditures among families. We have
chosen to disfribute sﬁch general expenditures as a flat percentage of income

under our definition of income L4f.

Before examining the evidence two qualificétion; must be made., First,
the degree of variation about the estimated average effective rates of
expenditure incidence is probably much greater than the degree of variation
gbout the average effective rate of tax incidence. While almost no families
can escape the major tax payments, a considerable number of families do not
receive direct benefits from such puﬁlié'ekpenditures as social welfare and
payments to veterans. Therefore, the average effective rate of expenditure
incidence will be smaller by an unknown amount for a family that did not

receive such social security benefits.

This is an extremely important qualification that greatly affects the
meaning that can be attached to the estimates of expenditure. incidence, and
ultimately to the estimates of fiscal incidence. Within each income class
there are families and unattached individuals with widely divergent social-
economic characteristics. The lower income classes include, for example, the
aged-retired, the temporarily unemployed, the disabled, young persons who
have Jjust entered the labour force, and persons with léw lifetime incomes.
Government welfare expenditures are not evenly distributed among low income
families and unattached individuals with these characteristics. For example,

the temporarily unemployed, the disabled, the elderly and families with
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many children benefit from specific government programmes., But there are
some families and unattached individuals who do not fali into one of these
categories, in particular, those who have just entered the labour fo?ce and
those yho are physically able apd employed but. have low lifetime incomes.,

. y - . :

These families and individuals fecéive few government benefits. The
expenditure incidence of each income class, because it is the average for
the class, masks all of these differences by averaging those who recei&ei

little with those who receive much.

Tpe second qualificaﬁion results becagse thé estimates presented herg
are based on the distribution of the average éosts incurred in prdvi@ing :f
public goods and services for various families. They are not, stricfly
speaging, estimates of benefits received from the .provision of public goods-
by all families. In other wérds, some puﬁlic servicés provided for a specific
group of beneficiaries may confer benefits on families other than the basic
group.- Except in the case of "general" expenditures we have not attempted

to ‘assess the distribution of these "external benefits".

The distribution of effective expenditure incidence is presented in
Table 6-4 énd illustrated in Chart. 6-2, The magnitudes represent the costs
incurred on behalf of families in each family money income class as a per-
centage of the inéomé base within each.class. A word of warning is necessary
concerning the high absolute values for some rates in the lowest brackets:
these should not be taken to indicate a high level of public economic welfare.
In fact, as the income base approacbes zero, the effective expenditure
incidence will approach infinity. All thﬁt can be said is that, for an

. . LT3
"average" family in the lowest income bracket, public expenditures have a E

greater effect relative to income than for an "average" family in the next

higher income bracket.

The distribution of government expenditures for all levels of government
is clearly favourable to the lower income brackets; the effective rate of

expenditure incidence decreases as income increases over the entire income



Line

RN )

Ao O N O W

10.
11.
12.
13.
14,
15.
16.
17.

18.

Note:

Public Expenditures

FEDERAL EXPENDITURES, TOTAL

Highways

Other Transportation

Education

Public Health and Sanitation.
Agriculture

Social Welfare and Veterans' Payments
Interest Payments on the Public Debt

"General"

PROVINCIAL AND LOCAL EXPENDITURES, TOTAL

Highways

Education

Public Health and Sanitation
Agriculture

Social Welfare

Interest Payments on the Public Debt
“General"

TOTAL EXPENDITURES, ALL LEVELS

TABLE 6-4

THE INCIDENCE OF ALL EXPENDITURES, 1961
(see Chart 6-2)

Family Money Income Class

Under $2,000~ $3,000- $4,000- $5,000-- $7,000- $10,000
$2,000 2,999 3,999 4,999 6,999 9,999 and’ Over Total
(per cent)

99.3 b1.6 21.0 22.2 20.1 18.9 7.7 2k.2
.5 .3 3 3 .3 .3 .2 .3
2.7 1.3 1.2 1.0 1.1 1.3 .9 1.2
.7 5 4 R 3 .3 3 3
7.0 2.6 2.0 1.5 1.2 .8 ' 1.4
3.h 3.1 1.8 1.0 T .6 .8 1.1
70.4 21.7 10.2 7.2 5.7 4.6 2.1 8.4
k.9 2.2 1.3 1.0 .9 1.2 3.1 1.7
9.7 9.9 9.8 . 9.9 9.8 9.8 9.8 9.8
63.6 3.2 2k 4 20.5 18.6 15.3 1.5 19.6
5.6 3.2 3.3 3.4 3.7 3.6 2.7 3.4

18.3 11.4 9.5 7.7 6.5 b3 2.5 6.4

17.8 6.2 k.5 3.4 2.7 1.8 .8 3.1
3.8 .9 b .2 1 .1 .0 3

13.0 4.8 2.1 1.4 1.1 1;1 .5 1.7
1.0 .5 3 .2 .2 3 T "
b1 L2 4,2 4.3 4.3 L.2 h.}h b2

Details may not add to totals due to rounding.

Source: W. I. Gillespie, The Incidence of Taxes and Public Expenditures in the Cansdian Economy, a study published by the Commission.
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scale. While it is difficult to determine the degree of continued decline
in.this rate within the upper income bracket, it does seem that there is
some decline from the "under $10,000" income class to the "$10,000 and over"

income class.

The di§tr1bution of public expenditures for the federal government is
favourable to the lower income brackets up to an income level of approximately
$5,0QO; beyond this level the effective rate of expenditure incidence is

: almoét proportional. This "favourable to the lower income earners” aspect
is most noticesbly affected by social welfare payments and payments to
veterans that are all heavily weighted toward families in the lower income
brackets. The major category at the federal level-— "general" expenditures—
has no effect on the distributive pattern because it was allocated as a

;
flat percentage of income. The remaining expenditures are relatively, in-

significant,‘both in their weight within the federal expenditure structure

and in their effect on the distribution of income.

The distribution of public expenditures for provincial and municipal
" governments is favourable to the lower income brackets throughout the entire
income scale, although it is more favourable over the first two income
brackets than elsewhere. The three major public expenditures which bring
about this distributive pattern are public health and sanitation, social
velfare, and education. The incidence of public health and sanitation
expenditures is extremely favourable to the lower income earners over the
first two income braqgets and less favourable throughout the rest of the
income distribution. fwo factors account for this pattern. First, hospital
insurance expenditures are allocated to families and the bulk of families are
located in the lower inéome brackets. Second, sanitation expenditures are
incurred on behalf of all housing units and therefore are also predominantly
Qeighted toward the lower income brackets. The incidehce of social welfare
is favourable to the lower income earners up to an income of $7,000, beyond
which it is almost proportional and negligible. The weight of these payments

is relatively minor in the total provincial and local expenditure structure,
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but has a noticeable‘effect on the distribution of income because of thé

61d age pension and direct relief compohents which are mainly 1ncdrred on
behalf of‘lﬁwer income earners. The incidence of education expenditures

is fairly favourable to the lower income earners th;oughout the entire lower
income scale, although it is most significant up to an income level of
$3,000. This pattern of expenditure incidence is caused py the heavy weight
of the distribution of eléméntary and secondary school children in the lower
income brackets. ' The standard pattern of expenditure incidence of education
expenditufes can be summed up as being fairiy favourable to the lower income
earners and as becoming progressively less favourable as we move up the

income scale,

The Fiscal Incidence
of the Public Sector

The next step 1s tb)determine the fiscal incidence of the public
sector, by subtracting the distribution of effective tax rates from the
distribution of effective expenditure rates. The result is a measure of
the net benefits or burdens received by the various income classes from

the tax and expenditure structures.

It must be pointed out first that during 1961 the revenues and expendi-
tures of the public sector as used in the analysis were not balanced. Moreover,
the imbalance was not made uplsolely of what is ordinarily called a deficit.
A "deficit" also eppears in the.calculations vhen it is necessary to exclude
from the investigation a greater amount of revenues than of expenditures.

For example, the methodology underlying the analysis resulted in the value of
exported taxes exceeding the value of exported government expenditures; this
adds considerably to an overall net residual expenditure benefit. The A
accompanying sfudy presents estimates of the effect upon net fiécal incidence
of eliminating the deficit, but they are.not presented here.. The estimates

presented show a net residual expenditure benefit incidence. This means that
the point at which the net benefit changes from positive to negative occurs

at a higher income level than if the deficit had been taken into account.
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The distribution of fiscal incidence is presented in Table 6-5 and
illustrated in Chart 6-3, The general pattern for all levels of government
cowbined is clearly favourable to the lower income brackets, and becomes less
favourable as income increases., The lower income classes experience a net
benefit in their relation with the public sector and this net benelit |
continually decreases as a proportion of the income base as the base increases,

until it becomes a net burden in the upper income ranges.

TABIE 6-5

EFFECTIVE FISCAL INCIDENCE, 1961
(negative numbers indicate net contribution)

Family Money Federal Provincial and Totals
Income Class Level Municipal Levels All Levels
(Percentages)
Under - $2,000 72.0 -~ 30.0 102.8
$ 2,000 - 2,999 A 2k.6 15.3 39.9
3,000 - 3,999 9.0 0.1 19.1
4,000 - 4,999 : b9 ' Tl 12.3
5,000 - 6,999 0.8 5.1 5.9
7,000 - 9,999 -1.8 1.8 0.0
10,000 and over -6.0 -3,2 -9.2
TOTAL o) S.1 9.1
Note: Details may not add to totals due to rounding.

Source: Table 6-4 minus Table 6-2.

The empirical results support the conclusion that under the 1961 fiscal
system there was redistribution from the upper to the lower income classes.
Tt is also apparent that the net benefit by income class decreases relatively
as income increases, although the point where net benefits cease and net

burdens begin cannot be exactly specified. There are, of course, various
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errors associated with the basic pattern. However, one cannot plead complete
igno;aege. The best that can be concluded is that the redistribution of
income moves from positive to negative within the income range $&,500-$7,000.
Again, it must be emphasized that these figures relate to the average fiscal
incidence within an income group. Individuals within a group might well

have a net benefit or burden that differs considerably from this average.

Thé patterns of fiscal incidence for the federal, provincial and
municipal levels of government follow the same general shape, and give rise
to the same conclusions. There is, however, some difference in degree. The
federal pattern of fiscal incidence is more sharply "fevourable to the lower
income brackets" than the provincial and municipal pattern. This is ex-
plained by the concentration of social welfare public expenditures at the

federal level,

It is useful to compare the‘effective tax rates, expenditure incidence,
and net fiscal incidence for families with money incomes below $10,000 with
A families with money incomes of $10,000 or more. The basic data are presented
in Teble 6-6. The data given in the table show that the total effective tax
rate for all levels of government is not much higher for families with money
incomes of $10,000 or more relative to those with income below $10,000:
38.4 per cent for the former and 33.8 per cent for the latter, What little
progressivehess there is results almost entirely from federal taxes., Pro-

vincial taxes are about the same proportion of income for both groups.

The incidence of all government expenditures is substantially more pro-
gressive than the incidence of taxes, Expenditures are sbout 47 per cent of
the income base for those families with money incomes.less than $10,000 and
about 29 per cent for families with greater money incomes. When $10,000 is
used as the dividing line, provincial expenditures are more progressive than
federal expenditures, that is, they are concentrated more heavily than federal

expenditures on those families with money incomes of less than $10,000.

o




259
TABIE 6-6

~ EFFECTIVE FISCAL INCIDENCE, 1961, FOR
FAMILIES WITH INCOMES UNDER
AND OVER $10,000

Family Money Income Class

Under $10,000 $10,000 and over
Thousands of families --l,954 « 263
Total income (millions of dollars) 21,700 - 5,212
Average income (dollars) . ' : 4,380 19,817
Taxes (millions of dollars)
Federal _ 4,188 1,239
"Provincial-Municipal _L_]_QQ .6k
Total ‘ 7,326 : 2,003
Expenditures (millions of dollars)
Federal 5,581 - 92k
Provincial-Municipal : _L,667 . 29
Total 10,248 1,523
Effective tax rate.s (per c‘ent)
Federal o . | | 19.3 ’ 23.8
Provincial-Municipal ___1_th - _14.6
 Total 33.8 38
Effective incidence all expenditures ‘ I
_ {per cent) . , ) ‘
Federal - C25.T ' 17.7
Provincial-Municipal | _Azi | _ 1.5
~ Total - 7.2 9.2
 Effective fiscal incidence (per cent)
Federal | ' - + 6.k - 6.0
Provincial + 7.0 _= 3.2
Total . +13. 4 - 9.2

Source: W.I., Gillespie, The Incidence of Taxes and Public Expenditures

in the Canadian Economy, a study published by the Commission.
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Combining both taxes and expenditures to obtain the effective fiscal
incidence of the government sector as a whole reveals that the average
family with an income below $10,000 receives a net benefit of about 13 per
cent of its comprehensive income. The average family with an income of
$10,000 or more makes a net contribution equal to about 9 per cent of its
comprehensive income. Slightly more than one half of the net benefit
received by the average family at the lower end of the income scale comes
from provincial and municipal governments; slightly less than two thirds
of the net contribution of those at the top of the income scale is made

to the federal government.
IMPLICATIONS

The evidence suggests that there is a positive redistribution of in-
come from the higher to the lower income classes brought about by the present
tax-expenditure system. While this is as it should be, we are not satisfied

that the present tax system achieves vertical equity.

1. There are wide variations about the average tax and expenditure
incidence estimates for each income class. There are "non-average"
families and individuals in each class who pay above-average taxes
and receive below-average benefits. There are some low income
families and individuals who are not receiving enough transfers and
other benefits to offset their taxes. This is particularly likely to
be the situation for those with low lifetime incomes. It is no con-
solation for these people that those who temporarily have low incomes
are net beneficiaries under the present fiscal system. The system
should be fair to every man not only the average man. As long as
there are gaps in the transfer system so that some families and un-
attached individuals with permanently low incomes do not receive
adequate benefits, we cannot be satisfied with a tax system that is
regressive at the bottom of the income scale. It would be irresponsi-
ble for us to ignore the regressiveness of the tax system on the

grounds that it could be offset by revolutionary changes in the

transfer system.
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Even if the "ideal" system of transfer payments were instituted,
Canada could not achieve an equipable fiscal system by reducing

the progressiveness of the tax system and substituting & more
progressive zllocztion of benefits. A fiscal system in which

taxes were proportionate to income znd redistribution was achieved
solely through the provision of relatively grester benefits to

those with low incomes would be unfair. Such a system could

achieve a redistribution of benefits from those families in the

upper income classes to those in the lower income classes, but

the net contributions of families with very high incomes would

be virtually a constant proporfion of income, and therefore not

in accordance with their ebility to pay. Vertical equity would

be achieved over the lower and middle income classes but not

over the upper income classes, Vertical equity cannot be achieved
without progressive tax rates to ensure that the net contribution

of a man with a comprehensive tax base of $50,000 is a larger
proportion of his base than are the taxes of a man with a comprehensive
tax base of $15,000 2/. Achieving this aspect of vertical equity is
Just as important as achieving a net redistribution from all of those
with & comprehensive tax base above, say, $7,000 to all of those

below thst figure.

As we have said, the data available precluded an analysis of fiscal
incidence by income class above $10,000 on a comparable basis. This

is a most unfortunate limitation, because as we hzve shown in the
"Introduction” (Volume 1), and present in detail in Chapter 26, except
for those in receipt of large salaries or very substantial professional
income, the net contribution of upper income individuasls and families
is not an increasing proportion of comprehensive income under the
present system, despite the high nominal marginal rates. Indeed,

taxes now are probably a decreasing proportion of comprehensive

income for upper income individuals and families.



262

We do not believe that the net fiscal system is a reflection of
the considered preferences of the majority of Canadians with respect
to the ideal degree of redistribution, but is rather the end product
of a multitude of unrelated decisions by many governments over many
years. We see no reason to treat it as sacrosanct. Consequently we
will recommend reforms that would reduce the regressiveness of the
present tax system for those ﬁith low comprehensive incomes and
increase the effective progressiveness of the tax system on many

of those with large comprehensive incomes.

In the balance of this chapter we comment briefly on some aspects of
the present system of transfer payments and then present some general
observations on devices for achieving greater progressiveness in the total

tax system.
TRANSFER PAYMENTS

A cursory examination of the present system of transfer payments- shows
that the purpose of many of theﬁe transfer programmes is to help maintain
adequate living stahdards for those who, for reasons beyond their immediate
control, have suffered a rednction‘in income or are faced with substantial

non-discretionary expenses.

Before the welfare state had been contemplated by most people in this
country, poor individuals and families who were subject to reductions in incomg
or suffered catastrophic expenses were aided by charity. They recelved
gratuitbus transfers éf purchasing power (or benefits in kind) either directly
frqm other individuals or indirectly through private organizations.' The entry
of the state into this transfer process has meant that (except for private
charity) the government stands between the transferor and the transferee.

The tax structure rather than personal benevolence 1afgely détermines who
contributes and how much. The law, regulations, and rules under which the

particular programmes operate, rather than the tastes and preferences of
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private benefactors, determine who is eligible for benefits and the amounts
to which they are entitled. As a result, transfer programmes contributions

are now a matter of legal obligation and benefits are a matter bf right..

The peculiar feature of the present tax-expenditure system is that
Canada now has many programmes and a wide variety of complicated financing
arrangements to achieve the relatively straightfofward objective of a re-
distribution 6f purchasing powef. It is true, of course, that the existing i
programmes do nop guarantee that individuals ﬁill not suffer hardéhips. In
particulatr, the man with a small income and fewléssets, who therefore does
not qualify as an indigent, but who has éérticularly heavy expenses, for
example, medical expenses,.can be very badly off indeed. Perhapé it is
public policy that some of these gaps exist, but the apparent enthuéiasm
for some form of medicare, to cite thé issue of the moment, sugge;ts that
not all the geps are accepted by wany Canadians. If, as we are inclined to
believe, man& of the gaps exist only because tﬁe transfer problem'has been
‘apprbached on an ad hoc basis, there is mﬁch io be said for a complete re-
appraisal of what we in Canada are dding to redistribute income and how

we are doing it,

" We urge the federal governmenf, with the participation.of the pfovincial
governments, to make a full and careful evaluation of the present transfer
system. The study should have thé widest possible terms of reference so-that
consideration could be given to all existing programmes. .This examination
should explicitly'take into accoﬁnt both the numérdus suggestions that are
now current for "negative income taxes" and "cash tax allowances", and the
net re§istributive effect of the whole tax-expenditures system, including
the rate structure that we are recommending. Under our terms of reference

we are restricted to making recommendationé‘for only half of the coin,

Financing Government
Transfer Payments

The study of government transfers should also encompass the methods

used to finance them.
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With the exceptidn ol family allowance payments Iinenced out of general
revenues, the major federal transfer progremmes are financed through special,
earmarked taxes, although the levies mey be designated in a different manner.
Moreover, many of the schemes sre at least partly funded. The earmarked
taxes gre established so that over o givén period of time each programme is,
2t least to some extent, self-financing, zlthough this approach is not

rigidly adhered ﬁo.

It is often claimed that earmarxed taxes hesve two advantages. It is said
that the public will‘more readily accept a specific tax that is to be used to
finance a particular benefit they are going to obﬁain, than an equivalent
increase in the general level of taxation, even though the proceeds are going
to be applied in the same way., It is further argued that vhen particular taxes
and particular 'benefits are tied together the demand for increases in benefits
is reduced, Both assertions may be true, but it is virtually impossible to
test them, It is difficult, however, to accept the second proposition in the
light of the fact that old age security benefits have grown more rapidiy than
family allowance benefits, although old age security pensions are financed

by earmarked taxes while family allowances are not,

Be that as it may, the taxes earmarked.fér transfer payments are
probably at best proportionate and possibly regressive, depending upon
one's assumptions regarding shifting. Pay-roll taxes, proportionate income
taxes with dollar limits, and consumption taxes are unlikely to fall
relatively more heavily on those in the upper income groups. By relying
on these kinds of taxes to finance its transfer programmes the effective
progressiveness of the Canadian system has been reduced, while its apparent
progressiveness is maintained through continued adherence to the personsl
income tax rate structure. Whether or not this has been desirable depends
on one's views as to the sppropriate degree of redistribution that should be
achieved through the tax-expenditure system. Much of the present system

involves transfers from those with small incomes to those with less.




265

It would take us too far afield to attempt to evaluate systematically
the pros and cons of funding government transfer programmes. We should,
however, like to record some .of our doubts on the merits of the funding

approach.

Many of the transfer programmes cannot be "actuarily sound" because it
is impossible to determine the probability of the contingencies for which
they provide. The word "insurance" is used too loosely when applied, for
example, to the unemployment insurance programme. Under a true insurance
approach the amount of premium is related to risk; when a programme is
compulsory there is no necessary connection between the two. High risk
parti?ipants are frequently subsidized by low risk participants compelled
to participate in the programme. This transfer probably is eminently desireable;
but it would be more straightforward to acknowledge that this is a form of
income redistribution rather than a form of insurance. Having gone this far

the irrelevance of a fund is apparent.

Under some funded programmes, funds will be accumulated rapidly in the
early years. The Canada Pension Plan is the most obvious example _j. It
should be recognized that thé so-called contributions are really taxes and
are a form of forced saving. If governments borrow these funds at lower
rates of interest thah they would otherwise have to pay, contributors are
forced to subsidize the government, and hence non-contribuxbrs. This is
not to say that a more generous pension is undesirable; we merely raise

doubts about the terms on which it is being financed.

But the greatest danger of a funded scheme, as we see 1t, 1s the rigldity
it builds into the system. There is a real possibility that some benefits
will be curtailed below socially desirable levels because it will be argued
that they cannot be "afforded" if the funds are not to go bankrupt. On the
other hand, some programmes will not be abandoned when they should be because
it will be claimed that people have a right to specified benefits because of

their contributions. In our view these secondary considerations inhibit con-
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centration on the main issues. Who should have their purchasing power
1ncrease§1? By how much? If we have full utilization of resources, who

ghould give up purchasing power to those in need? By how much?

Here, too, the guestions go far beyond our terms of reference and we
do not believe we should meke recommendations that would sttempt to implement
our ideas. We are convinced, howevér , that these questions derserve much
more public discussion than they bhave received.

- REDUCING THE REGRESSIVENESS OF
THE PRESENT TAX SYSTEM

Of the major taxes imposed by all levels of government only the personal
1n§ome tax is not regressive for those individuals and families with low
incomes. We believe that the more the regressive features of the present
tax system could be reduced the more equitable the tax system would be,

Each of the following changes would move in this direction:

1. Increase the weight of personal income taxes and reduce the weights

of other texes in the mix.
2. Increase the effective progressiveness of the personal income tax.

3. Allow credits against personal income tax liabilities for .other

taxes paid.

We comment briefly below about each of these methods of reducing the
regressiveness of the tax system.

Increasing the Relative Importance
of Personal Income Taxes

0

Because personal income tax revenues increase more rapidly than other
tax revenues as the economy grows, if all tax rates and bases were held
constent the relative importance of personal income taxes in the mix would

gradually increase. However, over a period of time any one of the following

conditions could lead to a gradual reduction in the relative importance of




267

personal income taxes. Personal income taxes could be reduced from time
to time to stimﬁlate the econoﬁy. The personal income tax system could be
left unchanged while other taxes were raised because it was considered
deéirablé to finance particular expenditures on a fee-for-service basis,
for example, head taxes to flnance hospital care. Other taxes could be
raised because they were thought to be more "populaf", or because a
particular level of government requiring additional revenues was unable to
raise personal income taxes for any one of a multitude of reasons. In our
opinion a gradual reduction in the relative importance of personal income
taxes would be an inequitable result. We recommend that a policy of
gradually raising the relative importance of income taxes in the revenue
mix should be adopted.

Increasing the Effective Progressiveness

of the Personal Income Tax

. The personal income tax could be made more effectively progressive

in the following ways:

1. Broadening the base to include all increases in economic power.
Most of the present exclusions benefit top income taxpayers wmore

than_low income taxpayers.

2. Reducing the marginal rates applied to low income individusls and

families.

3 'increasing the exemptions or credits that offset the personai income

tax lisbilities of the bottom income brackets.

k, Alloving more generous deductions for the expenses of earning

employment income.
5. Increasing efféctive marginal rates on the top income brackets.

.For reasons we have given in this chapter, and on which we will elaborate

later in this Report, we think the change suggested by item 5 would be unwisé.
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The present personal rate schedule has a top marginal rate of about 80 per
cent. In our view it has only been possible to keep such a rate on the
statute books because it has been simple for most high income individuals
to avoid it, usually by transforming "income" into tax-free "capital gains".
The effective marginal rates on top income individuals are much less than the
nominal or statutory marginal rates. The potential disincentive effects of
marginal rates of up to 80 per cent applied to a comprehensive tax base are
far too great to be acceptable. We will, in fact, recommend a top marginal
personal rate of 50 per cent. This lower rate would reduce the degree of
progressiveness of the income tax system for a few individuals who are now
paying higher rates; but for most well-to-do taxpayers, the net effect of
broadening the tax base and lowering the top statutory rates would be to
increase the effective progressiveness of the income tax system.

Credits Against Personal Income Tax
Liabilities for Other Taxes
If corporate income taxes are fully shifted forward they become, in
effect, sales taxes without exemptions. Because low income individuals
spend a larger part of their incomes than middle and upper income individuals,

a fully shifted corporate tax becomes a regressive tax.

If corporate income taxes are not shifted, the demand for shares will

fall. The tax will be capitalized in lower share prices. The price will

fall to the point where the market is willing to hold the existing supply
of shares. This will be a price at which the "ayerage" investor obtains an
after-tax rate of return (at the reduced price) equal to the rate of return
he could obtain on other assets of comparable risk. Because the relative
decline in after-tax earnings per share will be greater for taxpayers with
below average marginal rates than for those with abové average marginal
rates, the after-tax rate of return at the new share price will be perma-
nently réduced for low ratg and permanently increased for high rate share-

holders if an unshifted tax is imposed. Low rate shareholders will find
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it advantageous to realize their losses on such shares snd buy other assets.
High rate shareholders will find it advantageous to accept the share losses
resulting from the unshifted corporate income tax and sell other assets to
buy more shares. Low income shareholders who continue to hold shares or
acqui?e shares after the imposition of the unshifted corporate tax will be
relatively worse off as a result of the unshifted corporate tax than upper
income shareholders. Our proposal that résident shareholders be given full
credit for corporate income taxes on a grossed-up basis would generally
reduce regressivéness. This would occur in those cases where the tax had
been shifted and where some reverse shifting would occur when thé full credit
for corporate income taxes is provided. If there has been no shifting, the
burden of tax on low income shareholders would be greatly reduced by our
integration scheme. 'Upper income shareholders would receive a much smaller

benefit.

The regressive characteristics of the present sales taxes could be
reduced, and perhaps eliminated, by providing refundable credits against
personal income tax liabilities for arbitrary amounts related to the estimated
sales tax borne b& low income individuals and families. An alternative would
be to exempt from sales tax all "necessities", and all the goods and services
required to produce "necessities". We would prefer the former approach, but

we will recommend that the latter be adopted initially.

It is less obvious that credit should be given for property taxes.
Thére are two reasons for this., First, to the extent that property taxes
constitute fees for services rendered by the municipality to the taxpajyer,
these taxes should not be deducted from personal income tax lisbilities.

The payments for many municipal services are, in essence, consumpfion
expenditures. If the provinces take over a larger and larger part of the
burden of education from the municipalities, and this seems to be the trend,
the feefor-service element'in property taxes will increase.- Second, it is

difficult to devise a system of credits for pfoperty texes agalnst personal

o
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income tax liabilities that would be equitable between those who own their
homes and those who rent from others. Therefore, we would not recommend

that credit for property taxes be gliven against personal income taxes.
CONCLUUSIONS AND RECOMMENDATIONS

1. To be equitasble, the tax-transfer-expenditure system should be used to
redistribute income, The question is how much redistribution, not

whether redistribution.

‘2. The present tax system (the data are for 1961) 1s regressive for low
income individuals and families, and slightly progressive for middle
and upper income individuals and families as a group. The lack of
available data makes it impossible to estimate on a comparable basis
the progressiveness of the tax system for those with incomes above
$10,000, except as a group. However, an examination of the personal
income texes paid by families and individuals within the "$10,000 and
over" class shows that the average effective rate of tax, base& on a
comprehensive definition of income, is less for families and
individuals at the upper end of the class than it 1s for those at

the lower end of the class.

3. The distribution of transfers and the benefits of government expendi-
tures is highly advantageous to some low income individuals and
families. But because of the gaps in the‘transfer system the re-
gressive taxes on some low income families and individusls probably

sre not offset by transfers and benefits.

L, The net effect of the whole fiscal system is a redistribution of

income from those with incomes above $4,500 to $7,000 to.those below.

5. A comparison of the fiscal incidence for families and unattached
individuals with money incomes of less than $10,000 with those with

money incomes of $10,000 or more shows the following results:
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a) The average net benefit of those below $10,000-is about 13 per

cent of the average comprehensive income base.

b) The average net contribution of those with a money income of
$10,000 or more is about 9 per cent of the average comprehensive

income base.

c) Slightly more than one half the net contribution received by
families and individuals at the lower end of the scale comes

from the provinces and municipalities.

d) Two thirds of the net contribution made by thbse at the upper

end of the scale goes to the federal government.

For those at the bottom end of the income scale the equity of

the fiscal system could be improved by either of the following changes:

a) By adopting e more comprehensive system of transfer payments
that would ensure that the regressive taxes on low income

families and individuals were invariably more than offset; or

b) By reducing effective tax rates on those with low incomes,

broadly defined.

A study of the first alternative lies outside our terms of reference.

Until such a study is completed we recommend the second alternmative.

Vertical quity at the lower end of the income scaie conceivably could
be achiéfed by substitutihg e more comprehensive and progressive
system of transfer payments for a less progressive tax systém. But
transfer payments are, and are likely to remain, a small proportion

of income for those with larger incomes. Without a progressive tax
system, that is, progressive rates applied to a broadly defined

income base, the net contributions of those with relatively large

incomes would be approximately a constant proportion of income.
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We believe that this would be unfair. The greater the income
the greater should be the relative net contribution of the family

or individual,

We recommend that a study be made of the whole question of re-
distribution with terms of reference broad enough to allow con-
sideration to be given to all existing transfer payment programmes.
This examination should encompass consideration of "negative income
taxes", "cash tax allowances”, and the methods that are used to

finance transfer programmes,

Many of our existing transfer programmes are financed by regressive

taxes that tend to offset their redistributive effect.

The regressiveness of the present tax system could be reduced or

eliminated by one or all of the actions listed below:

a) Increase the weight of personal income taxes in the revenue

mix,

b) Increase the effective progressiveness of the personal income

tax by:
i)  broeadening the base;
i1) reducing marginal rates on the bottom income brackets;

i11) increasing the exemptions or credits, which would have

a relatively greater effect on the personal income tax
liabilities on the bottom income tax brackets;

iv) allowing more generous deductions for the expenses of

earning employment income;

v) increasing effective marginal rates on the top income

brackets.

’
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c) Allow credits ag&inét personal income tax liabilities for:

i)  corporate,
ii) sales, and

iii)  real property taxes.

d) In lieu of (c)(ii), it would be possible to broaden sales

tax exemptions to exclude more "necessities" from tax..

11. For the reasons we have given in this chapter, and on which'we
vill elaborate later in the Report, we would reject increasing
the statutory marginal rates on the top income bfackets, and
alloving credits for sales taxes and real property taxes. We
will recommend, however, that all the other steps be taken to

reduce the regressiveness of the tax system.
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It was assumed that corporate taxes were partially shifted, that is,
that a portion was passed on to the consumer while the balance was

borne by the shareholder. Alternative shifting assumptions are examined
in the study. It was found that the results are not materially affected

by alternative assunrptiohs.

Briefly the major shifting assumptions are as follows: the individual
income tax is assumed to remain unchanged; one half the corporate income
tax is assumed to be shifte_ad forward to co'nsumers‘of corporate produ'cts,
the remainder resting on shareholders; generasl sales ta.i,es are assumed
to be shifted forward to the consumers of taxed products, and a selective

excise tax is assumed to be borne by the consumer of the taxed product.

"General” expenditures are allocated alternatively, in the study, among

fa.milies and una.f.tached individuals by a distribution of income as we
have defined it, l;y a distribution of capital or investment income,
and by a distribution of disposable income. The use of any one of the
alternative assumptions, with a partial exception, does not signi-
ficantly alter the generalb pattern of total expenditure incidence set
forth in Table 6-4. The exception occurs for the "$10,000 and over"
income class when "general" expenditures are allocated by capital

income.

The concept of the comprehensive tax base is explained in detail in

' Chapter 8.

Although we do not define the Canads Pension Plan as a transfer

programme, our views on funding apply to it.




APPENDIX A

THE RELATIONSHIP BETWEEN UNEMPLOYMENT AND INFLATION

The relationship betveeﬁ the unemployment rate and changes in the price -
level is shown in Chart A-1. December-to-December changes in the consumer
price index are plotted against'the annual average unemployment rate. When
the unemployment rate is above 4 per cent there appears to be little rela-

tionship between price changes and the unemployment rate.

With the exception of 1950, which was affected by the rapid rise in
prices brought about by the start of the Korean War, the percentage in-
‘crease in the consumer price index did not exceed 2.5 per cent when the

unemployment rate was above 3.5 per cent.

The tvo years of sharp inflation in this period, 1948 and 1951, were

both years when the unemployment rate was at or below 2.5 per cent.

Aversge rates of inflation and of unemployment over the three post-
‘Korean War business cycles were also calculated. The following results
were obtained: ' ‘

Average " Annual Average

Unemployment Change in Consumer Changes in
Period Rate Price Index GNE Deflator 1/
(per cent) . (per cent) - _ ( per cent)
1953-57 - ko 1.2 2.4
1957-60 6.1 1.8 2.0
1960-64 6.1 1.h 1.5

These results indiqaie‘that little,‘;f any,‘}eductioﬁ'iﬁ £he rate of -
inflation occurred in. the two recent éycléa altho;gh the\h&erage unemploy-
ment rate vasn2fi percentage pointé.higﬁer than in the first post-Ko;ead
~War cycle; o | | V

REFERENCE
1/ Factor used to adjust current gro;s n;tiohai expenditure (GNE) to

" obtain GNE in constant dollars.
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Chart A-1
RELATIONSHIP BETWEEN UNEMPLOYMENT AND INFLATION
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1948
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1951
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1955

1954
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1957
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Source:

PRICES AND UNEMPLOYMENT RATES
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TABLE A-1

Percentage Change
in Prices

December-to-Decemoer

Consumer Price Index, 1948-6k, Canadian Statistical Review
Annual Supplement, 1964, p. $5-10-i:,

8.8
1.1
6.1
10.8
-1.9

0.0

1.7
1.9

Average Annual
Unemployment

Rate

2.9

3.0

b
3.4
b6

6.0
7.0
T.1
2.9
55
b7

Unemployment rate, 1948-50, Bank of Canada Statistical
Summary, 1963 Supplement, p. 131; 1951-5h4, Ibid., 196h

Supplement, p. 121.
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APPENDIX B
REGIONAL STRUCTURE OF UNEMPLOYMENT

The estimates given in the text are based on regression equations
fitted to annual data for the 1948-5T period which relate each regional
unemployment rate to the national rate. These functions predicted the

regional rates quite well for the 1958-62 period.

An alternative set of estimates was obtained by simply calculating
average regional rates over the 1951-55 period when the national rate

averaged 3.5 per cent y . These estimates were as follows:

Atlantic Provinces v » 5.5 per cent
Que‘bec 4.5 per cent
Ontario 2.7 per cent
Prairie Provinces v 2.2 per cent
British Columbia 4.0 per cent

They are very close. to the estimates in the text.

Finally, as a check on this procedure, we examined the reéiona.l
pattern for the period September to November 1965 when the national -

unemployment rate again averaged 3.5 per cent.

The following was the regional structure of rates for this period:

- Atlantic Provinces o 5.8 per cent
Quebec _ 5.1 per cent
Ontario . A . 2..3 per cent
Prairie Provinces ' 2.1 per cent

British Columbia ' 4.0 per cent

These three alternative estimates indicate that the regional structure
of unemploymenf rates at a given level of national unemployment has been
remarkably stable.

REFERENCE

y Dominion Bureau of Statistics, Unemployment in Canada, Occasional.
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APPENDIX C

FULL -EMPLOYMENT SURPLUS, REVENUE DRAG
AND DISCRETIONARY FISCAL POLICY

NOTES ON THE FULL-EMPLOYMENT SURPLUS

The full-employment surplus used is based on the series of potential

or full-employment output prepared for the study Sources of Economic Growth ;/.
The details of the estimation procedures are described in the technical

appendix to that study prepared by R. G. Scott.

Given the estimates of full-employment gross national product (GNP),
the estimation of the full-employment revenues and expenditures of the

government involved tne following steps:

1. Deciding the revenues and expenditures that are sensitive to GNP.
2. Estimating the elasticity of the revenue or evpenditure "base" to GNP.

N

Estimating the elasticity of the tax to the revenue base.

L Given these estimates, blowing-up each revenue and expenditure

sensitive to GNP to its full-employment value by the formla:

AF'Tax(i) = AFGHP Et(i) Eb(i) Tax(i)
GNP
where
AF is the full-enployment value minus the actual value,
Et(i) is the elasticity of Tax i to its base,
Eb(i) is the elasticity of the tax base of Tax i to GNP,

Tax(i) is the actual revenue raised by Tax i.

5. Full-~employment values of revenues and expenditures which are not

sensitive to GNP are assumed egual to the actual values.

Full-employment revenue is the sum of the full-employment estimates of
all the revenue categories; full-employment values of expenditure are the sum
of all the full-employment estimates of the expenditure categories; and the

full-employment surplus is simply the difference between the two estimates.

281



282 '

The categories used are the major categories of revenue and expenditure
in the national income accounts. The full-employment surplus is thus the
surplus on a national accounts basis. This is the most appropriate budgeting

concept for purposes of analyzing the income effects of fiscal policy ?j .

m follow.ing revenue items were adjusted:
1. Personal income taxes. ‘
2. Corporate income taxes.
3. Customs duties.
4. Indirect taxes other than customs duties.

5. Unemployment insurance contributions.

The remaining revenue items were assumed to be invariant with respect
to the level of current output. These are: other personal direct taxes
(mainly succession duties) , withholding tax on payments to foreigners, and

investment income.

The only expenditure item that appeared sensitive to changes in income
was unemployment insurance benefit payments. The remaining expenditure items

were assumed to be insensitive to the level of current output 3/.

The details of the estimating procedure for each of the revenue

categories are as follows: .
Personal Income Taxes

Tax Base. Personal income as reported in the national accounts was chosen
because various attempts to adjust the base to exclude non-taxable or lightly
taxed sources of income did not lead to improvements in the predictive power

of the regression equations explaining persohal'ta:ces,

Elasticity of Tax Base on GNP. Percentage changes in personal income were
regressed on percentage cha.nges in GNP. The short-run elasticity of personal

income on GNP obtained from this equation was 0.67. This indicates that

personal income responds sluggishly to changes in GNP, which is largely a
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reflection of the great sensitivity of corporate profits to changes in GNP,

and the inverse sensitivity of unemployment benefits.

Elasticity of Tax-on-Tax Base. A linear regression equation predicting personal

income tax payments from personal income, & weighted average of statutory.tax
rates, and a variable reflecting average exemptions allowable for the population
as a vwhole yielded an average elasticity of 1.82. Although this elasticity varied
somevwhat over the period, equations with different functional forms yielded

divergent movements. We therefore decided to use the average elasticity.
Corporate Income Taxes

Tex Base. Net corporate profits as reported in the natlonal accounts was
used as the tax base. The use of the alternative tax base of reported profits
of profit companies in Taxation Statistics would have required a reconciliation

with the national accounts estimates.

Elasticity of Tax Base on GNP, A regression of percentage changes in net

profits on percentage changes in GNP yielded an estlmated short-run

'

elasticity of 2.51.

Elagticity of Tax-on-Tax Base. A variety of regressions designed to in-

corporate the dual progressive feature of the corporate tax base did

ﬁot yleld better results than more simple formulation that ignored the
progressivity, If anything, the regression results as e whole suggest that
the elasticity of corporate taxes on corporate profits is élightly less than
one, This 1s a reflection of the effect of income changes on the ratio Af
losses to gross profits (which affects effective tax rafes), and on firms'
decisions that affect.the timing of capital consumption allowances and.other.
deductions, Corporate taxes were, therefore, assumed to have an elasticity

of one with respect to net profits.
Indirect Taxes

Tax Base, GNP itself was chosen as the tax base because apparently better
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specified tax bases did not yield any better results, and because the
use of GNP as a base eliminated the need to establish a link between the

tax base and GNP.

Elasticity of Tax on GNP, A straightforward regression of these tax

payments on GNP, and on a tax rate index constructed from the estimates pre-
sented in the budget speeches of the Minister of Finance produced unsatis-

factory resulis. Subseguent experimentation with a regression model linking

these tax payments to this tax rate index, real GNP, and the implicit deflator,

indicated that because of intercorrelation among these variables, sensible

results could only be obtained by constraining some of the coefficients.

On the basis of this experimentation, together with a_priori consider-
ations of the nature and relative importance of the various taxes included,

an elasticity of 0.80 was selected.

Regressions predicting percentage changes in indirect taxes (after
adjusting for the discretionary changes reported in the budget speeches of
the Minister of Finance) on percentage changes in GNP, which were run
subsequent to the completion of the full-employment surplus estimates,
yielded an estimated elasticity of 1.02. This estimate, however, was
not statistically significantly different from 0.50. This, together with
the fact that the effect on the overall full-employment surplus estimates

would be quite small, argued against revising the estimates. -
Customs Duties

A regression of percentage changes in customs revenues (adjusted for
discretionary changes) on percentage changes in GNP yielded an elasticity
estimate of é.58. What these indicate is the response of these
revenues under typical expansion conditions. When we consider a situation
with unemployment, however, one must ask: "How will the expansion take
place?” If expansionary monetary policy is used, for example, the
develuation of the exchange rate will dampen the increase in imports that
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would otherwise accompany the increase in income. On the other hand, from
the multiplier analysis presented in Appendix D to this Volumé, implicit
estimates of imports at full employmeﬁt may bé obtained. These estimates,
vhich are based on the assumption that federal government expend;tures,
exports, and net investment are given, yield an implicit elasticity with
respect to GNP of slightly less than one. It was therefore decided to
adopt the simple expedient of assigning customs duties an elasticity of
unity, vhich means that the surplus at full employment is estimated with

the existing ratio of imports to GNP g/.

Like all summary measures, the full-employment surplus is an over-
simplification. Clearly, the level of revenus from each source at full

employment will depend on the composition of output and of income as

well as upon their level. However, it is more difficult to predict the
composition, as opposed to the level, of output and income at full
employment. Because changes in composition were ignored, ervors will be

introduced into the estimates.

For most of the tax revenues adjusted these effects will be minor.
Moreover, for the revenues raised from domestic sources they will be self-
cancelling to some extent, for example, if the distribution of income at
full employment shifts in favour of profits, the tax gain in vrofit taxes

is offset, to some extent, by tax losses on other forms of income.

For revenue from customs duties; the proolem is more serious. WNot
only will customs duties receipts be subject to erratic fluctuations in the
same vay as the other revenues, they are also influenced by policy decisions
affecting the balance of payments. Furthermore, the revenue lost from a
reduction in imports may not ve offset at all by revenue gains elsewhere
because imports are not a component of value added, as are corporate

profits and personal income 2/.

However, because these revenues are relatively small, the use of
alternative estimates would not alter the overall full-employment surplus
series very much in any case.
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The estimates of full-employment revenues, expenditures, and surplus
obtained by these procedures are presented in Table C-l1. Actual and full-
employment surpluses are shown in Chart C-1.

DISCRETIONARY FISCAL POLICY, AUTOMATIC
FISCAL POLICY AND REVENUE DRAG

Overall fiscal policy may be convenlently divided into two parts:

1. The effect of expenditures and revenues at some target level of GNP.

2. The responsiveness of expenditure and revenue to changes in GNP.

The first may be viewed as a measure of "discretionary fiscal policy",
although it must be remembered many of the expenditure and revenue items
may be effectively committed prior to the budget, and therefore may not be

subject to manipulation for stabilization purposes.

The second may be described &as automatic fiscal policy. This term is
preferable to the more common "built-in stability" or "built-in flexibility"
because it encompasses such possibilities as "formula flexibility", which
are more properly regarded as & means of enhancing the responsiveness 6f
fiscal policy to changes in GNP (or other target variables), rather than
as discretionary policy per se. Automatic fiscal policy is explored

further in Appendix D to this Volume.

In a dynamic economy, the target level of GNP will change over time.
If the preference function of society for the different stabilization goals
(avoidance of inflation, ma;intenance of external stability, and full
employment) does not éhange , and if the trade-off function linking these
target variables remains unchanged, then the target level of GNP will

grow at the same rate as the growth of potential GNP.

The selection of the appropriate target level will depend on the relative
11;1portan§e attached to avoiding inflatioh on the one hand, and increasing out~
put and employment on the other (leaving aside exchange rates and -balance-
of -payments problex;ls). Given these weights or preferences, this target
will chaﬁge if the trade-off function linking unemployment and price
inflation shifts.
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TABLE C-1

ACTUAL AND FULL~EMPLOYMENT SURPLUS, FEDERAL GOVERNMENT 1953-63%

(millions of dollars)

&/ Column (1) minus colum (4)

b/ Column (3) minus column (6)

7,455

YEAR : REVENUES EXPENDITURES SURPLUS
-  Adjustment Full- ' Adjustment Full- . Full-
o _for Full Employment _for Full Employment Employment
‘. Actual Employment Estimate Actual Employment Estimate Actusl g/ . Estimate h/

— (1) (2) (3) (4) (s) (6) (7) (8)
1953 Vh,“"(e's 146 4,580 4,584 +13 k,597 142 -17
1954 1,528 13 4;601 1,628 -70 4,558 -100 L3
1955 4,957 n 948 - 4,761 -57 4, 70k 176 ZInn
' 1956 . 5.,' 578 -83 5,495 5,034 =05 5;029 541; hé6
1957 5,588 . 98 5,686 5,339 -83 5,256 2h9 430
1958 5,334 388 5,722 6,091 -255 5,836 -757 -11k
1959 . 6,0’-}3‘ S 486 6,529 6,370 =175 6,195 =327 3354
1960 6,411 T3 7,124 6,662 -2h5 6,417 -251 707
1961 6,668 TN 7,439 7,123 -258 6,865 =455 574
1962 6,851 595 7,446 7,395 -171 7,224 -5k 222
| 1963 'f,163 648 7,811 -1h7 7,308 -292 503
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Chart C-1

FEDERAL GOVERNMENT SURPLUS ON A NATIONAL ACCOUNTS BASIS :
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In Chapter 3, a targetiof 3.5 per cent unemployment was selected.which
corresponds to the measure of potential GN?, The more ambitious 3.0 per
cent target selected by the Economic Council reflects their assumptién that
manpower policies, and policiés aimed at mitigating regional disparities
in unemployment levels, will be reasonably effective ofer the next 4 or 5 years
rather than the fact that they attach relatively more weight to the employment

goal and less weight to the price stability goal.

_Our researches 6/ and those of others 7/ suggest that the maintenance
of a 3.5 per cent level of unemployment, provided sectoral bottlenecks are
avoided and cost pressures (both from foreign prices and from the exercise
of market power by trade unions and giant firms) are moderate, is consistent
with a rate of inflation of about one and onefhélf per cent in the consumer
price index (CPI), a slightly higher rate for the gross national expenditure

(GNE) deflator, and near stability for wholesale prices of ‘domestic goods.

Because the target level of real income is rising over time, and because
a mild rate of increase of prices is implicit in the targets we have adopted,
the revenue generated by a given tax structure will also grow, This rate of

growth depends on the following factors:

1. The rate of growth of money GNP at fuil employment,

2. The rate of growth of the population, which affects pérsonal tax
yieids via exemptions,

3. The income elasticity and relative importance in the overall revenue

scheme of the various taxes used.

The absolute rise in full-employment revenue that is automatically
generated byvthelgrowth of current dollar potential GNP will be described

as the revenue drag exerted by the tax system,

As 1s-explained in Chapter 3, unless this drag is offset by expenditure
increases, increased transfers to or tax abatements for the provinces, or
tax rate cuts, fiscal policy will tend to exert a deflationary influence

over time,
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By discretionary changes, we refer to the estimated impact at the

current full-employment level of income of the sum of the following s

1. Increases in federal transfers to provinces.
2. Increases in other federal expenditures.
. Reductions in federal tax revenues.

3
L, Increases in federal tax abatements for the provinces.

If discretionary changes so defined approximately offset the drag, the
fiscal policy will be described as neutral. If discretionary changes exceed
the drag, fiscal policy is expansionary, and if the drag exceeds discretionary

changes, fiscal policy is contractionary.

Algebraically, the relationships between the full-employment surplus,
revenue drag, discretionary changes, automatic policy and the actual surplus

on a national accounts basis are as follows:

1. Full-employment surplus

+ Automatic fiscal policy

Actual surplus,

no
>

Full-employment surplus

Revenue drag

Discretionary increases in expenditures, provincial transfers and

abatements and discretionary reductions in taxes.

There are two vways we can estimate revenue drag. Directly, by applying
long-run income elasticities of taxes to the growth of current dollar full-
employment GNP and adding in the observed changes of revenue items not
sensitive to fluctuations in GNP. Indirectly, by estimating the revenue
effects of the discretionary changes in taxes and abatements and adding
these and the observed changes in expenditures to the changes in the full-

employment surplus.

In Chapter 3 are presented the estimates obtained by the latter method,

vwhich are forced to be consistent with the estimates of the full~-employment
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surplus and of the magnitude of discretionary changes. Here, both are
presented because the discrepancies between the two series will give some

indication of the reliability of the estimates,

Estimates of discretionary changes and the two estimates of the revenue
drag are presented in Table C-2, Table C-3 presents the details of the
estimates of the discretionary tax changes. The discrepancies between the
two estimates of revenue drag for the ten-year period as a whole are quite

small, being about 1.0 per cent of the estimated revenue drag.

The average of the absolute deviations in each year was $66 million.
This is small in relation to full-employment revenues, but fairly large in
relation to the typical annual drag. The signs of the larger discrepancies
alternate, This suggests that the estimated timing of the effects of the
discretionary tax changes may be in error. In éddition, the two procedures
rest on different implicit assumptions about the composition of full-employment
income which is subject to moderate taxation, and farm income, which is
lightly taxed. The residual estimates implicitly allow for changes in the
composition of full-employment income. The direct estimates do not. The
volatility of both corporate profits and farm income (at full employment)

may, therefore, account for some of the discrepancies between the two series,

Finally, the estimated elasticities and the estimated full-employment
output series are subject to error, and errors in these estimates will

generally affect the two revenue drag estimates differently.
THE ANALYSIS OF FISCAL POLICY

fhe full-employment surplus and related se;ies can be used in two ways
to examine the appropriateness of fiscal policy. If there is full-employment
~surplus, it indicates that on balance the federal govermment is exerting
deflationary or contractionary pressure on the private seétor at full
employment, If the surplus is negative, that.is, if there is a full-employment

deficit, an inflationary or expansionary pressure is exerted at full employment.
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' Year~to-

Year

Changes

( ealendar
8

1953-54
195k4=55
1955-56
1956-57
1957-58
1958-59
1959-60
1960-61
1961;62
1962-63
1953-63

TABLE C-2

ESTIMATES OF REVENUE DRAG AND DISCRETIONARY

CHANGES g/: POST-KOREAN WAR PERIOD

(millions of dollars) .

g/ Minus sign indicates expansionary change ,

Discretionary Discretionary
Tax Policy Expenditure Policy

Change in Abatements Rate and Chﬁnge in Change in Total Dis-
the Full- Base Transfers Other Fed- cretionary Revenue Drag Discrepancy
Employment Provinces Changes to eral Ex- Changes : ,
Surplus Provinces penditures I 1T

(1) (2) (3) (&) (5) (6) (D (8) (9)

+ 60 - 13 -129 - 19 + 58 -103 163 150 + 13
+201 - 1k -1k5 - 15 -131 =305 506 bk + 62
+222 0 - 82 - 33 -292 -ho7 629 634 - 5

- 36 -125 - 39 - 29 -198 -391 355 369 - 14
-5k - 52 -288 -135 ks -920 376 W62 - 86
+448 0 +255 -216 =143 -124 572 k37 +135
+373 0 + 98 -106 -116 -12h 497 556 - 59
=133 o -109 -133 -315 -557 Lok 31k +110
-352 -333 -21 + 5 36U -713 361 506 -1k45
+281 - bk -123 - 27 - 57 -251 532 573 -k

- - - - - - 4,415 L4, Lks - 30
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TABLE C-2
Notes

Column 1: Table C-1, year-to-year changes in column (8).

Column 2: Estimates prior to 1956 are taken from worksheets prepared by
James Lynn. See J.H. Lynn, Federal-Provincial Fiscal Arrangements
a study published by the Commission.] Estimates for 1953-25 are
based upon national accounts data. For years when changes in

either corporate or personal income tax abatements occurred, the
effect was estimated as follows:

P
Abatements(t) =P - t-1 . (P, +F,)
t P v F. t t
t-1 t-1
where P; = provincial revenues from the tax
Fi = federal revenues froxp the tax

Column 3: These estimates are based upon the estimated impact of tax changes
published in the budget speeches of the Minister of Finance. Changes
adopted were allocated to calendar years by taking into account the
date of the tax change together with estimates for the current
fiscal year and full year effects of the tax changes presented in.
the budget speeches. :

The effect of the temporary increases in customs duties enacted in

1962 was estimated as follows: the ratio of customs duties revenues
: to imports for 1961 was multiplied by imports in 1962 and 1963 to
1 obtain estimates of "normal" customs revenues. The difference

between the observed values and these estimates was assumed to be

due to the imposition of the special levies. Their imposition in

1962 and removal in 1963 were treated as part of discretionary

tax policy. See also Table C-3.

Column 4: National Accounts, Table 37, line 17.

Column 5: Minus year-to-year changes in column (6) Table C-1 minus column (k) Tsble C-2
Column 6: Column (2) + column (3) + column (4) + column (5). '

Column 7: Column (1) - column (6).

Column 8: Direct estimates of revenue drag for each of the income sensitive

taxes were obtained by applying the following long-run elasticity:
estimates to the percentage change in money GNP at full employment:

Personal income tax 1.82 on per capita GNP change
o 1.00 on population change
i Corporate income tax | 1.60'
Customs duties - 1.00
Other indirect taxes 0.80

To these were added the actuasl changes in all the other revenue
items and the change in the full-employment estimates of unemploy-
ment insurance contributions.
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TABLE C-3
ALTOCATION TO CALENDAR YEARS OF REVENUE EFFECTS OF DISCRETIONARY TAX RATE

AND TAX BASE CHANGES 1953-63 NATIONAL ACCOUNTS BASIS a/

{millions of dollars)

Personal Corporate Sales and Old Age Security Calendar Year Impact
Income Income Excise Tax and Customs of Discretionary
Budget Allocation Tax Tax Taxes Duties Totals Tax Changes £/
1953 Full Year -185 -119 - ko - 2 -346
53 - 92 -119 - 33 nil -24k
5k . -~ 95 nil -7 -2 -102
1954 Full Year nil nil - 36 -1 - 37 -129
5k - - - 27 nil - 27
55 - - -9 -1 - 10
1955 Full Year <128 - L3 - 37 nil -208 -145
55 - 64 - b3 - 28 - -135
56 - 6h nil -9 - - 73
1956 Full Year nil nil - 12 nil - 12 - 82
56 - - -9 - -9
ST - - -3 - -3
1957 b/ Full Year - 80 nil - 45 -3 -128 - 39
57 nil - - 34 -2 - 36
58 - 30 - - 11 -1 - 92
1957 (Dec.) Full Year -156 - 12 - 20 - 6 -194
58 -156 - 12 - 20 -4 -192
59 nil nil nil -2 -2
1958 Full Year -5 - 6 - 8 -2 - 21 -288
58 nil nil -k -1 -5
59 -5 - 6 - b -1 - 16
1959 ¢/ Full Year + 54 + 56 + 143 +199 +352 +235
59 + 27 + 56 + 32 +138 +253
60 +27 nil + 11 + 6L + 99
1960 Ho changes in regular budget. + 98
1960 (Dec.) Full Year -1 - 49 nil nil - 60
60 nil nil - - -
61 -1 - ko - - - 60
1961 Full Year - 15 - 20 - 66 nil -10L -109
61 nil - 10 - 39 - - k9
62 - 15 - 10 - 27 - - 52
1962 Full Year - 35 - 88 -2 -5 -130 -21
62 - 19 - 22 -2 -3 - 46
63 - 16 - 66 nil -2 - 84
1965 a/ Full Year nil -100 +385 +00 385 -123
63 - - 20 + 47 +13 Lo
6k - - 8 +1bh + 50 114
65 - nil + 94 + 37 131
October 1, 1963. Changes in Old Age Security Tax on Personal Incomes g/
Full Year - - - 108 108
63 - - - 13 13
6l - - - 95 95
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TABLE C-3

Notes

a/

Full

1959
1960

Because corporate income tax payments are on an accrual basis in
the national accounts, changes in corporate tax retroactive to January 1
were allocated wholly to the calendar years, and changes which affected
the timing of corporate tax payments were not talken into account.

The personal income tax changes in the 1957 Budget involved changes in
the treatment of pensions and the adoption of the standard deductions.
These were allocated wholly to the 1958 calendar vear.

The change in old age security taxes and customs duties in 1959 was
allocated as follows:

01a Age
Secur-
014 Age ity and
Personal Corporate Sales Security Customs Customs
Tax Tax Tax Tax Duties Duties
Year 75 28 93 196 3 199
37 28 T0 135 3 138
38 nil 25 61 nil 61

The calendar year allocation of .sales tax changes is based on the Budget
of June 15 as modified subsequently [ House of Commons Debates, July 3,
1963, p. 1952]. The acceleration of corporate tax payments, which was
estimated to increase receipts from this source by $l65 nillion, was

not included, See Note a/ above,]

The full-year impact of .the increased old age security tax rates on
personal income is one quarter of old age security tax receipts from
personal income tax for 196k as shown in the budget papers of 1965.
The allocation of $13 million for 1963 is based on estimetes presented
at the time of the change. THouse of Commons Debates, September 30,
1963, p. 3130.]

1962 and 1963 include the effect of the imposition and removal of
special customs duties. These amounted to an increase in revenues
by $77 million in 1962, followed by a $79 million reduction in
1963. :
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One procedure is to compare the surplus in each year with the per-
formance of the economy as indicated by the target variables. This is

done in Chart C-2.

This chart confirms the statement made in Chapter 3 that on the whole
fiscal policy was too tight after 1956. Despite a substantial worsening of
the performance of the economy in relation to the unemployment target, a full-
employment surplus was budgeted for, a surplus, moreover, that was typically
‘higher both absolutely and in relation to GNP than the average surplus for the

four preceding years of lower unemployment §/ .

Perhaps a more revealing approach is to analyze the changes in the system
in relation to the performance on a year-by-year basis, taking into account the
situation immediately preceding the federal budget. After all, while it is
unreasonable to demand that fiscal poiicy be pérfect, it is reasonable to
demand that the adjustments made be in the right direction and that their
magnitude be somehow related to the gap between the target and the realized
levels of unemployment.

The results of this analysis are presented in Chart C-3 below, which
campares the estimates of the change in the full-employment surplus and in
discretionary actions {as defined above) with the performance of the economy
as indicated by the unemployment and inflation target variables. Table C-k
supplements this analysis by including data on the unemployment situation
and outlook at the time of the budget, and includes a qualitative description
of the tone of fiscal policy and a comparison of the actual tone with that
desired in the light of the unemployment and inflation targets. This

analysis underpins the evaluation of fiscal policy in the text.
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Chartc-2 _
STATICS OF FISCAL POLICY — 11000
B FULL-EMPLOYMENT SURPLUS B
- . Millions of Dollars
s /\ o0
B o+
Source : Table C-1, column (8)
%
I — 8
| UNEMPLOYMENT RATE \
0
Source : Table A-1
PERCENTAGE CHANGE %
- IN THE CONSUMER PRICE INDEX _3
Dec. to Dec.
. 1953 54 55 56 57 58 59

Source : Table A-)
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Chart C-3
DYNAMICS OF FISCAL POLICY

CHANGE IN FULL-EMPLOYMENT SURPLUS

500 — Millions of Dollars — 500
+ A Z + .
0 — _ N 0
500 — — 500
L -
Source : Table C-2, column (1)
SUM OF DISCRETIONARY CHANGES
illions of Doliars
— 1000 — Mlnverted Scale ‘ — — 1000
— 500 — — 500
0 0
Source : Table C-2, column (6}
% Yo
8— — 8
AVERAGE UNEMPLOYMENT- RATE
— 6 mgmhs centred at start of year . —
4 /\ — 4
ol || ] (I R
1954 55 56 57 58 59 60 6l 62 63

Source : Table C-4, column (3)




Year

Change
in Full-
Employment

Average

Sum of Unemployment Rate

Discretion-
ary

Surplus a/ Changes a/

(6 months
centered at start

1954
1955
1956
1957
1958
1959
1960
1961
1962
1963

+ 60
+201

+222

+373
-133
-352

+281

-103
-305
407
-301
~921
-123
-124
=557
-T153

=251

of vear)
3.9
L.7

7.7
6.2

5.9

g/ Minus sign indicates expansionary changes.

0 *dav

TABLE C-L

DYNAMICS .OF FISCAL POLICY

Date of
Relevant

Budget
Apr'Sh

Apr'55

- Mar'sé

- Mar'S7

Dec'5T

. Apr'59

Mar'60
Dec '60
Apr'62

Jun'63

Average

Unemployment Rate-

(5 months prior

Unemployment
Behaviour

Desired Policy

to the (& months fol- Actual

budget) lowing the budget) (in retrospect) Policy
E.O Increased Mild Expansion Neut;al
T Declined Neutral © Mild Restriction
5.7 Declined Restriction Neutral b/
5.5 Increased Mild Expansion Neuﬁfal -
5.5 Increased Strong Expansion étrong Expénsion
6.3 Declined Strong Expansion  Strong Restriction
6.5 Increased Strong Expansion Strong Restriction
7.4 Steady Strong Expansion Mild Expansion
6.0 Declined Strong Expansion Expansion
5.7 Declined Expansion Mild Restriction

9/ Fiscal policy was.designated as neutral in 1956 because the observed increase in the full-employment surplus was largely
a result of the inflation-that occurred in that year. .
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REVENUE  DRAG AND OFFSETTING POLICIES

The government acted vigorously to counteract the 1957-53 recession.
Tax cuts larger than in any other year of the post-Korean War period were
enacted. Against a background of sharply rising government expenditures,
this converted the full-employment surplus on a national accounts basis of
3430 million in 1957 into a modest full-employment deficit. of $11k million

in 1958.

Unfortunately, the vigorous use of expansionary policy in 1957-58 was
folloved by two years of perverse fiscal policy. The full-employment surplus
rose to $334 million in 1959 and to $767 nmillion, its highest post-Korean
War level, in 1960. Subsequent budgets reduced but did not eliminate the

full-employment surplus, which was estimated to be $503 million in 1963.

If we compare 1963 with 1953 the full-employment surplus had risen
substantially. Yet discretionary tax changes over this period would account
for an increase in the surplus of only $80 million. Despite the fact that
federal expenditures rose substantially and substantial increases in transfers
to and tax abatements for the provinces occurred, the full-employment surplus
rose by $618 million. This is a concrete illustration of the poverful

revenue drag exerted by the federal tax system.

Hence, a policy of apparent neutrality in taxes combined with substantial
increases in expenditures represented in fact a contractionary fiscal policy

in our dynamic economy.

Table C-5 presents a more detailed analysis of this five-year period
when the full-employment budget moved from a moderate deficit to a sub-

stantial surplus.
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TABLE C-5
REVENUE DRAG AND OFFSETS, 1958-63

(millions of dollars)

Revenue Drag I

(residual estimates) 2;386

Revenue Drag II

(direct estimates) 2,386

Offsets to Drag Percentage of Revenue Dras
Increased Federal Expenditures 99k Lo

(except transfers to provinces

Increased Transfers to Provinces L77 20

Increased Tax Abatements’ 377 16

Tax Reductions -80 -3

Residual Fiscal Drag 618 26

It is noteworthy that a substantial part of the offset to the drag over
this period was accounted for by direct transfers to and abatements for the
provinces. These transfers were very large both in relation to provincial
expenditures and in relation tc their level at the start of the period, The
estimated increase in abatements and direct transfers was one and one-half
times their level in 1958, and amounted to about one sixth of provincial

expenditures at the end of the period.

Whether equivalent federal expenditure increases or tax reductions would
héve been made to offset the drag had the growth of transfers to the provinces
been more moderate is an interesting question. To the extent that policy
makers regarded a reduction in the deficit as a desirable goal, it is unlikely
that expenditure increases or tax reductions would have offset any reduction
in the growth of transfers to the provinces., The generally inadequate fiscal
policy over this period, together with the observation that the large increase
in abatements in 1962 was accompanied by a substantial reduction in the full-

employment surplus, provide support for this view.
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On the other hand, policy maikers may have regerded the size of the actual
deficit as a constraint on their actions, perhaps because of fears about
losing foreign confidence, but may not have regarded a reduction in the
deficit as being desirable per se. If such were the case, then perhaps
expenditure increases or tax reductions equal to any reduction in thé grovth
of transfers to the provinces would have been made. Policy makers may have

felt so constrained in 1963.
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;j T,A, Wilson -and N,H, Lithwick, Sources of Economic Growth, a study

published by the Commission,

g/ See R,M, Will, The Budget as an Economic Document, a study published

by the Cormission,

i/ Except, of course, in so far as they were changed as a result of deliberate
policy moves, . |

B/ For the 1953-6L period, with the exception of the years 1955-57, which
were choracterized by a strong investment boon, imports ranged between 22.h per

cent and 23,4 per cent of GNP, Dominion Bureau of Statistics, National

Accounts Income and Expenditure, Ottawa: Queen's Printer, 1926-56, 1962
and 1964, Analytical Tables, "Percentage Distribution of Gross National

Expenditure,"

2/ In addition, the effect of increases in'import duties upon domestic
activity may be very different from the effect of other taxes, For
example, suppose the price elasticity of demand for imports is unity.
Then an increase in the tariff will raise revenues, but will not have
any effect on the aggregate aemand for domestic products. If the price
elasticity of demand is greater than unity, increases in customs duties
may increase revenues and stimulate aggregate demand, If the price
elasticity of demand is less than unity, increases in customs duties
will increase revenues and reduce aggregate demand.

See Appendix A to this Volume,

QR

The relationship between domestic wages and prices and unemployment
rates and foreign prices has been estimated in G.L, Reuber, The Objectives

of Monetary Policy, a working paper prepared for the Royal Commission on

Banking and Finance, December 1962. Using his equations, we have estimated
the rate of increase in consumer prices that would occur if the unemploy-
ment rate were maintained at 3.5 per cent, if the rate of increase in
foreign prices were at the annual average rate of 1 per cent (excluding
exchange rate changes) observed for the 1953-64 period, and if the exchange
rate remains fixed. The estimated rate of inflation obtained was 1.7 per

cent a year.
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The table below shows the rate of inflation of consumer prices in

Canada under assumed variations in unemployment and foreign prices as

revealed by Reuber's findings.

Rate of Inflation of Consumer Prices at Alternative Levels
of Unemployment and Rates of Change of Foreign Prices

Unemployment Rate
{per cent)

N

3.5
3

_Rate of Change of Foreipgn Prices

O per cent 1 per cent 2 per cent

per_year per_year per year
0.5 1.2 1.8
1.0 17 2.3
1.7 t2.3 3.0

'8/ With the single exception of 1958.




APPENDIX D -
BUILT-IN STABILITY, TAX LEAKAGES,
MULTIPLIERS AND LAGS
Two sets of calculations were carried out relating to the built-in
stabilizing power of the tax'system. The first is simply an estimate of
the proportion of a change in gross national product (GNP) "absorbed" by
different tax and transfer paymenf changes. As explained in‘Chapter 3,
taxes, like imports, are an important "1eakaée“ wheréby purchasing power is
siphoned away from the privaté domestic sectdr. The calculation of the
proportion of GNPtabsorbed by tax revenue changes is a direcf measure of

the rate of tax leakage.

Whether provincial and municipal taxes ocught to be treated as leakages
is an-interesting question. In the very short run it is unlikely that a
change in provincial expenditure would result from an unexpected change in

revenues. Over the long run, it appears reasonable to regard these govern-

ments as having a marginal propensity to spend of one. What is a tax leskage
and hence a contribution to built-in stability in the short run should not
be so treated for changes which persist over longer periods. Leak;ges were
therefore calculated both with and without the provincial and municipal tax

responses included.

The caleculation of tax leakages does not require the use of an explicit
income determination model. The advantage of fhis‘is that the leakage
estimates can be used, without being wedded to any particular theory of in-
come determination, to determine whether a particular tax system makes a
greater or lesser contribution to stability than some alternative, and to
get a rough idea of the importance of taxes in this respect. The disadvantage
is that the tax leakages do not directly measure the extent to which the
response of the economy to impulses in demand has been dampened by the tax
system. Neither do they take into account the fact that the propensities
to spend out of different sources of income is likely to differ, particularly

in the short run.
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In order to do both, tax and expenditure multipliers, based on a
simple income determination model, were calcﬁlated. This appendix describes
in detail the methods used in calculating each of the sets of estimates

presented in the text,

The calculation of tax leakages is based largely on the full-employment
surplus estimates for 1965.(589 Appendix C to this Volume.) For each income-
sensitive federal tax and transfer, the following ratio was used as an estimate

of the tax leakage on GNP:

Txs (r) © T%i(a)

GNP(F) - GNP(A)

where the subscripts A and F stand for "actual™ and "full .employment"
values respectively, and GNP is measured in current dollars. (For transfers,

the sign of the numerator was reversed.)

The resulting estimates are presented in Table D-1, and the sum of these

is the net leakage of the federal tax-transfer system.

Provincial and municipal tax leakages were obtained on the following
assurptions:
1. The elasticity of provincial corporate and personal income taxes
was the same as that of their federél couhterparts. .
2. Provincial and municipal indirect taxes had an average elasticity
of 0.38. 1/ |
3. Profits of provincial and municipal government enterprises had
an elasticity of 0,32, g/
L, All other provincial and municipal expenditures and revenues had

an income eiasticity of zero.

Given these assumptions, the calculations were straightforward




07

AFProvincial Tax{ = Ey AFGNP . Provincial Taxi
GNP

where Ei is the elasticity of the tax with respect to changes in GNP.
The total provincial tax leakage is simply:

oy 8FProvincial Taxy
&' GNP

The multipliers used are based on the following assumptions on the

expenditures side:

1. DNet investment, exports, and federal government expenditures (excluding
unemployment insurance payments) are exogenous.

2. Provincial and municipal expenditures are treated alternatively as
exogenous and as determined by provincial and municipal revenues.
These alternatives correspond to the alternative leakage estimates
described above.

3. Replacement investment is treated alternately as exogenous and as
determined by capital consumption allowances, which move in proportion

to GNP.

The time period allowed for the multipliervprocess to work itself out
is clearly important. Later in this appendix findings are presented that
bear on the question of the speed with which fiscal measures, once undertaken,
affect the economy. The present analysis largely abstracts from this problem.
Because lags are not allowed for in either the consumer expenditure response
to incomé changes or in the production response to consumer expenditure
changes, these are effectively short_-run.equilibrium multipliers. .Th.e
adjective "short-run" is required because aséumption 1 sbove would not

be valid in the long run.

The usefulness of these multipliers for prectical purposes depends on

whether the multiplier process works itself out quickly enough 2/ .
The model was derived as follows:

1. Import responses to changes in different categories of final demand

were obtained from an updated 1959 input-output table,
APP, D



308
2. The marginal propénsity to consume out of disposable income was
set at 0.925, &/ slightly below the average propensity to consume
of 0.94 for the postwar period,
5. Profit responses to GNf and retained earnings responses to profits
were based upon fitted regression equations.
L. Tax leakages for the federsland other levels of government were drawn
from the calculation of tax leakages ‘described above.
The results obtained are summarized in Table D-2 and the various‘steps in this

procedure are described in the notes to that table.

The above multiplier calculations are valid only if the multiplier process
works itself out fairly quickly. The next question to answer is how quickly

the multiplier process operates.

Quarterly consumption equations were fitted to predict expenditures by
consumers on non-durable goods, durable goods, and services. It was found
that equations with non-farm disposable income gave better results than
equations with disposable income. This no doubt reflects the inadequacies

of the quarterly data on farm income 5/.

These equations are as follows:

CNDt = 69.7 + .138 ANFYt + ~080 NF'Yt_l + .TBBCNDt"l
Ch, = -8.5 + ,238 ANFY, + ,031 mt‘l + .T93CDy_q
CS¢ = 9.3 + .088 ANFYt + ,028 NFYt.) + .906CS¢-1

where CND, CD,and CS stand for consumer expenditure on non-durable gouods,
durable goods, and services (in per capita constant dollars), and NFY stands

for non-farm disposable income.

The overall long-run marginal propensity to consume derived from these
equations is quite low, about 0.75. This refleéts the fact that farm income
grev lesé rapidly than non-farm income over the postwar period as a whole,
When account is takenvof these divergent trénds, the estimated long-run
marginal propensity to consume out of total disposable income is close to the
value of 0.925 obtained by fitting an aggregate equation to annual data (using
total disposable income as the dependent variable).
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The quarterly equations were therefore adjusted to make them consistent

with these results, and the following equations were obtained:

1}

CNDy = Ay + .11 ADYy + .099 DYy_, + .T33CNDy_;

CD

N Ay, + .294 aDYy + .038 DY, ; +:.T95CD;
CSt = AB‘ + .'109 ADYt + -035 DYt-l + .906CSt_1
where A, A, and A3 are constants which do not enter the multiplier calcula-.

tions, and DY is disposable income.

These equa.t;ons indicate that the response of consumer expenditure to,é
change in disposable income is quite quick, particularly for durable goods.
On the average, 62 per cent of the consumer expenditure response is achieved
within the quarter. By the end of the first year T6 per cent of the adjust-

ment has been made. (See Table D-3).

Is the response to tax-induced changes in income similar to the response
to disposable income changes generally? To test this, the tax rate on per-
sonel income was introduced as a separate variable. No significant coefficient -
was obtained, indicating that consumers respond to tax changes in the same way'
as to changes in disposable income generally. However, the tax changes have
not been sufficiently large to warrant attaching very much significance to
this result. On the basis of previous experience with tax changes, indi-
viduals should expect them to remain in effect for at least four quarters,
and sﬁwld therefore bev expected to respond .moi'e quickly to tax-induced
changes than to ordinary changes which ma.y be more teinporary. HMr, the
assumption will be used that the consumer response to a tax-induced change is

the same as to an ordinary change in income §/ .

While these consumption functions shed some light on the speed with
which discretionary tax changes can affect the econamy, a more complete assess-

ment requires information on the response of producticn to changes in demand.

For services 5 prodﬁction and’ consumption are synchronous évents. Here
the lag is zero. For the production of goods, however, producers need not
respond immediately to changes in demand because they can sell products out
of inventory. Evidence for the United States suggests that the response of

production to changes in sales is quite quick 7/. Even for consumer durable
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goods, 60 per cent of the adjustment is obtained within one quarter and

a full 80 per cent after two quarters have elapsed.

In addition to the response of production to changes in consumption, it
would be most desirable to have estimates of the responses of firms' order-
placing and inventory-stocking behaviour, because these can significantly
affect the speed with which impulses in demand are transmitted through the

economy .

In the absence of any reliable aggregative function for inventory
behaviour and with little 1nfo}mation about the determinants of new orders,
the lag pattern derived for two models based on a mixture of the empirical

estimates and a pridri specifications was examined.

In the first model, the production of services is assumed to be
synchronous with consumer expenditures on services, but production of
both durable and non-durable goods lags a full quarter behind consumption.
Because both inventory and order-placing responses are ignored, these must
be regarded as the most conservative estimates of the speed of reaction

of the economy to changes in flscal policy.

In the second model, the planned inventory, actual inventory and
implied production responses were based on an adaptation of an in#entory
equation fitted by Courchene §/. This model is as follows:

S*pe1 = B¢

P
Anv o, = .1825 S*t+1 - 3487 Invy
==, .182 - .3k I
AInvt+l 2977 Ast+1 + .,1825 St+l zh87 nvt

where 8 stands for consumer purchases of goods, S* represents expected
sales, InvP represents planned or intended inventory investment, Inv stands
for actual inventory investment, the symbol A indicates "a change in" the

affixed varieble and the subscript t identifies the relevant time period.

The estimates of the response patterns based on these two models is

presented in Table D=4, The results indicate that the response of the economy
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to tax changes is quite quick, particularly when allowance is made for
some kind of inventory reaction. Without inventory responses, 58 per
cent of the adjﬁstment is achieved within one year. With inventory adjust-
ment, 66 per cent of the ultimate GNP. adjustment will be achieved in that

period.

This finding is in accordance with the available eﬁpirical evidence
for the United States economy. In his recent'analysis of the United States.
tax cut, Okun hgs presented estimates of the.response path of United States
GNP Q/. These have been adjusted to make them comparable in timing with
those presented in this appendix; they are presented at the bottom of

Table D-4.

Okun's estimates are consistent with those presented here, particularly
when one takes into account the fact that 20 per cent of the United States
tax cut was in corporate income taxes, which affect the economy with a
longer lag. Moreover, & portion of the corporate income tax cut did not

go into effect for ten months.

The fiscal policy experiments carried out through the simulation of a
simple income determination model by Duesenberry, Eckstein and Fromm

provides additional evidence that the response of GNP to a tax change is

rapid 10/.

These findings have an obvious implication for fiscal policy. The
response of the economy to fiscal stimulus 1s sufficiently rapid that
accurate long-run forecasting 1s not required for the operation of short-
run fiscal policy. If reasonably accurate forecasting two to four quarters
ahead can be attained, a reasonably effective stabilization record is
achievable, provided that the inside lag of fiscal policy is sufficiently

short.

The evidence available suggests that forecasting two to four quarters
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ahead is reasonably accurate. Mistakes will be made, particularly near
turning points in the business cycle, but a policy geared to both the current
situation and to short-run forecasting of the output, employment, and price
level targets should permit stabilization policy to achieve a much better

record in the future than in the past.
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TABLE D-1

TAX AND TRANSFER LEAKAGES AND CORPORATE RETENTIONS
Estimated Change

: to Attain Ratio to
' ‘ Income Full-Bmployment Change in
Variable Flasticity a/ Value (1963) GNP
($ millions)
GNP ‘ 1.00 3,46 1.00
Customs Duties’ 1.00 ‘ L6
Other Federal Indirect Taxes 0.80 © 120
Total Federal Indirect Taxes 166 .048
Federal Corporate Income Taxes 2,51 272 ' ;079
Federal Personal Income Taxes  1.22 _ 205 .059°
Total Federal Taxes 643 .186
Unemployment Insurance
Contributions Implicit T
. Unemployment Insurance
Benefits (Reduction) Implicit b7
Unemployment Insurance System 154 .Ob5
Federal Tax-Transfer System T97 231
Provincial and Municipal
Indirect Taxes .38 104
- Profits of Provincial and
Municipal Enterprises .32 22
Provincial Corporate
Income Tax 2.51 93
Provincial Personal ‘ v
Income Tax 1.22 38
Total Provincial and Municipal
Revenues 257 .0T5
Total Government Taxes and
Transfers 1,054 .306
Net Corporate Retentions b/ 326 .095

g/ These income elasticities are those used to obtain the full-employment
surplus estimates and their derivation is explained in Appendix C to
this Volume.

1_7/ The change in net corporate retentions was estimated as follows. The change
in before-tax corporate profits was obtained using an income elasticity of
2.51. The estimated change in federal and provincial corporate taxes was
deducted. The change in net retentions was estimated to be .T5 times the
estimated change in after-tax profits. The coefficient of .T5 vas based on
the following dividend function (fitted to annual data for the period 1948-61):

Dy = -59.59 + .5961 Dy.p + .2h2 [
where Dy = Dividends
Iy = Corporate Profits
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Policy
or Exogenous
Variable

—Change

Increase of $1 in
Federal Expenditure

Personal Income
Tax Cut of $1

Increase of $1 in

Exports

Increase of $1 in
Investment

Policy
or Exogenous
Variable

Change

Increase of $1 in
Federal Expenditure

Personal Income
Tax Cut of $1

Increase of $1 in

Exports

Increase of $1 in
Investment

TABLE D-2
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SUMMARY MULTIPLIER TABLE

Multiplier "A"

First Total Induced Induced Net
Round Effect Change in Change in Change in’
Effect on Federal Provincial Federal
on GNP a/ _GNP Revenues b/ Revenues b/ Deficit-

.890 1.443 365 136 .635

T3 1.205 «305 ' 113 .695

873 1.416

697 1.131

Multiplier "B"

First Total Induced Net  Induced Change
Round Effect Change in Change in in Provincial
Effect on Federal Federal Revenue and

on GNP a./ GNP

.890

.7&3

875

697

1.906

1.591

1.869

1.hg2

Revenues b/ Deficit Expenditure b/

482 .518 179

ko3 <597 «150

a/ Except for personal income tax changes, these are simply (1 - m 1 x).
Where (m 1 x) is the direct and indirect import requirements per dollar
of final demand for expenditure category "x". For personal income tax
changes, the first round effect is mpc (1 - m 1 ¢).

y These indirect revenues are slightly greater than would be obtained by
applying the tax-transfer leakage rate of Table D-1, because the income
normally allocated to capital consumption allowance is here allocated
in part to tax and other revenues.

See note below.
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Detailed Notes for Table D-2

($ millions)
Total Tax-Transfer and Retention
Leakages for Multiplier Analysis:
Total Tax-Transfer Leakages from Table D-1 1,054
Net Retention Leakage from Table D-1 . 326

Allocation of Capital Consumption Allowance to i
Leakages When Gross Investment Is Held Constant 90

Total o 870

[

2
8
Ratio to

GNP Change 485
The allocation of the change in income normally going into capital

consumption is necessary since gross investment is held constant.

All of this income allocated to governments and to before-tax
profits was treated as a leakage. All of the incomé allocated éo
1ndividﬁals and uninéorpérafed entefprise vas treated és an 1ncrément
to personal income. 6f the tdt;l 1néome increase of $413 million,

$290 million was treated as a leakage-of oneitype or another.

The details of the allocation are as follows:

Estinated Change to Full Employment in | ($ millions)
Capital Consumption Allowance Income : :
(based on GNP elasticity of unity) 413
Allocated to
- Gross Corporate Profits ‘ ' A 227
of which: af Corforatg‘ﬂeténtions | 149
_' l fbdefal Corporate Tax . 58
 Provincial Corporate Tax 20
Governmenf Epterﬁfise Profits N ) 3
Personal Income o ‘ R 143

This allocation was made as follows. One quarter of the income was
assumed to be claimed as capital consumption allowance and hence was
allocated directly to corporate retentions. Of the remaining increase
in profits, a portion was allocated to federal and provincial corporate
income taxes and to retentions on the basis of the average effective
tax rates. The remainder was allocated to retentions, that is, it was
assumed that none of the income would be paid in dividends.
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($ millions)
of which: b/ Federal Personal Income Tax 17
Provincial Personal Income Tax 3
Disposable Incohe 123
Summary Table: Tax, Transfer, and Retention
Leakages used in mltiplier
calculations:
Federal 253
Provincial and Municipal .094
Corporate Retentions .138

Calculation of Multiplier factor to be applied to first round effects

of changes in expenditures and taxes for multiplier "A":

KAﬂ l
1 -mpc (1L - ml) (1 - mic)

where Ky = multiplier factor
mpc = marginal propensity to consume out of disposable income
ml = marginal tax-transfer-retention leakage rate

mic = import requirements per dollar of final demand for consumer
goods and services

mpe = .925 (see Reference 4)
ml = .485, see above, note 1

mic = .197 (this is based on the.updated 1959 input-output table
prepared for the Commission by J. A. Sawyer)

K, 1s therefore 1.622.

This factor may be applied to the estimated first round effects of a
change in expenditures or taxes to obtain the multipliérs. The direct
effects and the total effect on CNP, togefher with estimates of induced
changes in federal and provincial revenues and the resulting effect on

federal deficit are presented in part “A" of Table D-2.

As 15 explained in the text, multiplier "B" differs from multiplier
"A" in that provincial and mnicipal éxﬁenditures and replacement

investments are assumed to respond to a change in GNP.

Using the elasticity of personal taxes on personal income of 1.82,
$20 million of this income was.allocated to personal income taxes.
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Under these assumptions the rultiplier factor becomes -

1

Kn =
B=1 {mpe (1-ml) + mI +mG] + [mic mpe (1l-ml) + miI mI + miG

where ml = the marginal tax-transfer-rétention leakage rafe
mI = ratio of replacement investment to GNP

mG = marginal provincial and municipal expenditures response
(equal to marginal tax response) to GNP

mil = direct and indirect import requirements per dollar of
investment expenditures

miG = direct and indirect import requirements per dollar of

government expenditures.

For this model:

ml = .120
mG = .075
miI = .303
miG = .110

ml, mic, mpc are the same as those used in multiplier "A",

ch = 2.].2#].

This factor was used to obtain the multiplier and revenue effects

presented in part B of Table D-2.

mG]
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Expenditure
ons

Non-Durable Goods
Durable Goods
Services

Total Consumer
Expenditure

Percentage of
Ultimate Response
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TABLE D-3

RESPONSE OF CONSUMER EXPENDITURE
TO A CHANGE IN DISPOSABLE INCOME

Quarters Following Change of §1 in Disposable Income
Euilibrium

1 2 3. L
<171 224 263 292
.294 272 .253% .2ko
.109 .l}h .158 .176
.5Th .629 673 -TOT
£ 68 B _16

Note: These are based on the

adjusted equations explained in the iext.“

APP, D .
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TABLE D-4

DYNAMIC RESPONSE PATTERNS

Percentage of Ultimate GNP Adjustment Attained by Middle of

Quarter Specified Following the Tax Cut

" Quarters
1 2 3 L
Model I: :
No Inventory Adjustment - 12 k1 51 58
Model II:
Inventory Adjustment based
on Courchene's Equation - 3 . sy 62 66
Com;iarison with Okun's Analysis of GNP Response
to Recent United States Tax Cut
Percentage of Ultimate GNP
Adjustment Attained
Quarters
1 2 3 L
Pure Consumption Model 20 33 b7 55
Consumption and Induced . :
Investment Model 13 27 - k1

53

" Note: Because the United States tax cut wexit into effect two thirds of the
way through the first quarter of 1964k, Okun's tables were adjusted

to make them comparable to those presented above.

This involved

adding in the value for the month prior to the start of the ‘quarter
and subtracting the value for the end month of the quarter. The
values for these end months were estimated by linear interpolation.
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Detailed Notes to Table D-L4

Consumer expenditures were disaggregated into non-durable goods,

durable goods and services. Consequently, marginal indirect tax leakages

and marginal import leakages were based on estimates for “direct"

indirect taxes and input per dollar of final demand for these

categories from the updated input-output table. The overall tax leakage

ver dollar of investment expenditure implied by this approach is very close

to the leakage estimated by aggregative techniques in Table D-1.
Only "first round" consumption effects of current income were taken
into account in each quarter, that is, the simultaneity of consumption

and income was ignored. This is to assume that consumers temporarily

.8ave whatever extra disposable income is generated by income-induced

changes in current expenditures during the quarter.
The inventory equation teken from Courchene's work is his aggregative
equation for total manufacturing; which is as follows:
8 Hy = =TO3U + .1653 Uy - 2 + .1530 NOy
+.1825 Sy -~ .29TT A 8¢ - JUBT H, - 1

vhere H = Inventory Stock (at end of quarter)

S = Sales

NO = New Orders

U = Unfilled Orders (at end of quarter)

Because the production of consumer goods is largely production to
stock rather than production to order, the unfilled orders and new
orders terms were ignored. Planhed inventory investment was assumed
to be based on expected sales next period {which are equal to current
sales in Courchene's model), and past inventory investment, that is,
Iptﬂ = .18255g - .348TH,. This, together with observed sales, was
used to generate production. The aqtuai inventory change was obtait')ed.

from the equation above.
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The use of this equation is not particularly appropriate since
the manufacturing sector includes industries that do not produce
consumer goods. In addition, final demand for consumer goods includes
some wholesale and retail trade content. Whether or not trade inventory

behaviour can be approximated by this equation cannot be determined.

APP, D
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REFERENCES

The elasticity of 0.38 was obtained as follows. Provincial and
municipal indirect taxes were divided into three groups according
to whether the assumed elasticity were unity, one half or zero.
This classification is as follows:

Assumed Income Elasticity:

Unity. Retall sales taxes

: Amisement taxes
Miscellaneous taxes on national resources

Corporation taxes (Not on income)

One half. Gasoline taxes
Miscellaneous taxes

Zero. Licences , fees and permits
Real property taxes :

A weighted average of these elasticities (using revenues in 1963 from

each tax as weights) is 0.38.

'mis elasticity was obtained from & regression of per cent changes in
these revenues on per cent changes in GNP.

Note that all investment, including inventory investment, is treated
as exogenous in these calculations. Consequently, the calculation of
"instantaneous™ multipliers (rather than short-run multipliers based
on distributed lag consumption functione and cyclical import functions)
may compensate in part for the omission “of inventory investment (which

presumably has a rapid response to changes in income) from this enalysis.

This estimate was obtained by fitting the following regression functim
to annual data for the period 1948-62:

ct = 9.68 + .925 ADYt + .T51 DYy + 188 °Cy 1

where C¢ = Per capita real consumption

DYy = Per capita real disposable income

Errors of measurement in the exogenous variable of a model which includes
a lagged dependent variable will typically bias the coefficient in the
exogenous variable (income in this case) downwards and the coefficients
of the lagged dependent varisble (consumption in the previous quarter)

APP, D
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upwards. These blases cause an apparent lengthening of the response

of consumption to income.

Since we were informed that the quarterly estimates of farm income
are tenuous, and since the equations with non-farm dispcsabls incame as
the independent variable yielded more accurate predictions, we decided

to base our dynamic response estimates on the latter equations.

Okun has tested this asaumptibn for the case of the recent United States
tax cut. M, Okun "Measuring the Impact of the 1964 Tax Reductiom®, a
paper presented to the American Statistical Associaticn, Philadalphia,

September 1965 (Mimeo)

A. Ando and E.C. Brown, "Lags in Fiscal Policy", Commission on Money

and Credit Stabilization Policies » Englewood Cliffs, N.J.: Prentice-Hall,

1963, pp. 1hl-1k2.

T.J. Courchene, "Inventories in the Canadian Manufacturing Sector., A
Theoretical and Empirical Analysis by Stage of Fabrication", a paper

presented to the Econometric Society, New York, December 1965 (Mimeo).
Arthur M. Okun, op.cit.

J. Duesenberry, O. Eckstein, and G. Fromm, "A Simlation of the
United States Economy in Recession", Bconometrica, Vol. 28, 1960,

TP, _71;9-809. A comparison of Table I (p. 756) with Tmble IX (p. T70)
reveals that 48 per cent of the ultimate response to a tax cut is
achieved by the second quarter, and over 100 per cent by the end of
& year. This latter result is no doubt due to the ocscillatory

behaviour of inventory investment.



APPENDIX E

PROPOSAL FOR STANDBY AUTHORITY TO
OPERATE STABILIZING FISCAL MEASURES

Should Parliament declde that standby authority is necessary and should
be given to the Governor in Council in order to reduce delays in applying
discretionary economic stabilizers, a method of granting such authority and

its use is set out in this appendix.

1. The Governor in Council would be given the authority to raise or lower
personal income tax rates up to 15 per cent across the board. This

authority would be restricted to across-the-board percentage tax changes

applicable to the federal portion of personal income taxes, and would
be restricted to one change in either direction within a year. At
current tax yields this would.represent a change in tax burden of
$300 million on an annual basis. While larger than any of the peace-
time personal income tax changes enacted in the regular budget, even
this might prove inadequate. If more far-;eaching measures were re-

quired the normal parliamentary processes should be used.

2. The change would take effect on income tax withholding at the beginning

of the month following the announcement.

3. The exercise of discretionary tax power by Order in Council would be

subject to approval by Parliament:

a) within one month if Parliament is in session; or
b) within three months if Parliament is not in session at the time
of the Order in Council, or within one month of the opening of

Parliament, whichever is earlier.

4

If parliamentary approval is not forthcoming the tax change would be

null and void, and tax deductions for the balance of tbe year would

be changed accordingly.
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Executive tax changes approved by Parliament would remain in effect
until the next (regular or supplementary) budget is brought down,
at which time they would be superseded by the tax rates announced

in the budget.
The exercise of discretionary power would be permitted only 1if:

a) the seasonally adjusted unemployment rate had averaged 4.5 per

cent or more over the past three months; or

b) the consumer price index and the wholesale price index, both on
a seasonally adjusted basis, had risen at annual average rates

in excess of 3 per cent for the past six months; y or

¢) the Minister tables a report in Parliement justifying the action
for reasons of national emergency other than those related to

prices and employment.

As long as the price or unemployment conditions in (a) and (b)
prevailed the Minister would be required to make a report to Parliament
on the economic situation whether or not the executive tax authority
was being exercised. If Parliament was in session this repoxt should

be tabled:

a) when executive tax action if any is taken; or

b) when a supplementary budget 1s introduced; or.

¢) within one month of the publication of tae figures indicating
that the targets have not been met, whichever came first, a.nd

thenceforth a similar report should be tabled in each quarter.

If Parliament was not in session, a report would be tabled within
one week of the opening of Parliament, unless the opening of Parliament
was within 3 weeks of the publication of the figures in which case

the above requirements would be in effect.
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The following features of the proposal would prevent the arbitrary

use of this power:

a) The restriction to a percentage change in personal income tax

rates.

b) The requirement that there be parliamentary approval within a

time pgriod .

c¢) The limitation of the power to a period during which the -
performance of the economy has been unsatisfactory in relation

to price, ox_xtput. and employment targets.

@) The requirement of a public report by the government.

REFERENCE

At present, seasonally adjusted price indices are not publiéhed. The
goiernment should undertske a étudy of the most approprie;te seasonal
adjustment procedurés to be used. It would be pa.rtic_:ula.rly desirable
to eliminate the effect on food prices of weather conditions. Aléo,
the Dominion Bureau of Statistics would be'ﬁquired to report price
indiceg and unemployment rates for a pa.rticular month before the end

of the following month.
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APPENDIX F
TAX PROGRESSIVENESS AND PERSONAL SAVING

From the 1959 consumer expenditure survey data, together with un-
published date on mean income of families in each income class, it is
possible to estimate the marginal propensity to save of the high and

high-middle income groups.

These estimates show that the marginal propensity to save (MPS) of

the highest income group is 0.258,

It is noteworthy that the typical cross-section estimate of the MPS
for the lower and middle income groups is about 0.20. This reflects the
fact that there is an upward bias to the MPS estimated from cross-section
data, ?esulting from transitory income and relative income effects.
Consequently, the typical cross-section value of the MPS is well above

the value usually obtained from time series studies.

It follows that the estimate of 0.258 given sbove is likely to over-

b

state the MPS of the higher income groups.

On the assumption that the MPS of taxpayers with income above $8,000
is 0.26 and the MPS of all other taxpayers is 0.05 (which is slightly less
than the overall average personal saving rate reported in the National
Accounts), we shall estimate the effect upon personal saving of a re-
distribution of the personal income tax burden by abolishing progressive-
ness in the taex rate schedule altogether, while leaving exemptions and

deductions unchanged. The calculations are shown in Table F-1.
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ESTIMATED CHANGE IN PERSONAL SAVING
UNDER A PROPORTIONATE INCOME TAX

Income Assessed
Texable Income

Tax Payable
Effective Tax Rate
Tax Paid if Taxed at

Average Effective Rate
for All Taxpayers

Change in Average
After-Tax Income

Change in Average
Saving

TAXATION YEAR 1961

(millions of dollars)

Taxpayers

With Income

Below $8,000

$15,677
7,42k

1,175

.1580

1,361

$-188

$

-9

Taxpayers All

With Income Tax-
Above $8,000 payers
$3,925 $19,602
2,999 10,423
37 1,910
.2458 .1832
549 1,910
" $+188 nil
$ o $+0

Source: Department of National Revenue, Taxation Statistics R 1963,
Ottawa: Queen's Printer, 1963, Table 2.

APP, F




APPENDIX G

PROOF THAT A SHIFT FROM DIRECT TO INDIRECT TAXES
IS EQUIVALENT TO A CHANGE IN THE INTEREST RATE

For simplicity, consider an indirect tax that is shifted forward, and

a direct tax that is not shifted.

1. Under an indirect tax system, the real value of a savings dollar N
years later is:
(1 +o)

where r is the rate of interest.

With an indirect tax shifted forward, the real value of the saving

will be:

N 1
(L +r) T+t

where ty is the tax rate on consumption goods.

Under a direct tax system, the money and real value of a savings
dollar N years later is:
[1+rQ - tp)IV

where tp is the direct tax rate.

Now consider an individual deciding whether or not to save a given

amount of real income.

A dollar of forgone 'conaumption under the direct tax system is equi~
valent to (1 + tI) dollars under the indirect tax system. Therefore
the real value of a given amount of real saving at the end of N years
is:
(Q+o)¥
under the indirect tax system; and
[1+r(1 - tp)¥

under the direct tax systém.

Hence, a change from indirect to direct taxes amounts to a decreasg

in the rate of interest.
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The above analysis is based on the following assumptions:
a) The tax changes are expected to be permanent.
b) There is no money illusion.

c) Saving is for the purpose of future consumption, or for wealth

accunulation measured in terms of consumer goods.

Given these assumptions, it is impossible to say a priori whether a
change from a direct tax to an indirect tax (with the same incidence
by income class, that is, abstracting from changes in progression)
will increase or decrease saving. Since such a shift is equivalent
to a rise in the rate of interest, the substitution effect will be
in favour of saving. The income effect, however, may be either in

favour of saving or in favour of consumption.

The available empirical evidence does not indicate that there is
much response, one way or the other, of personal saving to changes
in interest rates. It would follow that a permanent change to in-
direct taxes on consumption which are equivalent in magnitude to
interest rate changes achieved in the past will be unlikely to have

much effect on personal saving.

A shift from a 20 per cent income tex to a sales tax on consumption
goods that raised the same revenue would be equivalent to an increase
in the rate of interest from 4 per cent to 5 per cent. This is well

within the observed range of fluctuations in interest rates.

It is worth noting that a change to a general sales tax levied on
capital goods as well as consumer goods will likely have an adverse
effect on investment and saving. Sﬁch a general sales tax is equi-~
valent to a flat iﬁcane tax with no allowance for depreciation of

capital goods.
APP, G
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6. It may be that more substantial changes in tax rates will encourage
saving, For example, a shift from a progressive income tax to a
progressive expenditure tax would involve very large changes in tax
rates for individuals now in the high income bracket, that is, such

tax changes would be equivalent to very large interest rate changes.

7. If increased deductions for retirement saving, or analogous changes,.
stimulate saving, it is more likely to be a result of these deductions -
encouraginé individuals and organizations to set up pension plans to
take advantage of the tax features, than to any direct effect of the

" change on the effective rate of interest earned.

Professor Cagan's recent finding that saving through pension plans is

complementary to, rather than substitutable for, other saving suggests

there may be an important "threshold effect" for low or middle income
savers _/ Setting up a pension plan forces these individuals to
consider the future. Such a lengthening of the time horizon of the

individual will encourage him to save more.

8. The following is an arithmetic example of an individual who saves 10

per cent of his income under two alternative tax systems,

Dis- Price Real
posable of In- Value
Money Direct Money Consumer direct Money of
Income Tax Income . Goods Taxes Saving Saving
Direct Tax of
20 per cent 100 20 8o 1.00 nil 8 8
Equivalent In-
direct Tax . 100 nil 100 1.25 20 10 8

The value in current prices of present saving 25 years hence at a 5 per cent

money interest is given in the following example.

Money Value Real Value
Direct Tax 8 x (1.04)25 8 x (1.04)%5
Equivalent ,
Indirect Tax 10 x (1.05)% 8 x (1.05)2
REFERENCE

1/ P. Cagan, Effects of Pension Plans on Aggregate Saving, Occasional

Paper No. 95, New York: National Bureau of Economic Research, 1965.
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ABATEMENTS, provincial tax, 97-99, 110, 289-290, 292, 301.

ABILITY TO PAY, as basis for taxation, 10-13.

APPEALS, JUDICIAL, texpayers' rights, 14-15,

AREA DEVELOPMENT INCENTIVES, see TAX INCENTIVES , also DSIGNATED AREAS,
AREA DEVELOPMENT INCENTIVES ACT, 135, 17s.

ATIANTIC DEVELOPMENT FUND, 115,

ATIANTIC PROVINCES, regional unemployment rate » 29, U6, 279.
AUSTRALIA, export incentives, 205,

AUTOMATIC FISCAL POLICY, see also FISCAL POLICY and BUILT-IN STABILITY;

definition, 286.
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BALANCE OF PAYMENTS, see also INTERNATIONAL ECONOMIC RELATIONS, effect of
deficit financing on, 69; maintaining equilibrium, 188; accounts, basic
concepts, 189-192; and full employment and price stability, 192-199;

and economic growth, 206-209.
BANK ACT, 163.
BANK OF CANADA, 75, 78, 102, 216.
BENEFITS, of proprietors, partners and employees, 13.
BONUS, federal, to provinces, 96.
BRITISH COLUMBIA, regional unemployment rate, 29, 46, 279.

BUDGET, see also FISCAL POLICY; comments on 1966 Budget, 61; development
of longer term budgeting, 6k4; evaluation of 1953-1963 policies, 67-81;

need for flexibility, 81-85, 108; balanced, 88-89, 108.

BUILT-IN STABILITY, in the Canadian economy, 54-60; effect of provincilel-
municipal sector, 93-94; importance, 107; and tax leakages, multipliers

and lags, 305-323,
BUSINESS LOSSES, present and proposed treatment, 155-156.

BUSINESS PROFITS, see PROFITS.

CANADA PENSION PIAN, 265-266, 2Tk.

CAPITAL COST ALLOWANCES, as stabilization tool, 60-61, 65; accelerated, for
designated areas, 135-137, 175; accelerated, effect upon dividend pay-
outs, 147, 178; use to increase corporate saving, 153-154, 179; effect

of present system on allocation of saving, 161-163; recommendations, 165 ,181.
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CAPITAL EXPENDITURES, possible taxes on, 60,65, 106, 108; on scientific

research, 137; investment credit for, 15k,

CAPITAL FORMATION, determinants, 142-165; the rate of investment, 142-1L9;
the rate of saving, 149-15L4; the allocation of saving, 154-163; the re-
tention of earnings by corporations and the capital market, 163-165;
increasing the investment and savings rate at full employment, 165-168;

recommendations, 177-181; financed by foreign direct investment, 193.

CAPITAL GAINS, taxability, 10, 42-U43; taxation of, effect on economic
growth, 2Lh-25; effect of tax exemption on allocation of saving, 159-160,
180-181.

CAPITAL IOSSES, present and proposed treatment, 155-156, 160.
CAPITAL MARKET, effect on allocation of saving, 163-165.
CASH TAX ALIOWANCES, 263, 272.

CHIIDREN, dependent, effect on tax liebility, 1l; dependent, effect of tax

exemption on birth rate, 123,
COLLECTION OF TAX, use of commissions, 14-15,
COMMISSIONS, use to collect tax, 14-15.
COMPANIES- ACTS, 219, 221, 233.
COMPREHERSIVE TAX BASE, as a fee-ature of equitable tax stzluctu;'é » 19, l+.2.
CONCESSIONS, tax, avoidance .o.f‘, i.l,i}, -19, 135-156.
CONCLUSIONS AND RECOM&ENDA;I'ION':"; , see. REC.(DNE;ND'ATIO‘NS.

CONSUMER PRICE INDEX, 26, 29, 32, L6, 49, 53, 75, 83, 275-2771. 326.

CORPORATE INCOME TAX, inequities, 11, 13; as economic stabilizer, 54-61,

107; effect upon gross business saving, 1u4-148, 153-154, 179-180;

INDEX



338

shifting, 1hkl-146, 177-178; relative reliance on, 202; comparative
marginal rates, 202-203, 231; regressiveness, 245; shareholder credits
for, 269, 273; revenue at full-employment, method of calculation, 283;

effect of changes on revenues, 29k,
CORPORATIONS AND LABOUR UNIONS RETURNS ACT, 233,

CREDITS, against personal income tax liabilities, 32-33, W6-4T, 147-1u8,

268'270) 2’30

CUSTOM DUTIES, revenue at full-employment, method of calculation, 284-285;

effects of changes on revenues, 29k,

DEFENCE DEVELOPMENT ASSISTANCE PROGRAM, 137.
DEFENCE INDUSTRIAL RESEARCH PROGRAM, 137.
DEFENCE RESEARCH BOARD, 137.

DEGREE OF CANADIAN OWNERSHIP, see also FOREIGN INVESTMENT; establishment of

concept, 215; incentives, 219-221.
DEPARTMERT OF INDUSTRY, 137-138, 1kO.

DEPARTMENT OF FATIONAL REVENUE, treatment of Tax Appeal Board judgments, 15;

sales tax discounts for domestic prodncers; 20k,
DEPIETION ALIOWANCES, oil and mining ‘industries, 132.‘
DEPOSITS, by provinces, vith federal govermment, 96.
DEPRECTATION, see CAPITAL 00?'1' MMCES. :
DEPRESSED AREAS, see DESIGNATED AREAS,

DESIGNATED AREAS, tax incentives, 135-137, 175.
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DEVALUATION, effect on GNP and gross domestic product, 50; adoption of fixed
exchange rate, T7-78; effect on balance-of-payments deficit, 166; caused
by changes in exchange reserves, 193; crisis of 1962, 194; as possible

effect of U.S. guidelines, 198.
DEVELOPMENT, sée RESEARCH AND DEVEIOPMENT.

DISCRETIONARY FISCAL POLICY, see also FISCAL POLICY, definition, 286.

DIVIDENDS, effect of changes in cbrporate income on, 55; effect of corporate

income taxes, 146-148; proposed tax status, 16k,

DOMINION BUREAU OF STATISTICS, 108, 327.

E
ECONOMIC COUNCIL OF CANADA, 28, 31, 49, S1, 171, 183-185, 201.

ECONOMIC GROVﬁI, need for dynamic central government, 16, concept of , 3T,
47, 117; conflict with full employmeﬁt, 37-41, 4T; conflict with price
stability, 41-42, 47-48; conflict with equity, 42-45, 48; fiscal pblicy
for growth, 117-186; relative importance of factors determining, 119-1."22;
determinants, labour s@h, 122;128, see also IABOUR SUPPLY; determinants,
technical change, 129-142, see also ‘ECB!'ICAL CEARGE; determinants ,-‘ca:pita.l
formation, 1&2;165 , see also CAPITAL FORMATION; future prospects, 168-173;

recomndaﬁons, 173-182; and the balance of payments » 206-209,

ECONGMIC STABILITY, general, 53-115; existing federal tax wespons, Sh-6T;
_ evaluation of 1953-63 federal poli‘cy, 67-85, 291-299; "inside lags"
and "outside lags”, 82; "formula flexibility',. 83-84; problems posed by
persistent surpluses or defici%‘a ) 85-39; offsets to revenue &rag, 89-91;
fed.eral—pro.vincial relation‘s-, 91-105; recomendations , 106-111; st&ndby

authority, 325-327.
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EDUCATION, the inadequacy of user charges, 6; cost, effect on tax liability,ll;
effect on labour quality, 142; tax encouragement to be given, 1T7T7; incidence

of expenditures on, 254-255.
ELASTICITY, dgfined, 112; estimates, 281-30k4,
EMIGRATION, postwar level, 39; effect of full employment and taxes, 12k,
EMPIOYMENT, full, see FULL EMPLOYMENT,
EMPIOYMENT INCOME, demxctibiuty of costs incurred, 12.
ENFORCEMENT, 1L,

EQUITY, as primary objective of tax system, 10-13, 17-19; conflict with
economic growth, 42-45, UB; of present tax system, 260-262; recommendations,

266-273.
ESTATE TAX, cn widows and widowers, 12.
EUROPEAN COMMON MARKET, 236.
EUROPEAN ECONOMIC COMMUNITY COMMISSION, 206,
EUROPEAN ECONOMIC COMMUNITY TREATY, 205.
EUROPEAN FREE TRADE ASSOCIATION CONVENTION, 205.

EXCHANGE RATE, fixed, T7-78, 188, 191-192, 229-230; flexible, 191; stabilizing

role of foreign sector, 193; effects on balance of payments, 194-196.
EXCEANGE RESERVE CEILING, effect on monetary and fiscal policy, 196, 2%,
EXCHEQUER COURT, new trials before, 15.

EXCISE TAX ACT, complexity of administration, effect on imports, 20k,

EXCISE TAXES, special temporary, use of to combat inflation, 65-66, 112.
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EXCISE TAXES AND EXCISE DUTIES, regressiveness, 245.

EXPORTS, effect on balance of payments, 189-192; use of incentives, 20L4-206;

effect on GNP, 314,

F .

FAMILIES, as texable units, 10-11, 19, 42; fiscal incidence, 241-260,

270-271.

FAMILY ALIOWANCES, as non-discretionary federal expenditures, 11k; effect

on birth rate, 123; financing of, 264.
FARMERS, treatment under Income Tax Act, 132.

FEDERAL~-PROVINCIAL RELATIONS, strengthening of, 15-16, 19; fiscal policy in
a federal state, 91-105; the growing provincial—nn:micipal sector and
built-in stability, 93-94; stabilizing provincial tax revenues, 94-95;
stabilization of provincial expenditures, 95-96;. maintaining the federal
share of personal income tax revenues, 96-99; conflict, 99-102, role of
the provinces in stabilization, 102-103; co-operation, 103-105; recom-

mendations, 109-111.
FINANCIAL STATEMENTS, publication of, 221,

FISCAL INCIDENCE, general, 239-2Tk; present, 240-262, 270-272; of taxes,
243-248; of public expenditures, 248-25T; of the public sector, 255-259;
transfer payments, 262-266; reducing regressiveness of the present tax

system, 266-270;.rec"omme-ndations, 270—273..

FISCAL POLICY, for stability, see ECONOMIC STABILITY; for growth, see
ECONOMIC GROWTH; for the redistribution of income, see FISCAL INCIDENCE;

defined, 2k; and full-employment surplus and revenue drag, 281-30k.

FOREIGN EXCHANGE MARKET, function, 191.
IRDEX
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FOREIGN INVESTMENT, see also INTERNATIONAL ECONOMIC RELATIONS; effect of
polic}s)s:;xg}gh s?‘ig;;gpe , 50; effects of, 187; comments on terms of
reference, 189; as stabilizing influence on current account balance, 193;
effect on economic growth, 209; general discussion of, 210-227; net
economic benefit from, 211; changes in form, 212-213; determinants,
213-217; foreign confidence, 217-218; foreign retaliation, 218-219;
Canadian share’ of'f;éi-izig'ﬁ"‘ti} non-resident-controlled corporations, 219-221;
criticisms of foreign-controlled corporations, 222-227; effects of pro-

posed tax system,. 22[:gg9;tbqonclusions and recommendations, 232-23h.
FOREIGN OWNERSHIP, see FOREIGN INVESTMENT,

FOREIGN TRADE, see also INTERNATIONAL ECONOMIC RELATIONS, stabilizing

influence on Canadian economy, 192-234,

FORMULA FIEXIBILITY, ise a8 economic stabilizer, 83-8k4; as sutomstic fiscal

-,
o

policy, 286,
Lo L0 2 0

FRANCE, expori '}ncepf.ivgs , 205.

FULL EMPIOYMENT, surplus at, see FULL-EMPLOYMENT SURPIUS; need for dynamic
central government with adequate fiscal power, 16; conflict with price
stability, 25-34; defined, 29, 53; conflict with economic growth, 37-i1,
47; and international trade, 192-199; estimating governmﬁt’ expénditnres

and reveriues at, “281-286.

B ARPSTEN

FULL-EMPIOYMENT SUR?IDS » general, 69-81; Aaefined, T0-T1; coﬁparison with

actual surplus, 1953-63, T2, 287; impact of discretionary fiscal policy,
73; estimates in federal budgets, 109; and revenue drag, gnd fiscal

policy, 281-30k; “pethiod bf estimation, 281-286; use in analyzing fiscal
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policy; 291299
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GIFTS, taxability, 10, 42, R LY TR o 2

GOVERNMENT EXPENDITURES, see also FISCAL POLICY and TRANSFER PAYMENTS;
financing of, 2-7, 18; as economic stabilizers, 5k-60, 63-64, 89-91, 31&;'
trend, 91; provincial end municipal, 92-105, 109-110;+effect on.alldcation
of resources, 239; incidence of, 248-262, 270;.table of,:249; effect.on

revenue drag, 289-290; policy, 1953-63, 292,

GOVERNOR IN COUNCIL, standby authority, 325.

P 0 F S RO SR U

GREAT DEPRESSION, effect on economic growth, 121, 143,

ad e gmam

GROSS BUSINESS SAVING, see also SAVING and CAPITAL FORMATION effect upon

fixed investment, 142; effects of tax change proposals, .148; .stimulation -

to increase investment under full-employment conditions, 16T-168.:% -#v

GROSS DOMESTIC PROIUCT, contrasted with GNP, 35-36,

GROSS NATIONAL PRODUCT (GNP), see also POTENTIAL GﬁOSg Mioﬁﬁ,' f}bux:f;' '
as g measure of actual g;-owth, 34, 11T; contrasted.with- gross .domestic:. .-
product, 35-36; effect on tax-expenditure system;.55; .effect:on.corporate
retained earnings, 55; effect on tax cuts and government_ expenditures, 5T;
estimated proportion of change absorbed by tax-expenditure system, 58;
balance of payments current account as cmonent“;)f', 1;6, prc;}l;oﬁian:w i

abaorbed by tax and transfer payment changes, 305. . ... .- »  anfogie

GROWTH, economic, see ECONOMIC GROWTH,

H

E BEDCN NiSpesalt
HOSPITAL INSURANCE'TA)CES, regressiveness, 248, : L meo -~ on utfewe
HOUSE OF COMMONS, debates on fiscal policy, 108,  : .~ "7 yoyd 3 ~ag . .1

HUSBARD, see HUSBAND AND WIFE. L o mn
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HUSBAND AND WIFE, working wives, see WORKING WIVES; present tax inequities, 12.

IMMIGRATION, as unemployment safety valve, 30; postwar level, 39; effect of

full employment and taxes, 123.

IMPORTS, effect on inflation, 26; effect on economic stability, 55; effect on™
balance of payments, 189-192; effect of sales taxes, 203-20k4; per cent of

GNP, 303.
INCENTIVES, tax, see TAX INCENTIVES,

INCIDENCE, of tax, see TAX INCIDENCE; of the fiscal system, see FISCAL

IRCIDENCE.

INCOME TAX ACT, treatment of farmers, 132; designated areas, 135; research

and development, 137-141.

INDIRECT TAXES, proportion of change in GNP absorbed by, 57-58; provincial
and municipal reliance upon, 93; revenue at full employment, method of

calculation, 283-28k4; effect of shift to, 331-333.
INDUSTRIAL RESEARCH ASSISTANCE PROGRAM, 137.

INFIATION, effect on economy, 9; relationship to unemployment, 25-3k, L5-L7,
275-27T; defined, 26-28; cost-push, 27; structural, 27; recommendations,
27-28, 32-34, 45-4T; effect of built-in stabilizers, 59; effects of changes
in sales and excise taxes, 60; locus, 6l4; possible use of levies on capital
expenditures, 65-66; effect of balanced budgets, 86; fear of, effect on

policy decisions, 106; recommendations, 107-111; export of, 193. -
INFORMATION FOR TAXPAYERS, 14,

INTEREST RATES, effect on investment, 148-149; differential between Canadian

and United States rates, 193-199; effect on capital inflow, 213.
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INTERNATIONAL ECONOMIC REIATIONS, see also FOREIGN INVESTMENT ; general,

187-237; basic concepts, 189-192; full employment, price stability, and
the balance of payments, 192-199; taxation and Canada's international
competitive position, 199-206; economic growth and the balance of payments,
206-209; foreign investment, 210-227; effects of the proposed tax system,

227-229; recommendations, 229-234,

INTERNATIONAL MONETARY FUND, 188, 190, 231.

INVENTORIES, response to changes in consumption, 310.

INVESTMENT CREDITS, use to increase corporate saving, 153-154, 165, 167-168,

179.

INVESTMENT, FOREIGN, see FOREIGN INVESIMENT,

INVESTMENT RESERVE, Swedish, possible use as economic stabilizer s 65-66,

INVESTMENT TAX ON BUSINESS, use of, 65-66.

INVISIBIES, effect on balance of payments, 192-193,

JAPAN, export incentives, 205,

KOREAKR WAR, effect on prices, 275.

L

IABOUR SUFPLY, as a factor in economic growth, 117-128, 173-174; demo-

graphic factors, 123-125; willingness of population to work, 125,
128. '

INDEX



IEGISIATION, tax, debate in legislature, 13.
LIBERTIES, individual, 13-15, 19.
LIFE INSURANCE COMPANIES, tax concessions, 13.

10SSES, see BUSINESS LOSSES and CAPITAL IOSSES.

M

MANAGEMENT FEES, tax on, 216.

MEDICAL EXPENSES, effect on tax liability, 1l1.

MIGRATION, effect on labour supply, 123-125.

MINING, tax concessions, 13, 132-136.

MINISTER OF FINANCE, proposals re scientific research incentives, 138.
MINISTER OF INDUSTRY, power to subsidize firms in designated dreas, 135.
MINISTER OF NATIONAL REVENUE, minisf;erial discretion, 15.

MINISTERIAL DISCRETION, use of advance rulings, 15.

MONETARY POLICY, creastion of money as alternative to taxation, 2-3; as
economic policy instrument, 8, 2k; effect on investment, 148-149, 165-166;
with respect to foreign exchange reserves, '188; effect on foreign port-

folio investwent in Canada, 193,

MULTIPLIER PROCESS, in Canadian economy, 519-60; and built-in stability, tax

leakages and lags, 305-323.
MUNICIPAL LOAN FURD, 115.

MUNICIPALITIES, ramifiéations of federal actions, 15-16; trend of expenditures,
92; effect on federal economic stability policies, 92-105, 109-110; fiscal

incidence of municipal taxes, 242-260,




NATIONAL, RESEARCH COUNCIL, 137-138, 1k0, 176.
NEGATIVE INCOME TAXES, 272.

NON-RESIDENTS, effect of reducing Canadian corporate taxes, 6l.

0

OBJECTIVES OF THE TAX SYSTEM, general, 1-51; alternative methods of ac-
complishing, 2-7; statement of obJjectives, 7.-16; maximizing the growth
of .output, 8-9; equitableidistribution of output, 10-13; protection of
the liberties and rights of the individual, 13-15; strengthening of.
federal-provincial relations , 15=16; priofity of objectives, 17-18;
recommendations, 18-19, 45-48; éohflict among objectives, 20-51; policy
errors in resolving conflicts, 21-25; conflict between full employmént
and price stability, 25-34; the concept of economic érowth, }1&-57;_ con=-
flict between economic growth and full employment, 3"'7-1&13 conflict
between growth and price étabéllity, b1-42; conflict between economic

growth and equity, U2-u45,
OIL INDUSTRY, tax concessions, 132-135.
OKUN'S IAW, 115.

OLD AGE SECURITY, as non-discretionary federal expenditure, 114; finencing

of pensions, 26k; effect of tax changes on revenues, 29h.
ONTARIO, regional‘ unemployment rate, 29, 279.

ORGANIZATION FOR ECONOMIC CO-OPERATION ARD LEVELOPMENT, 205.
P

PARLIAMENT, debating economic policy, 8U; granting of standby suthority, 325.

INDEX
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PENSION PLANS, deduction of contributions, 151.

PERSONAL. INCOME TAX, as econcmic stabilizer,' 54-67, 107; effect of changes
on federal surplus, 56, 3l4; proportion of change in. GNP absorbed by,
57-58; effect of changes on consumer spending, 82; response of tax
collectionsv to changes in rates and allowances, 85; maintenance of federal
share, 96-99, 110-111; effect on migration, 123-124; effect on corporate
dividends, 147; proposals to reduce progressiveness, 150-178; progressive-
ness, 245; increasing the-rela.tive importance of, 266-267, 272; increasing
the effective progressiveness of, 267-268, 272; credits against for other
texes, 268, 273; revenue at full-employment, method of calculation,

282-283; effect of changes on revenues, 1953-63, 294,

POTENTIAL: GROSS NATIONAL PRODUCT, defined, 34; gap between actual and
potential GNP, 36-38, 51; effect of growth of labour force, 39; as

measure of economic growth, 47, 117; derivation of measure of, 51.
PRAIRIE PROVINCES, regional unemployment rate, 29,; 279.

PRICE STABILITY, need for dynamic central government, 16; conflict with
full employment, 25-3%, 45; conflict with economic growth, 4l-k2, 47;

defined, 53; and international trade, 192-199.

PRICES, stability of, see PRICE STABILITY; general level, rélationship to
unemployment, 25-3k; effect of price levels on aged, handicapped,
indigent, 32; ‘adjustments for rising prices, 32-34; stock, 50; percent-
age cﬁa.nges in ;:onsumer price index, T75; effect of taxes and effect on

international competitive position, 200.
PRIVY COUNCIL OFFICE, 139.

PROFITS, taxability, 10, 42; corporate, pressure to allocate to share-

holders, 164-165.
PROGRAM FOR THE ADVANCEMENT OF INDUSTRIAL TECHNOLOGY, 137-138, 140, 176.

PROPERTY TAX, regressiveness, 245; credits for, 269, 273.
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PROVINCES, see also FEDERAL-PROVINCIAL REIATIONS; ramifications of federal
actions, 15-16; trend of expenditures, 92; effect on federal economic
stability policies, 92-105; increa.s‘ing trend to direct taxes, 93%;
stabilization 6f tax revenues, 9l+-'95;A stabilization of expenditures,
95-96; share of personal income taxes, 96-99; role in discretiona.fy
stabilization policies, 102-105; recommendations for economic stability, -

109-111; fiscal incidence of provincial taxes, 242-260.
PROVINCIAL TAX ABATEMENTS, see ABATEMENTS,

PUBLIC EXPENDITURES ,-‘ see GOVERNMENT EXPENDITURES,

5

PUBLIC HEALTH AND SANITATION, incidence of expenditures on, 254,

QUEBEC, regional unemployment rate., 29, k6, 279.

RATES OF TAX, progressive rates recommended, 10, 19, 42, 272; effect on
lsbour supply, 128; abolishment of dual corporate tax rate, 158-159, 180;
by tax source and family income, 247T; effects of changes on revenues,

by calendar years, 29L4; standby authority' to chAnée s 325.

RECOMMENDATIONS, objectivea of the ta.x system, 18-19, L45-48; fiscal policy
for economic stability, 106-111, ﬁsca.l policy for economic growth, 173-182
international economic re]stions ) 229-231&, redistribution of income ’

270-273.
REGISTERED RETIREMENT SAVINGS PIANS, deduction of comtributions, 151.
REHABILITATION, use to resolve structural unemployment problems, 31.

REIOCATION, use to resolve structural unemployment problems, 31.

INDEX
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RESEARCH, see RESEARCH AND DEVELOPMENT,

RESEARCH AND DEVELOPMENT, federal expenditure programmes, 1357; tax incentives,
137-138; as determinants of technical change, 137-141; recommendations,

140-141, 176.

RETAINED EARNINGS, corporate, effect of corporate income swings, 55; corporate,

effect on allocation of saving, 163-165; recommendations, 181.

REVENUE DRAG, defined, 59, 289; effect on full-employment surplus, Tl, T3;
recommendations, 106-107; and full-employment surplus,and fiscal policy,
281-%04; effect on fiscal policy, 286-291; estimates for post-Korean War

period, 292; offsetting policies, 300-702.
RISKY VENTURES, incentives for, 155-158.
ROYAL COMMISSION ON BANKING AND FINANCE, 49-70, 148-1k9, 163, 188, 199.

RULINGS, advance, use of, 15.

SAIARIES, see SALARIES AND WAGES,
SALARIES AND WAGES, taxability, 10, h2.

SAIES TAX, inequitable, 11; effect of changes on economic stability, 60, 10T;
exemption of services, effect on resource allocation, 132-134; proposals
to increase burden, 150, 178; effect on Canadian international competitive
position, 203-20k4, 231; regressiveness, 245; refundable credits against
personal income tax liabilities, 269, 273; effect of changes on revenues,
294,

SAVING, seé also GROSS BUSINESS SAVING alid CAPITAL FORMATION; the rate of,
149-154, 178-180; the allocation of, 154-163, 180; corporate, ;65-165;

increasing the rate at full employment, 165-168,
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SCIENTIFIC RESEARCH, see RESEARCH AND DEVELOPMENT,

SECRETARIAT, within Privy Council Office, to co-ordinate federal research

programmes, 139,
SERVICES, effect of sales tax exemption on resources allocation, 132-13h4,
SOCIAL WELFARE, incidence of expenditures on, 25k.
STANDBY AUTHORITY, to operate stabilizing f‘iscal measures, 525.‘
STATISTICS, economic, need' for improvement, 83,

SUBSIDIES, use of, 1l; for designated areas, 135-136, 175; export, 204-206.

TARIFF POLICY, 187-188.
TAX APPEAL BOARD, prestige of, 15,

TAX INCENTIVES, effects on resource allocation, 132-13%5; for risky

ventures, 156-157; exports, 20L4-206.

TAX INCIDENCE, anelysis, 243-248; table of tax paymgnts by source, 2ik;

effective tax rates by tax source and family income, 247,
TAX STRUCTURE COMMITTEE, 105.

TECHNICAL CHANGE, defined, 129; determinants, 129-142; structural, effect
of industrial and regional mix, 129-137; effect of research and develop-
ment, 137-141; effect of improved quality of productive factors, 141-142;

growth determinants, conclusions, 1Th=1T6.
TEMPORARY REFUNDABIE TAX ON CASH I-"IDW, use to stabilize investment, 61.

TRANSFER PAYMENRTS, use to maintain and improve economic position of aged,

handicapped and indigent, 32-33; periodic review recommended, 46;
INDEX
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as economic stabilizer, 53-115; use in eliminating revenue drag, 89;
effect on allocation of resources, 239; review of present system,
262-266, 270; methods of financing, 263-266; to provinces, effect on

revenue drag, 289-290, 301.

UNEMPIOYMENT, effect on economic growth, 9, 35, 37-39, 173; relationship
to general price level, 25-34, W5-4T, 275-2TT; target rates and recom-
mendations, 29-32, 49, 53; use of stsbilization policies in specific
regions, 66-67; effect on past revenues, 70-81; effect of balanced
budgets, 86; recommendations, 106-109; effect on emigration, 12h;
export of, 193; regional structure, 279; implications of target rate,

289; as basis for exercising standby authority, 325.
UNEMPLOYMENT INSURANCE, as economic stebilizer, S5k-55, 58, 112,
UNITED KINGDOM, use of commissions, 14=15.

UNITED STATES, usé of commissions, lli; unemployment studies, 30; response
of production to changes in sales, 62, %09; effect of tax rates on
GNP, 63; "Okun's law", 115; as destination for Canadian emigrants, 12k4;
participation of females in labour. force, 126; effect of taxes on
labour effort, 128; effect of technical change on economic growth, 129;
regearch and development expenditures, 139; improvements in labour
quality through formal education, 142; corporate tax rates, 1kh-1bs,
202-20%; dividend behaviour, 146; functioning of capital market, 163-164;
investment tax credits, 167; pension fund growth, effect on personal
saving, 185; cyclical economic fluctuations, 192; interest rates, 193;

' balance of payments problem, 194; interest equalization tax, effect on

Canadian economy, 196-199; foreign investment guidelines, 197-199,222-227;

investments in Canada, 212-21k; tax treatment of foreign investment, 219;
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knowledge of company activities, 221; policy conflicts with Canada , e22;
ebility to exert economic pressure on Canada, 224-226; possible adoption

of tax system, 228-229,

USER CHARGES, as alternatives to taxes, 5-7, 18.

WAGES, see SAIARIES AND WAGES,

WHOLESALE PRICE INDEX, 49, 53, 83, 326,

WIDOW, estate tax effect, 12,

WIDOWER, estate tax effect, 12,

WIFE, see HUSBAND AND WIFE,

WITHHOLDING TAXES, tax rate changes, 215-216,

WORKING WIVES, tax incentives, 127.
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