
APPENDIX A

A COPY OF THE LETTER RECEIVED BY THE CANADIAN
INSTITUTE OF CHARTERED ACCOUNTANTS FROM ITS

COMMITTEE ON ACCOUNTING AND AUDITING RESEARCH 1/

June 27, 196 3

Mr. A.J. Little, F.C.A.,

Chairman ,
Special Taxation Committee ,

Canadian Institute of Chartered Accountants .

Dear Mr. Little :

In your letter of April 26, 1963, you asked for an expression of opinion

from the Committee on Accounting and Auditing Research that would assist

your Committee in its presentation to the Royal Commission on Taxation .

Your specific question was whether the Income Tax Act would be improved

if it were provided in Section It of the Act that, subject to the other

provisions of the Part, income from a business or property should be deter-

mined in accordance with generally accepted accounting principles, or

alternatively in accordance with generally accepted accounting practices .

We considered your request at some length at a meeting of the Research

Committee on May 6 and 7 and again at a Sub-committee meeting held on

June 20, and the following represents the views of the majority of the

members of the Committee.

Accounting is directed toward the fair measurement of income on a basis

that has some historical acceptance . It must, however, remain sufficiently

flexible to reflect changes in economic conditions and concepts without the

restrictions of legislative or judicial pronouncements and without the in-

herent pressure resulting from the natural desire to minimize taxes .

On the other hand, the ,Income Tax Act is directed towards the measure-

ment of income in such a way that it can be taxed. Legislated rules and

judicial interpretations are bound to play an important part in determining

this income. Such conditions, if linked by statutes with accounting

principles and practices, could detrimentally affect-their natural development .
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Further, we believe that if the taxing system is to work surely and simply,

the Act should be specific rather than based on a statement of general

principles .

In reaching this conclusion, the Committee was influenced by the follow-

ing facts :

(1) Over the history of accounting, substantial changes have occurred

in recognized accounting principles and practices . The process of

change is continuous and there is no reason to expect that it will

not continue in the future. On the contrary, there are at present

many challenges (for example, the problem of accounting for changes

in the value of money) that could well lead to substantial changes

in accounting principles over a period of years .

(2) Partly because of this process of change, and partly because of

differences in individual circumstances and opinions, there

exists at any one time some diversity in accounting practice .

The diversity exists not only at the level of theory or prin-

ciple, but also at the level of practical accounting methods

(for example, a wide choice exists as to the method of calcu-

lating the cost of inventories) .

(3) There are now, and probably will continue to be, in the income

tax statutes, specific departures from recognized accounting

practices to facilitate the administration of the Act, for the

purposes of equity and to provide special incentives .

In spite of the above-mentioned differences and uncertainties, it is

obvious that the principles governing the determination of income for

taxation and accounting should not be widely apart. Accounting principles

attempt to provide a fair determination of income; if the income tax is

to be a tax on income and not a tax on wealth or receipts or some other

base, the tax statute and, equally important, its interpretation by the

administration and the courts, must conform fairly closely to proper

accounting principles . Such conformity would have avoided certain past

inequities such as the total disallowance of many necessary busines s
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expenditures on the grounds that they provided a long-term benefit and

therefore were capital expenditures, but at the same time were not such

as qualified for capital cost allowance .

The question then is, what is the best way to obtain substantial con-

formity between accounting principles and the tax statute? The method under

consideration is to enact that for tax purposes, subject to the specific

departures set out in the Act and mentioned in point 3 above, income fro m

a business or property shall be determined in accordance with generally

accepted accounting principles or practices . If this were done, it has been

suggested that many detailed sections of .the Act could be discarded since

they exist simply to spell out what should or should not be included in

computing income. In addition, inequities, such as those mentioned in the

previous paragraph, would be largely avoided .

In spite of these potential benefits, it is the opinion of the majority

of the members of the Committee that the proposed change, by itself, would

be largely ineffective in improving the working of the Act and would probably

have some undesirable side consequences. Because of the diversity in

accounting principles and the even greater diversity in accounting practices,

and the changes that occur in both principles and practices over time, we

think that a considerable degree of uncertainty would result from a simple

provision of this nature . There would then follow a demand for the enact-

ment of specific sections to clarify the areas of uncertainty (unless they

were clarified by judicial decisions) .

An important disadvantage to this process lies in its potential in-

fluence in the development of accounting principles . Where differences in

accounting principles now exist, attempts can be made to resolve them on

their merits. If, however, income subject to tax were to be based more

directly on reported accounting income, the arguments in favour of th e

most conservative of the possible accounting treatments would be powerfully

reinforced. The total effect of these tendencies, together with judicia l

APP. A



584

pronouncements as to what are accounting principles or practices, might

well be prejudicial to the future development of accounting .

In short, it is the Committee's view that any advantage from this

possible change in the Income Tax Act would be more than offset by the

difficulties in its application and the potential dangers to the future

development of the accounting art. In our view, improvement in the Act

must come from a careful and detailed redrafting of the Act. Those re-

sponsible for redrafting the Act must keep in view the overriding objective s

of a fair and workable determination of taxable income . In this they should

be guided by the best accounting practices. However, in the opinion of the

Committee it would not be satisfactory merely to amend the Act to incorpo-

rate a reference either to generally accepted accounting principles or to

generally accepted accounting practices .

Yours very truly,

(Signed) J.R. Church, F.C.A.,
Chairman,
Committee on Accounting and
Auditing Research.

REFERENCE

~ This letter is referred to in Chapter II of the Submission by the

Canadian Institute of Chartered Accountants to the Commission.
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APPENDIX B

THE FOREIGN TAXATION OF TRUST INCOME

United Kingdom

Trustees are taxable as "the persons receiving or entitled to receive

the income from the trust corpus", and the standard rate of tax is payable .

Trustees are not generally liable for surtax and are not entitled to

personal allowances, these being claimed by the beneficiary . Trustees

are not taxable on foreign income if the beneficiary would not have been

taxed had he received the income directly . There is no gift tax in the United

Kingdom, so inter vivos settlements or gifts in trust are not taxed. Estates

held in trust will have borne estate tax .

Income which is distributable and income which is to be accumulated

are both subject to the standard rate of tax, which is usually paid by the

trustee, although it may be assessed directly to the beneficiary . When the

beneficiary receives income, the payment is treated as having already borne

the standard rate of tax and is grossed-up at the standard rate and included

in the beneficiary's income . Personal allowances and surtax are computed

on the grossed-up total income .

The treatment of income which is accumulated in the trust is more

complex than the treatment of income which is distributed currently .

Accumulated income which is vested, that is, which the beneficiary is en-

titled to claim as it arises, but which he either does not claim or cannot

claim because, being an infant, he cannot give a good receipt, is treated

as the beneficiary's income . If the beneficiary has only a contingent

interest in income, that is, if he is not entitled to the income when it

arises, but only at .some later date, the income is taxable on receipt by

the trustee at the standard rate of tax, but is not subject to surtax . The

income then becomes capital and the beneficiary, on becoming entitled to it,

receives it as such . There is, however, a special provision which enable s

a beneficiary whose interest was contingent on age or marriage to claim back
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his personal reliefs over the period of accumulation, but this does not mak e

it his income for surtax purposes over that period .

The treatment of income from an estate under administration is governed

by other rules which have much the same effect, namely, that a beneficiary

is treated as having an aliquot share in the income arising during the

administration on which he is taxable, but here he would have to pay surtax .

Distributions from limited interests, such as life interests, are grossed-up

for income tax on a provisional basis, but when the administration is

complete, the income received is allocated over the period and any appro-

priate adjustments are made .

An annuity received by a beneficiary is income, whether it is paid out

of income or capital of the trust . Other income interests are, in general,

treated on the "conduit" principle according to which the source of the

payment governs its treatment in the hands of the beneficiary .

The United Kingdom legislation has complex provisions to prevent tax

avoidance by the use of transfers of income or property, including transfers

in trust, which are technically also referred to as "dispositions" and

"settlements" . The general method is to treat the income transferred, or

the income from the transferred property, as the income of the transferor .

The results vary . Sometimes it is only surtax which the transferor must

pay, and sometimes it is the standard tax as well . In some cases, particu-

larly where the transferor does not personally benefit, the burden of the

increased tax is on the transferee . This method of preventing avoidance of

the progressive features of the rate structure by the "attribution of in-

come" is also to be found in the taxing statutes of Canada and the United

States .

United States

In the United States, the taxation of trusts, both inter vivos and

testamentary, is essentially the same as in Canada, that is, the trust i s
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taxed on its income in the same manner as an individual, but with provision

for the deduction of income which is distributable to beneficiaries . Such

income is taxable to the beneficiary, but treated under the conduit principle

as if received by the beneficiary directly . Thus, it has the same tax

character in his hands as it had when received by the trust . For example ,

if the trust receives tax-exempt interest which is distributable, it will

be regarded as tax-exempt interest as respects the beneficiary . In general,

the treatment of estates is the same. The trustee or executor file s

a fiduciary return and pays the tax due . The return provides for a schedule

of the beneficiaries and for the amounts payable to each .

An estate is entitled to a personal deduction of $600, but a trust is

entitled only to a limited personal exemption of $300 if all income is

distributable currently, or $100 otherwise . Estates and trusts are also

entitled to deductions for net operating losses and for depreciation and

depletion . Depreciation allowances are apportioned as provided in the

trust instrument, or, if there are no such provisions, on the basis of the

allocation of the trust income . Credits for partially tax-exempt interest

and foreign tax, and an unlimited deduction for payments to charity, are

.also allowed .

Under the concept of "distributable net income", a beneficiary will

not be taxed on more than he receives or is entitled to receive but may be

taxed on less . Any distribution in excess of distributable net income is

treated as a distribution of corpus, both in determining the amount taxable

to the beneficiary and the amount deductible by the trust . Generally,

"distributable net income" is equal to the taxable income of the trust,

but there are statutory adjustments . For example, to give a beneficiary

the advantage of tax-exempt income, thus preserving the conduit principle,

tax-exempt interest is added to distributable net income . Capital gains

are generally excluded from distributable net income except to the extent

that they may be distributable to the beneficiary in the year . For simpl e
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trusts, extraordinary dividends and taxable stock dividends are also ex-

cluded if allocated bona fide by the trustee to the trust corpus . Deducti-

ble expenses are deducted entirely from distributable net income, even

though under trust law a part of the expense, for example, the trustee's

fees for taking care of the principal, would be charged against the corpus .

A distinction is made between simple trusts, in which all the income

is currently distributable, and discretionary or complex trusts, in which

there may be distributions of accumulated income and of the corpus of the

trust as well . There are special statutory provisions to settle how much

of the aggregate distributable net income should be attributed to each

beneficiary where the distributions exceed distributable net income, and

the trustee has discretion in the distribution l/ .

The system is known as the "tier" system, and it determines the priority

on which aggregate distributable net income of the trust for the year is

allocated against the actual distributions made under the trust instrumen t

or trust law . The general principle is that distributable net income is

allocated, first, to amounts which are considered income by the law of the

trust, such as interest and dividends, and which are required to be dis-

tributed currently, whether distributed or not, and are thus taxed to the

beneficiaries as gross income (first tier) . If these first-tier amounts

are equal to or exceed the distributable net income for the year, then any

other distributions will not be added to the beneficiaries' gross income,

except where the throwback rule, discussed below, applies . If first-tier

amounts are less than the distributable net income as defined, then second-

tier amounts are required to be added to a beneficiary's gross income for

the year up to the beneficiary's share of the distributable net income

remaining after allocation to the first tier . Second-tier amounts are any

amounts in excess of first-tier amounts which are "paid, credited or re-

quired to be distributed" to the beneficiary, such as current income which

the trustee has discretion to distribute or accumulate, accumulated incom e
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and corpus other than specific bequests . Substantially separate and in-

dependent shares of different beneficiaries in the trust are treated as

separate trusts in determining distributable net income of the trust to

prevent unfair allocations of distributable net income, as where one bene-

ficiary receives distributions of part of the current income plus corpus,

and the balance of current income is accumulated for another beneficiary .

In addition, the Internal Revenue Code contains special provisions to

prevent tax minimization by the accumulation of income in a trust when the

tax rate of the trust is less than that of the beneficiaries, followed by

the distribution of it in a subsequent year free of tax . The provisions

apply only to complex trusts and not to estates under administration . In

essence, where a distribution is made from income accumulated within the

preceding five years, it is taxable to the beneficiary . But, if the beneficiary

chooses (as he usually will), the tax payable on the accumulation distribution

is determined as if the beneficiary had received it in the year it was received

by the trust . The beneficiary is given credit against his tax liabilit y

for taxes which have been paid by the trust on this accumulated income .

There are a number of exceptions to this "five-year throwback rule", for

example, income accumulated until the beneficiary reaches 21 .

The use of multiple trusts has given rise to an avoidance problem

which is still being tested by litigation . Proposals made to Congress in

1960 to solve the multiple trust problem along the lines of section 63(2)

of the Canadian Income Tax Act were not adopted .

The United States has also found it necessary to prevent tax avoidance

by the making of a gift to a trust in which the grantor retains some benefit

or advantage . There is now a set of rules in the Internal Revenue Code and

the Regulations which attributes the income of the trust to the grantor

where any of the following situations applies :

1 . The grantor retains an interest in the income of the trust .
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2 . The corpus of the trust may revert to the grantor within 10 years .

3 . The grantor retains, or vests in a non-adverse party, the power t o

control the beneficial enjoyment of the trust .

4 . The grantor retains certain self-serving administrative powers ove r

the trust .

5 . The grantor retains the power to revoke the trust .

6 . The trust income may be applied to pay premiums on insurance on the

life of the grantor .

7 . The trust income is actually used to discharge a legal obligation

of the grantor for support f .

REFERENCES

~ The provisions, which are contained in sections 661 and 663 of the

Internal Revenue Code, are quite complex and provide for the treatment

of a variety of items . The description in the text must be taken a s

a very general summary .

~ It should be noted that the discussion above deals only with income

tax consequences . The results for estate and gift taxes may be dif-

ferent . For an excellent discussion of these problems, see Federal

Estate and Gift Taxes : A Proposal for Integration and for Correlation

with the Income Tax, Washington : United States Government Printing

Office, 1947 .
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AFPEPIDIX C

BUSMESS TRUST S

The business trust, which we refer to in Chapter 21 as a unit holders'

trust, is a form of organization that lies somewhere between the partnership

and the corporation and has certain attributes of each . Legally it is a

trust, but the very flexibility of the trust form permits it to be adapted

to many situations and to imitate other types of organization . This form

of or(;anization was widely used in England up to the passage of the early

Companies Acts in the nineteenth century, and went under the name of a joint

stock company. After 1880, it was infrequently used in England until it

was revived in 1930 as the modern unit trust . Today the unit trust is

widely employed in many areas of British busiriess .

On this side of the Atlantic, the business trust found great favour in

the United States, and especially in Massachusetts, in the early part of

this century . It was used at first primarily to avoid the stigma attached

to corporations . Because of the widespread use made of it in Massachusetts

as a medium for developing real estate, it has been called the "Massachusetts"

trust. A good deal of jurisprudence exists in the United States on th e

legal incidents attaching to this form of organization .

In Canada this type of arrangement has been bypassed in favour of the

corporation . It is fair to say that, in general, it is unknown and untried

except for use in investment trusts, oil and gas development and real

estate, especially among small private groups . Recently the business trus t

has acquired some popularity as a method of avoiding the associated-corporation

provisions of the income Tax Act .

In the United States, on the contrary, the business trust has been

used to operate oil wells, gas stations, laundry businesses, mercantile

agencies, distributing companies, real estate development projects, motion

picture productions and a myriad of other businesses .

591



592

General Legal Incidents of Business Trust s

Unlike a corporation, a trust as such does not have a separate legal

personality. The general view of the nature of a trust is stated in the

following excerpt from a Massachusetts case :

"Speaking generally a trust is not a legal personality . With the
exception later to be dealt with ( a statute] , it cannot be sued. It
is represented by the trustee . He embodies it. He holds title . He
deals with the property in which trust rights exist .

"Contracts with regard to the rights and property affected by
trusts are the contracts of the trustee . He, in person, is liable
upon them. He is not acting as representative or agent of another .
He is acting for himself, but with fiduciary obligations to others ." ~

A business trust differs somewhat from an ordinary trust. It may be

said that the most basic, and indeed the essential, difference is that it

has for its main purpose the conduct and carrying on of business . It is in

this regard a very flexible kind of organization because it may be created

for any purpose for which a contract may be made .

A workable definition of a. business trust has been stated in thes e

terms :

"It is a combination of capital vested in trustees who issue
transferable certificates for shares and execute a declaration of
trust designed to provide for the shareholders all the immunities of
corporate shareholding." .?/

There is in this definition the same essential characteristics which are

found in any trust, namely, a settlor, a trustee, a beneficiary and trust

property .

It has been said that a business trust lies somewhere between a

partnership and a corporation and displays characteristics of each . But the

prevailing attitude now in United States and British law is that the business

trust is sui generis , and that it is to be dealt with in law as a separate

legal concept that is distinct from a partnership and a corporation .

A tabulation of differences between the business trust and the corpo-

ration will highlight some of the principal legal features of a business trust :
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Corporation Business Trust

1. Owes its existence to statute . Owes its existence to the law of
equity .

2 . Created by authority of the Created by agreement .

government by a charter, letters
patent, or memorandum of associa-
tion .

3 . Is a separate legal entity . Is not a legal entity .

4 . Corporation shareholders exist as A trust estate consists simply of
a body mutually bound by the property without human elements .

corporate rules and with powers to Equitable title to the estate is
collectively control the company. held by beneficiaries bearing no

contractual relation, one with
another. They may or may not have
power to direct the trustee .

5 . Shareholders have limited liabi- Limited liability of a trustee may

lity created by statute, only be obtained through prope r
notice to creditors .

6. Directors deal with corporate funds Trustees deal with trust estate as

and property as agents . fiduciaries subject to equitabl e

obligation to account .

7. Directors are not personally A trustee is personally liable for

liable for their acts on behalf of his acts as trustee except as he
the company, with certain excep- may be relieved of liability by

tions created by statute or the the trust instrument .

corporate charter or by-laws .

Some of the tests for distinguishing between partnerships and business

trusts which have been developed in the United States are stated below in

summary form :

1 . Sharing Profits . Mere sharing of profits is not a conclusive test of

partnership . The courts will look to the provision for distribution

of losses and other provisions of the trust instrument to determine

whether the parties intended to become partners .

2. Control Test. The control test refers to the manner in which the

business is to be conducted and the repository of the ultimate power

of control over the affairs and property of the trust . If, under the

trust agreement, the trustees have complete title to the property with

exclusive right to manage the business and affairs of the trust, fre e
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from the control of the beneficial owners, the organization is treated

as a business trust . If, on the other hand, the beneficial owners

exercise or have power to exercise control, the organization is treated

as a partnership .

The courts have said that they look to the trust instrument to determine

whether control exists . In other words, a de facto test is not applied. The

control must be found within the four corners of the trust instrument . It

is interesting to note some powers which have been retained without creating

a partnership. For example, it has been held that the power to amend or

terminate a trust, but only with the consent of the beneficiaries, does not

convert the organization to a partnership . It has also been said that where

trustees have complete freedom of judgment, the bare power of the beneficiaries

to remove them does not create a partnership. On the other hand, the power

to amend the trust, remove trustees, appoint other trustees, fill vacancies,

terminate the trust, hold regular meetings, and amend by-laws and regulations

have been held to be sufficient control by beneficiaries to create a partner-

ship .

The control test may be likened to the right of the beneficiary of a

personal trust to call for the termination of the trust, in which case the

trust property would be regarded as belonging to him in equity . This would

be the case when the beneficiary was of full legal competence and the

trustee had no powers of management or discretion. In these circumstances,

the court would, on application, terminate the trust and direct the property

to be transferred to the beneficiary .

The Use of Business Trust s

It may be asked why taxpayers would use a business trust when in-

corporation was available . There are a number of advantages which may be

derived from the use of business trusts. These advantages can be summarized

conveniently as follows :
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1. Minimal regulation by government and freedom from corporate taxation ,

Laws relating to security issues, the doctrine of ultra vires, complicated

and involved accounting procedures, annual reporting, and business regis-

tration frequently do not apply to a business trust .

2. Freedom of members from personal liability such as is imposed on

partners . In the United States, it has been held that this freedom

from liability depends primarily on the degree of control which the

beneficiaries may exercise over the trustees .

3. Continuity of existence in that the trust does not dissolve as does a

partnership upon the transfer of a share or upon the death, insanity, or

bankruptcy of a member .

4 . Lower costs of organization .

On the other hand, certain disadvantages attach to the business trus t

and may be summarized as follows :

1. Possible liability of the beneficiaries for the debts and torts of

the trust. As already noted, this liability may depend in large

measure on the degree of control which the beneficiaries exercise

over the trustees .

2. Uncertainty of the legal rights and liabilities created by a business

trust . In Canada, there is virtually no law dealing specifically

with this type of organization, so that many questions involving the

rights, duties, liabilities, or immunities of the trustees, the bene-

ficiaries and third parties are unanswered .

Why has. the business trust form of organization not found the same

favour in Canada as it has in other countries? Possibly this is because of

a preoccupation with the notion of "incorporation", the relative ease of

incorporation, and the lack of any specific impetus to the use of trusts such

as led to the development of the Massachusetts trust. Whatever the reasons
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may be, it is clear that in Canada the law is not well developed in this

area . There are, of course, general principles of trust law which have been

worked out and accepted for many years . The development of new concepts

related specifically to business trusts would probably require Canadian

courts to draw on English and United States experience .

It would appear probable that the business trust will not become a major

form of organization in Canada . Nevertheless, because of its flexibility of

form, if any suostantial tax advantage was available to business trusts ,

many enterprises now operated by partnerships and corporations could be

carried on by business trusts .

REFERENCES

1/ Larson v. Sylvester, (1933), 185 N .E . 44, pp. 45-46 . See also Smith

v. Anderson, (1880), 15 Ch. D . 247 .

2/ S.R. Wrightington, "Voluntary Associations in Massachusetts", (1911-12 )

21 Yale Law Journal 311 .
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APPENDIX D

A MAJOR WEAKNESS OF THE PRESENT SYSTEM
OF TAXING CORPORATIONS-"SURPLUS-STRIPPING"

Under the present method of taxing corporate source income in Canada,

with certain exceptions, no personal tax is levied on such income until it

is distributed, or deemed to be distributed, to resident individual share-

holders or to non-residents . However, the undistributed corporate income

carries with it a potential liability to personal tax at such time as it

may be distributed. In widely held corporations it is relatively easy for

shareholders to realize a tax-free benefit of at least some proportion of

the undistributed income by the simple expedient of selling shares . The

sale of shares also transfers to the purchaser the potential liability to

personal tax associated with the undistributed income, but the significance

of this liability is usually discounted because the tax can be deferred .

The prices at which shares of widely held corporations sell in the

open market are determined by the interaction of many factors and of many

buyers and sellers . The value of the underlying assets representing the

undistributed income and the potential tax liability associated with that

undistributed income are only two of the factors, and they, in many in-

stances, will be outweighed by other factors as determinants of price .

The potential tax liability associated with the undistributed income will

vary as between buyers and sellers . At the extremes, one of the parties to

the transaction might have a marginal tax rate of 80 per cent, or 60 per

cent after allowing for the dividend tax credit, whereas the other might

not be subject to tax on receipt of a dividend . In normal situations it

must be assumed that the market price does not reflect the relative tax posi-

tions of individual purchasers and sellers but rather some composite effect .

It is apparent, however, that where a distribution of corporate income was

to be made, a shareholder who was subject to a very low rate of tax, o r

one who was not subject to any tax on receipt of Canadian dividend income ,

would retain more of the dividend after tax than a shareholder who was

subject to high rates of tax . If, prior to the distribution of any substantia l
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amount of corporate income, the latter shareholder sold his shares at a

price which reflected most of the undistributed corporate income, he would

benefit to the extent of most of the personal income tax he might otherwise

have paid l/ . If the purchaser was not subject to tax on re ceipt of Canadian

dividend income, he would also benefit to the extent that the amount of the

distribution was not fully reflected in the purchase price . Such complete

mutuality of interest between purchaser and seller, combined with a sub-

stantial distribution of corporate income, is rare in the case of widely

held corporations but, where it does arise, 2/ both purchaser and seller

gain by the type of sale previously described, and the potential tax lia-

bility on distribution substantially or completely disappears . It is easy

to imagine that the shareholders of a closely held corporation, heavy with

undistributed income and facing liquidation, would have every incentive to

seek a purchaser who could re ceive the corporation's liquidating distri-

bution free of tax . A sale could then be arranged at a mutually profitable

price, the share d profit being realized from the reduction in the tax lia-

bility that would have arisen had the distribution been made to the selling

shareholders .

Where a substantial corporate distribution is known to be imminent

and a shareholder has no good reason to retain his interest in the company,

it is normal that he should wish to sell his shares to another party whose

tax circumstances are such that a mutual benefit can result . Where this is

done for the purpose of reducing the tax liability, the action taken may be

regarded as tax avoidance .

It was inevitable that some shareholders would seek to achieve the

same tax saving while retaining control of the corporation, or retaining

control of the business carried on by the corporation . In effect, they

sought to arrange a tax-free distribution from a continuing business which,

if made in the normal manner, would have been a taxable dividend . To this

end, various schemes were contrived or arrangements entered into in such a
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way that the shareholders would receive in non-taxable form what were i n

effect distributions of income 3/ .

These tax avoidance practices became known as "surplus-stripping" .

This term is not capable of p re cise definition, and the dividing line be-

tween surplus-stripping and sophisticated tax planning is a very narrow one .

In January 1963, the Minister of National Revenue stated :

"There is no specific definition of the term 'surplus strips' .
It is frequently used to refer to any procedures that have been
followed for the purpose of transferring surpluses from corpo-
rations to their shareholders with a minimum of tax payment ." ~

Obviously,this very general description could be interpreted to include

procedures which were provided for in the Income Tax Act and which would

not be considered surplus-stripping by either the taxpayer or the Department

of National Revenue, for example, the use of an election under section 105 .

In the bulk of surplus-stripping schemes, sales or redemptions of share s

are made in such a way that some part of the non-taxable proceeds is, in

essence, a disguised dividend . The definitional difficulty is in dis-

tinguishing a normal sale from a sale which is part of a contrived scheme,

particularly as the schemes assume a multiplicity of forms depending on

circumstances peculiar to the corporation and its shareholders . It is not

necessary to describe the many methods by which undistributed income could

be extracted with minimal or no tax cost, for they have been the subject of

many articles and speeches over the past few years .

Tax avoidance of this nature is not peculiar to the Canadian tax system

but is common to all tax systems that do not tax capital gains, or tax them

at low rates, and that impose a tax on corporate distributions which is

payable at the time of distribution . The succeeding sections of this

appendix review the history of•the Canadian anti-avoidance legislation, and

the anti-avoidance legislation adopted by some other countries faced with

the same problem .
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CANADIAN LEGISLATION TO PREVENT SURPLUS-STRIPPING

I

Because Canadian income tax legislation was completely redrafted with

effect from January 1, 1949, it is convenient to review surplus-stripping

legislation prior to that date separately from that in effect subsequently .

Pre-1949 Legislation

By 1924, the intention that corporate income should be subject to per-

sonal tax on ultimate distribution had been clearly established . The ex-

emption from income tax of intercorporate dividends which was introduced

in 1926 would, in the absence of preventive legislation, have provided an

easy means whereby the corporate assets representing its undistributed

income could have been made available to the shareholders tax free . In its

simplest form, this result could have been achieved by selling all the

shares of the corporation with undistributed income to a second corporation

owned by the same shareholders for a price that included the value of the

underlying assets representing the undistributed income . Cash, or other

liquid assets, could have been transferred from the first to the second

corporation as a tax-exempt intercorporate dividend and then paid to the

original shareholders in partial satisfaction of the liability to them in

respect of the purchase price of the shares in the original corporation .

To prevent this, the 1926 legislation provided that shareholders selling

shares in those circumstances would be taxable on the intercorporate divi-

dend as if it had been received by them. In the same year, further anti-

avoidance legislation relating to corporate distributions was enacted to

prevent the distribution of capital without first distributing, or at least

paying tax on, undistributed income, and to deem that certain transactions

should result in dividends to the extent of the corporation's undistributed

income . Such transactions included certain advances or loans to share-

holders, the payment of a premium on redemption of shares and the declara-

tion of stock dividends .
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By 1936, it was found necessary to strengthen still further that part

of the 1926 legislation that was designed to prevent tax avoidance by the

sale of shares and the utilization of tax-free intercoroorate dividends,

but this also proved to be inadequate . The struggle to prevent the tax-free

extraction of undistributed income in the pre-1949 period culminated in the

enactment in 1938 of section 32A of the Income War Tax Act . Section 52A

vested in the Treasury Board the power to direct the tax consequences of

transactions in those cases where it was felt that the main purpose of the

transaction was the reduction or avoidance of taxes . As finally amended ,

it contained one subsection couched in such general terms as to apply to any

tax-motivated transaction and this provision, in somewhat modified form,

continues in the present Act as section 1 58 . The powers conferred by it

were never exercised after 1949 and it came to be regarded by sophisticate d

taxpayers and their advisers as something of a "paper tiger" . Two of the

subsections of section 32A that were added in 1943 and were more specifically

directed at surplus-stripping were not carried forward into the new Act .

One of those subsections was aimed at a specific set of circumstances but

the other, couched in broad terms, was directed at payments or benefits

received directly or indirectly from a corporation having undistributed

income on hand. Although section 32A gave sweeping powers to the Treasury

Board it also contained a provision to the effect that, on appeal from an

assessment made pursuant to these powers, the Exchequer Court of Canada had

Jurisdiction to determine whether the main purpose of the transactions was

tax avoidance .

Post-1946 Legislation

The introduction of the Income Tax Act in 1948 resulted in major changes

in tax legislation, including the elimination of most ministerial discretion .

Those subsections of section 32A directed specifically at surplus-stripping

and certain other sections dealing with that subject were withdrawn and

subsequently replaced by the new concept of "designated surplus" . In general
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terms, the new legislation provided that where one corporation acquired

control of another at a time when the acquired corporation had undistributed

income on hand, such undistributed income would become "designated surplus",

and that dividends paid out of this surplus would not be exempt from tax in

the hands of the controlling corporation . The prohibitive tax that would

ordinarily result from applying normal corporation tax rates to such a

dividend indicates that the legislation was intended to prevent avoidance

rather than raise revenue .

As taxpayers sought and found means to circumvent these provisions,

the periodic introduction of amendments directed at specific schemes was

resumed. In 1955, legislation was introduced to deal with the situation

where the dividend paid from designated surplus was received by a non-

resident corporation, by exempt persons or by traders or dealers in secu=

rities ~/. Because, in most cases, those recipients of a dividend paid

from designated surplus would pay little or no tax thereon, the legislation

imposed a special tax on the paying corporation . The rate of tax is nomi-

nally 20 per cent in the case of a dividend paid by a corporation controlled

by a dealer in securities and 15 per cent in the case of the other described

persons, but because the tax payable reduces the paying corporation's undis-

tributed income, the effective rates of tax on the amount of designated surplus

can be reduced to 16 .66 per cent and 13 .05 per cent respectively. The

enactment in 1958 of a provision to deal with statutory amalgamations ~

opened another major break in the already vulnerable wall of legislation

constructed to prevent surplus-stripping . In 1959, further legislation was

enacted to buttress the designated surplus concept where a statutory amal-

gamation has taken place V . In general terms, it imposed a flat rate of

tax, in this case 20 per cent, on the amount of undistributed income o f

the predecessor corporations which was not represented by net assets of the

new corporation formed as a consequence of the amalgamation . This legis-

lation was amended in 1960, but has continued to be relatively ineffective,

mainly because of deficiencies in the provisions .
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In addition to those more obvious weaknesses, the definition of

designated surplus was in itself susceptible of circutt*vention . Without

entering into a detailed technical discussion, it can be said that two of

the vulnerable points concerned the definition of control and the definition

of the amount of undistributed income that was to be "designated" . Given

the existing flexibility of corporate and intercorporate organization and

reorganization, it appeared possible to avoid the intent of the legislation

by intelligent planning, or, failing that, by subsequent reorganization of

capital structures or intercorporate relationships . The efficacy of this

legislation may be judged from the fact that the practice of surplus-

stripping became widespread .

The legislative response to this obvious avoidance of the intent of

the statute came in 1963 with the introduction of section 138A . The major

portion of this section is addressed to the problem of surplus-stripping

and, in general terms, it provides that where an amount has been re ceived

by a taxpayer as consideration for the sale or other disposition of shares,

or in consequence of a corporation having redeemed, acquired, reduced, or

converted its capital stock, or as exempt income, the Minister can di rect

that all or part of the amount be included in the taxpayer's income if, in

his opinion, it was re ceived as part of a surplus-stripping scheme . As a

safeguard, the section allows the taxpayer to take an appeal against the

direction to the Tax Appeal Board or the Exchequer Court . The tribunal

may confirm or vary the direction, or, if it determines that none of the

purposes of the transaction or series of transactions was to strip surplus,

it may vacate the dire ction .

There is a striking similarity in the history of the legislation to

prevent surplus-stripping in the two periods . In each case, attempts were

made originally to enact legislation that detailed the then known methods

of surplus-stripping and detailed the tax consequences of using the parti-

cular method. In each case, the attempts failed and the subsequent amendment s
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to extend or strengthen the legislation were equally unsuccessful, until,

ultimately, resort was had to discretionary legislation . In the pre-1949

period the discretionary power was vested in the Treasury Board, whereas

in the subsequent period it was vested in the Minister of National Revenue .

In each case the taxpayer was given protection in that the courts were given

jurisdiction to review the exercise of the discretionary power .

The Effects of Canadian Legislation
to Prevent Surplus-Stripping

Section 138A(1) . The enactment of section 138A(l), granting certain dis-

cretionary power to the Minister of National Revenue to deal with this

particular form of tax avoidance, has undoubtedly inhibited the practice

to a very substantial degree and may have halted it completely . Insuf-

ficient time has elapsed to establish whether taxoayer ingenuity will find

a means of surmounting this most recent and formidable barrier against th e

tax-free extraction of undistributed corporate income, but, if past history

is any guide, attempts will probably be made . The efficacy of this legis-

lation is primarily dependent .on whether the conditions precedent to the

exercise of ministerial discretion are sufficiently broadly drawn to cover

all possible surplus-stripping schemes . This we have reason to doubt, but

where an omission is discovered or anticipated, prompt legislative action

to bring it within the scope of the section should be adequate to restore

its potency . To a considerable extent, the efficacy of this legislation

will also depend on how assiduously the Minister makes use of this section

and on the breadth of interpretation given to its provisions by the courts

when taxpayer appeals are made from directions by the Minister .

Section 138A(1) reflects Parliament's decision that, at least as a

temporary measure pending a better solution, it will not attempt to specify

precisely all the transactions which are subject to tax in a very

broad area but instead will empower the Minister to do so . Basically, the

Minister is empowered to collect tax which he believes has been avoided
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through technicalities. Uncertainty must exist, therefore, until the

Minister decides and issues an assessment, which he can do until a day

four years after the date of issue of the original assessment for the year

in which the taxpayer received "an amount" considered taxable under this

section. Such decisions can be extremely difficult, because the Minister

ordinarily cannot see beyond the currently completed or proposed trans-

actions . In cases where the intentions of taxpayers as to future trans-

actions are obscure, the Minister quite naturally might be reluctant to

give an advance ruling, simply because he is unable to determine the real

purposes of the transactions .

Section 138A(l) stipulates that certain factual conditions must exist

before the Minister can use his discretion . A taxpayer must have received

"an a~ount", which has a wide meaning under the Act, as consideratio n

arising out of, or in consequence of, specified transactions . If an amount

of this kind has been received, the Minister can add all or part of the

amount to the taxpayer's income if he believes that one of the purposes of

the transaction or transactions was surplus-stripping . The section could

operate to tax persons who had no thought of carrying out a surplus-

stripping operation, 8 / and could apply to transactions not normally

visualized as surplus-stripping. Plainly, the scope of the section cannot

be determined with certainty from its wording and there is no provision in

the present law to require the Department to give an advance ruling 9/ .

However, officials of the Department have indicated that the section will

not be applied to transactions where all the undistributed income extracted

or capable of being extracted from the corporation is subjected to tax

under section 105 or under some other provision . It is also understood

that the Department will give non-binding opinions favourable to the tax-

payer in cases where there is a transaction at arm's length and the

Department is satisfied that the transaction is bona fide and that none of

its purposes is surplus-stripping . In most other cases the Department has

been unwilling to give a favourable ruling .
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Taxpayers and practitioners have expressed great concern over this

extension of ministerial discretion and the uncertainty that accompanie s

it . The legislation has had an inhibiting effect on many transactions which

have not generally been regarded as surplus-stripping . It must be considered,

for example, in every case in which a corporation purchases a substantial

interest in the shares of another corporation . In such a case, the vendor

of the shares may be subject to the risk of taxation by reason of some

action subsequently taken by the purchaser over which he has no control .

Thus, uncertainty as to the tax consequences of a transaction arises from

lack of knowledge of both what practices will be regarded as surplus-

stripping and what course of conduct another party may pursue .

Further uncertainty exists because, even if section 138A(l) is applied ,

the taxpayer has no assurance that some other section of the Act will not

be subsequently applied to tax the same undistributed income . This could

be the case when it is eventually distributed . That no attempt was made by

Parliament to integrate the provisions of section 138A(l) with the remainder

of the Act reflects the temporary stop-gap nature of the measure .

Although section 138A(i) was enacted as the ultimate weapon, the other

legislation directed at surplus-stripping is still in force and certain of

its effects will be considered in the ensuing paragraphs under separate

captions .

The Choice of Multiple Tax Rates on Withdrawal of Undistributed Income .

we have stated, as early as 1924 it was intended to tax corporate income

As

at personal rates on ultimate distribution . Certain provisions of section

105 have substantially diminished the progressiveness of the tax levied on

the distribution of corporate income . A consequence of certain of the anti-

avoidance provisions previously discussed is that they have provided means

of withdrawing corporate income on payment by the corporation of a variety

of flat rates of tax . To some shareholders, although not all, these rate s

are substantially less than would be paid if normal dividends were distribute d
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and are more attractive than even the effective rates obtainable through

the use of those provisions of section 105 dealing with post-1949 corporate

income . Table D-1 illustrates the comparative tax costs of extracting corpo-

rate income by certain specified methods 10/.

TABLE D-1

THE COMPARATIVE TAX COST OF WITHDRAWING CORPORATE :
INCOME NET OF NORMAL CORPORATION INCOME TAX

(all figures in percentages )

Shareholder's
Marginal Cash
Tax Rate Dividend

(1) __C21

0

20

40

6o

80

20

Tax Cost on Marginal Dollar a/

Section 105 b Section 105B Section 105C
Dealer Tax-
in Exempt
Securities Persons Amalgamations C/

(3) (4) (5) (6)

7.5 16.66 13.05 20

7.5 16.66 13.05 20

17.5 16.66 13.05 20

40 27.5 16.66 13.05 20

6o 37.5 16.66 13.05 20

a/ In addition to the tax cost, certain transaction costs would be in-
curred in the procedures contemplated under columns 3, 4, 5 and 6 .
However, where any substantial amount of undistributed income is con-
cerned, the only such costs which would be a material factor would
be the profit allowed to the dealer in securities or to the tax-e xempt
person in the cases of columns 4 and 5 respectively .

b/ One half of the distribution is taxed as a cash dividend and the other
half at 15 per cent.

c/ This tax would not ordinarily be applicable to the amount distributed,
but rather to the amount by which undistributed income ceased to be
represented by tangible net assets . See also the following section
for a description of an anomaly resulting from the provisions of
section 105C .

It is an interesting commentary on sections 105B and 105C, which presumably

were enacted to thwart tax avoidance, that their use is beneficial to cer-

tain taxpayers, and that the comparatively low flat-rate tax resulting from

their application has come to be used by certain taxpayers as an argument,
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based on both "equity" and acceptability to the government, in support of

proposals that dividend income should be excluded from the personal pro-

gressive tax rate structure and subjected to a modest flat rate of tax .

Designated Surplus . As we have seen, the designated surplus concept proved

to be an unsuccessful means of preventing surplus-stripping although it may

well have prevented certain taxpayers from engaging in the practice . Un-

fortunately, its provisions can also ensnare taxpayers who have no intention

of surplus-stripping and whose lack of such an intention is, in some cases,

apparent from the nature of the transaction . Where one corporation acquires

all or substantially all of the shares of another corporation, either widely

or closely held, by the issuance of its own common shares can it be said

that this is part of a surplus-stripping operation? It is true that if the

acquired corporation is closely held and the acquiring corporation is widely

held and its shares actively traded, the previous shareholders of the acquired

corporation now own a liquid asset and can in effect realize some portion of

the acquired corporation's undistributed income in the same manner as an y

other shareholder of a widely held corporation . But is this surplus-stripping?

The combined undistributed income remains intact, is represented b y

the same assets, and if distributed will be subject to taxation . It may

well be advantageous for the operations of the two corporations to be

merged, but the subsidiary cannot be liquidated into the parent without

substantial tax cost . As a consequence, many such subsidiary corporations

exist as shells only. Their operations and assets have been taken over,

by somewhat artificial mearis,by the parent, and the only reason for their

continued existence, until such time as the designated surplus is completely

eroded, 11 is to preserve the legal fiction that no distribution of the

designated surplus has been made to the parent corporation . In this and

other situations, the somewhat indirect approach IP/ of the designated

surplus concept has interfered with normal and very often desirable corpo-

rate reorgailization while at the same time failing in its principal pur-

pose .
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It has been suggested that the designated surplus concept puts non-

resident corporations in an advantageous position as compared with resident

corporations when competing for the acquisition of a Canadian corporation

which has a substantial surplus . In the event that the acquired corporation

was to continue its operation in its present form and not to make distri-

butions in excess of current earnings, the complaint would not be valid

because no immediate tax on the surplus would be incurred by either party .

However, in the event that the acquired corporation was to be wound up, the

tax cost could be 26.1 per cent of the surplus for the non-resident corpo-

ration, 13 and 50 per cent of the surplus for the resident corporation 14/ .

But it is not likely that the resident corporation would submit to the 50

per cent tax . Instead, one of the other methods of distribution for which

provision is made in the Act would probably be used so that the tax cost

would be less than that of the non-resident corporation .

Anomalies Resulting from Canadian Legislation
to Prevent Surplus-Stripping

Although a number of those sections of the Income Tax Act that are

directed at preventing the tax-free extraction of corporate income result

in anomalies, we believe that only two of the anomalies are sufficiently

significant to warrant mention in this appendix .

It has been stated earlier that the immunity from tax granted to

intercorporate dividends is withdrawn where the dividend is deemed to be

paid from designated surplus . A dividend is not deemed to.be paid from

designated surplus if the "control period earnings" 12/ are such that the

dividend could have been paid from them . The rules for computing control

period earnings make no provision for the deduction of provincial'income

taxes paid, charitable donations made or losses sustained after control

was acquired . As a result, the aggregate intercorporate dividends that

may flow tax-free can exceed the aggregate net after-tax earnings of the

controlled corporation subsequent to control having been acquired with a
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consequent erosion of designated surplus . As the share of the corporation

income tax going to the provinces has increased, the omission of any pro-

vision for deducting provincial income taxes from control period earninfrs

has become more significant .

The second anomaly concerns the computation of the base for the tax

imposed by section 105C on any amount of undistributed income deemed to be

distributed as a result of the amalgamation of corporations . The general

policy followed in the Act is that distributions to shareholders are deemed

to be made first from undistributed income, and only when that is exhausted

is it possible to make tax-free distributions from capital gains or by way

of return of capital . Under the provisions of section 105C it is possible

to distribute assets of the newly created amalgamated corporation without

incurring tax, thereby achieving the effective tax-free distribution of

capital gains and the repayment of capital prior to the distribution of

undistributed income .

FOREIGN LEGISLATION RELATING TO "SURPLUS-STRIPPING "

A review of the legislation of certain selected foreign countries whose

tax systems permit a similar suspension of income within the corporate form

indieates a variety of approaches to the problem .

France, Germany and The Netherlands impose special taxes on gains on

disposal of shares in cornorations in which the taxnayer owns a substantial

interest. Generally speaking, ownership of a substantial interest is con-

sidered to exist where the taxpayer and certain close relatives own an

aggregate of at least 25 per cent of the corporate share capital . This

type of legislation reflects the ability of shareholders owning substantial

interests in closely held corporations to influence distribution policies

to the shareholders' tax advantage . Other countries have approached this

particular aspect by enacting legislation that seeks to prevent "unreason-

able" accumulations of corporate income . In some countries this result i s
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sought by levying an almost confiscatory tax on the amount unreasonably

retained in order to force distribution, and in others the amount unreason-

ably retained is imouted to the shareholders . Depending on the country, the

reasonableness of the retention may be determined by formula, by the courts,

or at the discretion of the taxing authorities .

Although the legislation of most countries contains provisions to pre-

vent the tax-free extraction of undistributed corporate income by the more

obvious methods, our interest was centred on those parts of the legislation

that might prevent the more complex type of avoidance we have described as

surplus-stripping . Because it would not be fruitful to examine anti-avoidance

legislation in isolation from the legal and ~udicial system within which it

operates, we concentrated on those countries with legal traditions somewhat

similar to those in Canada .

The United Kingdom attemoted at various times to prevent surplus-

stripping by enacting legislation describing specific circumstances in which

what otherwise would be a capital gain would be treated as income . This

legislation had similarities with that in Canada, for it was directed at

sales to security dealers and exempt persons among others . As in Canada,

this detailed legislative approach proved to be unsuccessful . In 1960,

legislation was introduced aimed at securities transactions specifically,

but it was couched in reasonably general terms rather than spelled out i n

an attempt to cover all the specific situations in which it would apply .

This legislation gave discretionary power to the Revenue to nullify any

tax advantage obtained as a result of the transactions . It was apparently

with considerable reluctance that Parliament accepted the view that such a

provision was necessary to deal effectively with tax avoidance in this area .

A number of safeguards were enacted including granting the taxpayer the

right to obtain from the Revenue, within specified time limits, notification

as to their view of the taxability of either proposed or completed trans-

actions . Assessments made under this legislation were subject to appeal to

the Special Commissioners and to a special tribunal set up for this purpose .
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In Australia, the so-called "annihilating provision" 16 has been con-

tained in income tax legislation since 1915, but it was considered to have

few teeth until the Commissioner won a resounding success in the Newton

case 13/. After this case, a vigorous campaign utilizing this section was

launched by the taxing authorities against arrangements that we re considered

to be substantially motivated by the opportunity of tax avoidance, and a

number of lower court judgments favourable to the Crown resulted . However,

it may be some time before it is finally determined how effective section

260 is as a means to halt surplus-stripping . As was stated in the judgment

in the Newton case, if " . . .the transactions are capable of explanation by

reference to ordinary business or family dealing, without necessarily being

labelled as a means to avoid tax, then the arrangement does not come within

the section" .

In the United States,in contra-distinction to Canada and the United

Kingdom, the anti-avoidance legislation has been buttressed by a sympathetic

judicial response to the tax avoidance problem . A number of doctrines have

emerged to supplement the intention of the legislature . These take into

account such factors as the business purpose of a transaction, whether a

distribution is substantially equivalent to a dividend, continuity of a

proprietary interest, and compliance with the basic purposes rather than

merely the form of the statute . In the United States, capital gains are

taxable at special rates so that the amount of tax sought to be avoided is

the difference between tax at progressive rates and a lower tax on capital

gains, whereas in Canada it is the difference between tax at progressive

rates and no tax .

Germany and South Africa have general anti-avoidance provisions riot

specifically directed at surplus-stripping . In Sweden,the intercorporate

dividend exemption is denied to closely held corporations where the receiving

corporation has failed to pay dividends to a reasonable degree ; the denial

is at the discretion of the National Tax Board .
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CONCLUSIONS

Although it is not possible to determine the amounts of tax being

avoided by surplus-stripping practices in Canada, this is not the prime

consideration . Of considerable importance is the probability that the con-

tinued existence of widespread avoidance in this area will bring-the entire

tax system into such disrepute as to undermine the principles of self-,

assessment and voluntary compliance which form the .foundation on which it

operates .

Given the present flexibility of corporate organization and reorganiza-

tion; given a tax system which permits the retention, within the corporate

framework, of income potentially taxable on distribution ; given the appli-

cation of progressive personal tax rates to corporate distributions and the

absence of tax on capital gains ;. given the traditional Canadian judicial

approach to the interpretation of taxing statutes, it would probably be

impossible to devise effective anti-avoidance legislation by particularizing

in the statutes all types of transactions and their tax consequences . Such

legislation would require the powers of a clairvoyant to foresee, let alone

spell out, all possible combinations and permutations of circumstances and

transactions which should result in the payment of tax . This type of

approach, while reducing the extent of surplus-stripping, is likely to trap

the innocent, to interfere with economically desirable corporate reorganiza-

tions and to provide to the sophisticated a catalogue of pitfalls that

should be avoided .. The only justification for detailed particularization

and its associated complexity is that it provides some degree of certainty

and denies to the tax administrators the power to 'make arbitrary assessments .

It seems clear that the anti-avoidance legislation enacted between 1949

and 1963, when section 138A was introduced, departed from the principle of

personal progressive taxation of all income, and that it failed to pass the

test of success that might have justified such a deviation .
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Failing a basic change in the method of taxing income derived through

the corporate form, some form of anti-avoidance legislation similar to that

contained in the present section 133A(1) will be necessary, but it will have

to be supplemented by procedures to provide speedy advance rulings to tax-

payers contemplating transactions that might fall within its ambit . Such

rulings should be binding on the Revenue provided full disclosure of all

material facts was made by the taxpayer . It would also have to be supple-

mented by procedures to provide taxpayers with a speedy and final deter-

mination of tax liability where a transaction that might fall within the

terms of the section had been consummated .

The only real answer to the problem of surplus-stripping is a basic

change in the approach to the taxation of corporate source income . Only by

eliminating the anomalies and inconsistencies inherent in the present system

will it be possible to achieve freedom of action and flexibility in the

carrying out of corporate transactions and reorganizations while not leaving

room for widespread tax avoidance . The best way of accomplishing these ends

would be to adopt the proposal for integration as recommended in Chapter 19,

along with the taxation of capital gains at full rates as recommended in

Chapter 15 .
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REFERENCES

~ The gain made on a sale of shares is, generally speaking, a non-taxable

"capital" gain .

Occasionally, when the raison d'etre of a widely held corporation has

disappeared, it becomes public knowledge that it will be wound up and

the directors indicate the date and amount of the liquidation distri-

bution and how much of it represents undistributed corporate income .

Because such an investment then becomes relatively more attractive to

exempt organizations than to taxable shareholders, the market price

should adjust to the point where it is mutually advantageous for many

taxable shareholders to sell and for exempt organizations to buy .

3/ Because many of these schemes are unmanageable, and probably unneces-

sary, for widely held corporations, the practice is, as a general rule,

confined to closely held corporations .

4/ House of Commons Debates , January 28 ,

~ Income Tax Act, section 105B .

Income Tax Act , section 851 .

~ Income Tax Act , section 105C .

1963, p. 3150 .

~ This can happen because the vendors of the shares may have no control

over what the purchasers do with the corporation .

2/ The following statement by the Minister of National Revenue wa s

made on the matter :

"For the proper exercise of discretion it is necessary for
the minister to know all the circumstances surrounding the

transaction or series of transactions, and this can only be
known after the facts have been determined and each trans-
action has been completed . It will be recognized that the

minister cannot exercise his discretion in advance or even
find [sic] himself to exercise his discretion in a certain

way in advance of the event . On the other hand, the
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officials of the taxation division are prepared, within limits,
to discuss informally proposed transactions with taxpayer s
and their lawyers and accountants, but conclusions cannot be
reached which will be binding on either the minister or the
taxpayer . "

House of Commons Debates , November 8, 1963, p . 4556 .

10 Because the normal corporation tax payable on a dividend paid out of

"designated surnlus" is usually prohibitive, and because the provisions

of section 105A, which sets out the tax consequences of redeeming shares

at a premium, were infrequently used, neither of these methods has been

illustrated .

11 For expansion of this comment see the section immediately following .

12 The approach is indirect in that it levies a tax, at least potentially,

on the purchaser of the shares in an attempt to reach the seller and

presumed recipient of the benefit of the undistributed income .

13/ Based on tax under section 105B at 15 per cent, and ordinary non-

resident withholding tax of 15 per cent on the balance .

14 This assumes that all the dividend received would be taxed at th e

higher corporation tax rate of 50 per cent .

15/ In very general terms, the undistributed income accumulated since

control of the corporation was acquired .

16/ Section 260 of the Income Tax and Social Services Contribution Assess-

ment Act . This is a general anti-avoidance section not specificall y

directed at surplus-stripping .

17/ Newton and Others v . Commissioner of Taxation of the Commonwealth of

Australia [1958] A.C . .450 .
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APPENDIX E

INCIDENCE OF TAXATION ON INDIVIDUAL SHAREHOLDERS UNDER THE

PRESENT SYSTEM OF TAXING CORPORATE SOURCE INCOME

A common complaint about the present system of taxing corporate source

income is that it results in the double taxation of corporate distributions .

While the present dividend tax credit provides some relief, it is argued

that the relief is inadequate and has inequitable application among share-

holders .

Double taxation is nearly always criticized as being unjust and dis-

criminatory, with the implication that it is to the shareholder's disad-

vantage in all circumstances . If it is accepted that the income of a corpo-

ration is the income of its individual shareholders whether or not distri-

buted to them, then the portion distributed will form the base for two

levies of tax, one levy on the corporation by means of corporation income

tax and another levy on shareholders when they receive dividends . The

existence of these two levies appears to be responsible for the objections

concerning double taxation . However, an examination of the effects of these

taxes is necessary before it can be conceded that double taxation is quite

as opprobrious as is sometimes asserted . To determine the effects, calcu-

lations were made of double taxation under a variety of corporate and

shareholder circumstances on the assumptions that it is the same income

that is being taxed twice, 1 / and that shareholders bear all the corporation

income tax . The problem of the incidence of the corporation income tax is

discussed at length in the Report , but for this particular purpose it is

assumed that it is borne by the shareholders .

It is evident that the term "double taxation" is not at all precis e

in describing the actual tax situation . For example, it does not adequately

describe the extreme inequity that arises where corporate income is sub-

jected to a 50 per cent corporation income tax and the shareholder is a low

income individual not liable for tax . More precise and less emotional term s
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suggested by an authority in assessing this problem are "relative under-

taxation" and "relative overtaxation" ?/ . If the total of corporation

and personal income taxes levied on a given amount of distributed corporate

income exceeds the personal tax that would have been levied on an equivalent

amount of income received directly by the shareholder, relative overtaxation

is said to result, and where it is less, relative undertaxation results .

These terms will be used to better explain the results of double taxatio n

in various circumstances .

In the case of closely held corporations whose shareholders are actively

employed in the business (these corporations might be considered as incorpo-

rated proprietorships or partnerships), there need never be relative over-

taxation, and above a certain income level, there can always be relative

undertaxation by withdrawing the corporate income by the optimum mix of

salaries, dividends and elections under section 105 of the Income Tax Act .

This is illustrated in Table E-1 in the case of an incorporated proprietor-

ship . This table assumes full distribution and therefore no further liability

for tax exists. In the event that full distribution does not take place,

further saving in the amount of tax immediately payable can be achieved .

This saving is only a postponement of the tax, but postponement of payment

in itself has a value, particularly where the postponement is to the remote

future .

Shareholders of a closely held corporation who are not employed by the

corporation do not have the same flexibility in withdrawing corporate income

as do the employee-shareholders described in the preceding paragraph but,

where their tax circumstances are somewhat similar, advantage can be taken

of the election available under section 105. In these circumstances they

may withdraw the corporate income either as a dividend or as a combination

of dividend and section 105 election in the optimum amounts . It should also

be noted that, to some extent at least, the payment of directors' fees in

reasonable amounts can bring their situation closer to that of the share-

holder who is a full-time employee .
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Because the circumstances of individual shareholders of closely held

corporations may vary so greatly, it is not always possible to illustrate the

situation as simply as was done in Table E-l, where it is assumed that the

shareholder's main source of income was the corporation. Table E-2 shows

the incidence of combined corporation and personal income taxes in the case

of shareholders of a closely held corporation who are not employees. It is

assumed that the shareholders have other income and accordingly the personal

tax is calculated at the marginal rate indicated. It is also assumed that

the income is distributed by the best possible mix of dividends and elections

under section 105 . Table E-3 shows the incidence of corporation and personal

taxes in the case of a publicly traded corporation . It differs from Table E-2

in that it assumes that the 50 per cent corporate rate is applicable to all

of the income, and that all distributions (either all or one half of the

income after tax) are by way of cash dividends . The tables show for each

personal income bracket the degree of relative overtaxation or undertaxation

as compared with taxation of all the income at the personal rate .

It will be seen from Table E-2 that relative overtaxation is suffered

at the lower income end of the scale whether the corporation is subject to

tax at 21 per cent or 50 per cent, and that the degree of relative over-

taxation gradually diminishes as the shareholder's other income increases

until a point is reached when the high income shareholder is subject to

relative undertaxation. It is obvious that the degree of relative over-

taxation at the 50 per cent corporate rate will be much greater than at the

21 per cent corporate rate, and that the personal income level at which

relative overtaxation changes to relative undertaxation in the case of the

21 per cent rate will be much below that at which it occurs in the case of

the 50 per cent rate .

Table E-2 has been prepared on the basis that the entire corporate

income is distributed and that no further tax is exigible thereon . This is,

of course, an unrealistic assumption because full distribution is a rarity .

To the extent that distribution does not take place some tax is postponed ,
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and, if the shares can be sold at r. price which reflects all or part of

these retained earnings, this postponed tax liability will not have to be

met by the vendor . Although one of the characteristics of this type of

corporation is that there is not normally a ready market for the shares,

particularly where they represent a minority interest, nevertheless the

postponed tax liability is often avoided by surplus-stripping .

Table E-3 illustrates the extent of relative overtaxation or undertaxation

in respect of income from widely held corporations . The shareholder may

well be described as the portfolio-type investor . He has little or no in-

fluence in the affairs of the corporation, and the corporation's shares are

readily marketable either because they are listed on a recognized stock

exchange or are actively traded over the counter . Because the individual

shareholder has little influence in the affairs of the corporation and be-

cause of the diversity of tax circumstances of the many shareholders, it is

unlikely that the shareholder will be able to obtain the benefit of the

corporation's earnings except by way of dividend or, to the extent that

retained earnings are reflected in share prices, by sale of the shares .

Table E-3 shows that the greatest relative overtaxation takes place

where the shareholder has no taxable income and only one tax is levied .

The amount of relative overtaxation diminishes as the income rises. Where

all corporate after-tax income is distributed as a dividend, relative under-

taxation is never reached. Where only one half of corporate after-tax

income is distributed as a dividend, relative undertaxation results when

the individual is at or over the $90,000 personal income bracket, and it

becomes greater as the personal income bracket becomes higher .

The validity of the complaints about overtaxation must be judged,

therefore, from the various findings above . In summary, it can be said that

the so-called double taxation works to the advantage of some taxpayers and

to the disadvantage of others, depending on a number of circumstances .

Generally, the disadvantage falls most heavily on the low income shareholders

of large income corporations .
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~ This approach is in keeping with the comprehensive concept of income
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APPENDIX F

ALTERNATIVE METHODS OF TAXING CORPORATE SOURCE INCOME

The present Canadian method of taxing corporate source income is not

satisfactory . In this appendix a number of alternative methods of taxing

income derived through the corporate form are considered from the point of

view that the best solution would be one that resulted in corporate source

income bearing the same burden of tax as income derived through any other

method of doing business . Neutrality of tax treatment, however impossible

of complete attainment, should be the objective .

The broad concept of income adopted in the Report recognizes income as

being attributable to individuals only, and not to artificial entities or

organizations . The annual income (or loss) that an individual derived from

ownership of an interest in a corporation would be measured, ideally, as

the sum of the dividends and other distributions received during the year

and the annual change in market value of his shares in the corporation .

His total income (or loss) over time would be the sum of the dividends re-

ceived throughout his period of ownership and the difference between his

original cost and the amount ultimately realized on the final sale of his

share . The current income of a corporation would only be one of the deter-

minants, albeit an important one, of the income of a shareholder-individua l

under this broad concept l/ If the annual income of the shareholder-

individual was measured on this ideal basis, and if all shareholders wer e

resident in Canada, there would be no necessity to levy income tax either

on the corporation or at the corporate level .

To apply this concept completely, however, would require an annual

valuation of all shares . In the case of actively traded shares, this would

be relatively easy, but in the case of closely held family corporations no

active market exists and the valuation of shares of such corporations would

be a contentious, time-consuming process producing such approximate results

as to render annual measurement of income on this basis impractical .
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Once it is conceded that income from holding corporate shares cannot

be taxed on a complete annual accrual basis, it becomes necessary to pre-

vent the undue postponement of tax liability which would result if indi-

viduals were taxed on dividends received and therefore caused income to

accumulate in the hands of corporations .

The ensuing sections of this appendix will examine various methods by

which corporate source income can best be related to the various share-

holders in such a way as to prevent postponement of tax, and to ensure that

each shareholder's income derived from the ownership of corporate share s

is charged with its appropriate burden of taxation as far as possible .

From our review of the existing Canadian system of taxing corporate

source income, it is evident that if a deferment of distribution resulted

in a delay in the application of any material additional tax levy, corporate

profits would tend to be retained within the corporate vehicle whether they

were required for the particular business or not .

One method of preventing postponement of tax would be the application

of incentives or inducements to encourage distribution and, consequently, .

the integration of corporation and personal income and taxes . However, it is

apparent that whatever would induce actual distributions by a corporation,

whether it be a special tax on retained earnings or a lower rate of tax on

distributed earnings, would likely be regarded as a penalty on retention s

and would result in an undesirable tax bias toward distributions . For

these reasons, such a solution would be inferior to one that was not de-

pendent on actual distributions, that provided an incentive toward inte-

gration of the personal and corporation tax structures, and that was relativel y

neutral at the corporate level as between distribution and retention .

The Full Attribution or Partnership Method

Under this method, the corporate source income, whether or not distri-

buted, would be attributed annually to the various shareholders . Shareholder-
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individuals would include in income their attributed portion of the corpo-

rate source income, and would pay tax thereon at their appropriate persona l

progressive rates . Shareholder-corporations would also include in incom e

their attributed portions of such income so that they would in turn be further

attributed until ultimately attributed to individual shareholders . Dividends

would not be re levant in computing annual income . To this point the method

is somewhat similar to that currently accorded to the income of a partner-

ship or of a personal corporation . However, to conform to the comprehensive

tax base adopted in the Report, a final adjustment would be requi red on

ultimate realization, or deemed realization, of the corporate shares . To

determine this final adjustment, it would be necessary for each shareholder,

both corporate and individual, to maintain records showing the cost of

acquisition of the particular corporate share s, to which would be added the

amounts of corporate source income attributed, 2/ and from which would be

deducted the dividends received in re spect of those shares . The difference

between this adjusted cost and the proceeds or deemed proceeds of realiza-

tion would represent the amount of the final adjustment .

At first sight, this method appears to be an ideal solution . It would

result in corporate source income being taxed at the same rates as other

forms of income, there would be no difference in treatment between distri-

buted and undistributed income, a tax at the corporate level would be un-

necessary, and the deviations from the comprehensive tax base that were

occasioned by the annual use of corporate source income as a measure of the

increase in value of corporate shares would be adjusted on realization .

Such a method is feasible for certain corporations which have small

numbers of shareholders and simple capital structures and resemble incorpo-

rated partnerships, and for these corporations we have recommended an option

to be taxed as a partnership . However, it presents administrative and

compliance problems of alarming proportions when considered in relation to

corporations with complex capital structures and large numbers of shareholders .
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Apart from .the complexities arising in connection with non-resident share-

holders, such problems include the necessity of allocating the corporate

source income to myriads of shareholders . Some shares may be registered

in the names of nominees such as banks and brokers, and the same nominee

may hold shares for many different taxpayers . The conflicting interests of

different classes of shareholders could create either serious re-allocation

problems or inequities . Unless the corooration consistently made profits

sufficient to cover the contractual dividend entitlement of all classes of

shares other than the most junior, it might be necessary to pay dividends

to preferred shareholders out of funds taxed in the hands of common share-

holders . The alternative of re-allocatinff prior years' coraorate source

income on some equitable basis, particularly where shareholdings are sub-

ject to rapid turn-over, presents insuperable difficulties . Intercorporate

shareholdings introduce additional complexities in the determination of

corporate source income and could make timely allocation and information

to shareholders impossible 3/ . No useful purpose would be served by

cataloguing other problems associated with this method . But even if the

administrative problems could be solved, it may be questioned whether public

acceptance could be achieved for a method that could require a shareholder

in a widely held corporation to make a cash payment for tax on corporate

source income from which he had received no distribution .

It is not necessary to consider in any detail the additional problems

that would be associated with non-resident share ownership but these would

include problems of collection and of determining the rates of tax appro-

priate to particular non-residents .

Therefore, despite its theoretical attractions, it is apparent that the

full attribution or partnership method is not practicable .

No Tax at the Corporate Level

The only other general approach that does not involve the imposition of

a tax at the corporate level would require that dividends and gains or losse s
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on realization of shares be included in the income of shareholders . In com-

puting income, the individuals would include dividends received and realized

r;ains or losses and would pay tax thereon at progressive personal rates . No

tax would be exigible in respect of either dividends received or gains on

shares realized by corporations until they were distributed by way of divi-

dend to individuals, or until an individual realized on his shares in the

corporate shareholder.

Although such an approach would eliminate many of the difficulties

associated with the full attribution method, it would permit postponement

of the recognition of income for tax purposes at the option of the taxpayer .

Apart from the obvious inequity that the option would not be available to

all taxoayers, the effect on government revenues would be serious . On

average, corporate surpluses increased by approximately $1,250 million per

annum from 1952-61 . The additional incentive of bein,n, able to retain income

free of tax within the corporate structure would undoubtedly cause this

figure to increase, and theoretically all tax in respect of undistributed

corporate source income could be postponed during the lives of resident

shareholders . Of even greater concern would be the probability that unless

some method could be devised for collecting tax from non-resident share-

holders in respect of gains on realization of shares, the undistributed

corporate source income attributable to their period of ownership would

escape Canadian taxation entirely . For Canada, with such a large degre e

of non-resident ownership of corporations, the loss of revenue would be

considerable .

Consequences of a Tax at the Corporate Level

The above alternatives do not involve the imposition or collection of

a tax at the corporate level. With their rejection, the collection of some

form of tax at the corporate level becomes unavoidable . At a minimum, this

tax must prevent the tax-free accumulation of corporate income . Whether it
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is levied in respect of the undistributed portion of corporate source income

only or in respect of both distributed and undistributed corporate source

income, it is implicit in the concept of the comprehensive tax base that

the tax be imposed at the corporate level only as a means of reaching the

individual to whom the benefit of the corporate source income ultimately

accrues . Thus, the levy of a tax at the corporate level requires that, in

equity, this tax should also be related to the relevant shareholders and

that credit should be given for it to the extent possible .

Quite apart from the structural problems associated with relating

corporate source income to individuals and integrating a tax at the

corporate level with personal income tax, a corporation income tax raise s

the problem of the double taxation of corporate source income . As Appendix E

to this Volume demonstrates, the question is not simply one of double

taxation . Furthermore, the economy has adjusted to the presence o f

an unintegrated or, at best, partially integrated corporation tax . How-

ever, the integration of the corporation-tax with the personal tax rate

structure would be desirable because this action would eliminate the

distortions in the allocation of resources caused by an unintegrated

corporation tax .

This decision calls for an examination of various methods whereby ,

not only would corporate source income be attributed to the various share-

holders, but the tax levied at the corporate level would also be integrated

with personal income taxes . The various alternatives are outlined below .

Deductibility of Dividends

Although a tax levy at the corporate level is essential in respect of

undistributed corporate source income, it may be questioned whether it is

necessary in respect of distributions from a current year's income . If

dividends paid were made deductible in computing the tax to be levied a t
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the corporate level and recipients of the dividends were required to include

those amounts in income, taxation at personal progressive rates would be

achieved for the distributed portion of the corporate source income and the

problems of integration in respect of that portion would be solved .

In principle, a strong case can be made for this proposal . It would

tax currently distributed corporate source income in the same manner as

other types of income, and, by placing loan interest and dividend payments

on a similar footing would apparently remove or at least reduce any bias

that may exist in favour of financing corporate expansion by debt rather

than equities .

However, the proposal has a number of disadvantages quite apart from

the revenue implications that arise from the high degree of non-resident

ownership of Canadian corporations . The use of a year as the period for

measurement of income would produce imperfect results if losses were to be

carried back and forward over a reasonable period. The same rationale

would require that a similar type of provision should be made for carrying

back or carrying forward dividends paid in excess of corporate source in-

come to those years where this income exceeded dividends paid . This would

create certain administrative difficulties and could re sult in the wrong

shareholder receiving benefits, but the difficulties should not in them-

selves prove insuperable . The proposal could have more serious consequences,

however, because it could easily come to be regarded as a form of penalty

tax on retained earnings, particularly if on a subsequent distribution the

tax on retained earnings was not fully integrated with the personal income

tax g . Such a belief would result in pressure for increased distributions .

The proposal would also be open to criticism on the ground that it would

bear more heavily on expanding corporations whose financial needs were greater

than those of more mature corporations, although - this latter ob jection could

be partially overcome if stock dividends were treated as distributions fo r

tax purposes -5/ .

However, the most convincing argument against acceptance of this proposa l
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ree of non-resident ownershipas suitable for Canada results from the high de p

of Canadian corporations . Deductibility of dividends would, in the absence

of other compensating legislation, result in the collection of only a with-

holding tax in respect of dividends distributed to non-residents . Any

attempt to increase non-resident withholding taxes to recoup the loss of tax

revenue associated with non-resident ownership of corporate shares would have

widespread repercussions . That this could be so, even though the increased

non-resident withholding tax did not exceed the total of the present corpo-

ration tax plus the non-resident withholding tax in respect of distributed

corporate income, is evidenced by the following statement :

"In several recent negotiations the United States has been

presented with the need to consider the relationship of the
standard treaty withholding provision on dividend income to a
variety of domestic tax policies of the other treaty countries .

These tax policies have caused the other contracting parties to
seek a treaty withholding rate on dividends going to the United

States which would be higher than the United States rate on
dividends going to the foreign country . For example, in Germany

the tax policy involved is that of a split rate corporation tax
under which distributed profits are taxed at a substantially
lower rate than undistributed profits . Such an internal policy
is said to require a higher withholding rate on dividends paid
by a German subsidiary to its foreign parent than is customary
under standard treaties and the OECD Draft-which is 5% in cer-

tain parent-subsidiary cases and 15% on other dividends . In
other situations, as in Belgium, the problem may arise from an
opposite approach to the internal double taxation of dividends,

under which the domestic shareholder receives a tax credit for
a part of the corporate tax, and from the internal development
of that policy. In other cases, as in Canada, the problem may

arise from a desire to differentiate between domestic sub-
sidiaries with a high degree of foreign ownership and those with

greater domestic participation .

"Whatever the cause of the issue, the United States has found
itself in the position of being asked to agree to a treaty pro-
vision under which our withholding rate on dividends to a parti-
cular country would be less than the rate levied by that country
on dividends moving to the United States . We have in these
cases-in order to protect our investors from an increased level

of foreign taxation'and to protect the United States from revenue
loss under the foreign tax credit-taken the firm position that
international withholding rates should be reciprocal and henc e

we cannot agree to an upward adjustment by other countries to
accommodate to their internal tax policies . In the simplest case,

for example, the fact that a foreign country may have a corporate

tax rate of 30% compared to the U.S . 48% rate does not warrant a

non-reciprocal set of withholding rates under which the rate of
the foreign country would be higher than ours . Moreover, we do

not prefer a solution which makes the rates reciprocal through a n
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increase in our rate as well, since that course is both contrary
to the OECD Draft and to the policy behind that Draft of relieving

double taxation and granting more freedom to international capital
movements ." ~/

As an indication of the revenue loss that might be sustained in the non-

resident sector if dividends were made deductible and a compensating increase

in non-resident withholding tax was not imposed, dividends paid to non-

residents in the years 1959-63 averaged in excess of $540 million 7/ . On

a reasonable assumption that these dividends were paid out of profits that

had first been subjected to corporation tax at an average rate of 40 per

cent, they represent befo re -tax corporate income of some $900 million on

which $360 million of corporation tax was paid. Given that the p resent

retention policies of Canadian corporations are adequate, it is likely that

if dividends were made deductible, dividend payments would be inc reased to

at least $900 million with a consequent loss of some $300 million in annual

tax revenue V. Where the domestic tax situation of non-resident share-

holders was such that tax advantages could be obtained from increased

dividend payments by Canadian corporations, it is likely that dividend

payments by fore ign-controlled Canadian corporations would increase, resulting

in a higher revenue loss . Such funds, withdrawn by way of dividend, as were

required for adequate financing of the Canadian subsidiary corporation could

be returned to Canada by way of loan or new equity capital but, in general,

there would be a tendency for these increased dividends to remain abroad .

It is impossible to estimate what the effect of this would be on Canada's

balance-of-payments position .

Therefore, despite its apparent attractions, the deductibility of

dividends in computing coroorate income is a method that would be quite

unsuitable for Canada.

This conclusion makes an income tax at the corporate level inevitable .

The remainder of this appendix reviews methods whereby this tax at the

corporate level in respect of distributed corporate earnings may be integrate d
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with the personal tax rate structure by means of various forms of dividends-

received credit .

Forms of Dividends-Received Credit

Gross-Up and Credit at the Prevailing CorDorate Rate for the Year on All

Distributions Whether Out of Taxed or Untaxed Income . Essentially this

method calls for a flat rate of tax on income at the coroorate level, which

tax would be deemed to have been paid on account of shareholders, but no

attempt would be made to relate either the income or the tax to shareholders

until distribution took place . When a distribution took place or was deemed

to take alace, as in the case of a stock dividend, it would be assumed to

have been paid from income that had borne tax at the prevailing corporate

rate, whether or not it had done so, and the resident taxable shareholder

would be required to include in income the gross equivalent of the actual

distribution received. He would also be ~:iven credit for the tax assumed

to have been paid on his behalf 9/ . On final computation of the shareholder' s

personal tax liability for the year in question an appropriate adjustment

would be made . Where the tax assumed to have been paid on the shareholder's

account proved to be above his personal rate, a refund would be made ; if it

proved to be below his personal rate the shareholder would make up th e

deficiency 10J . Although this method is not identical with the system

recently discontinued in the United Kingdom, 11 there is sufficient simi-

larity that their experience and the criticisms levelled at their system

are useful .

Given ideal conditions, this proposal would almost completely

integrate the corporation and personal income tax rate structure s

and would result in the distributed portion of corporate source income

bearing tax at appropriate personal progressive rates . However, such

ideal conditions could only be attained where the corporate rate of tax

did not fluctuate significantly and under which all sources of corporate

surplus were subject to taxation at the full corporate rate . Even under
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ideal conditions, personal progressive rates would only apply to distributed

corporate source income, particularly if the corporate rate was lower than

the top personal rate . The progressive rates applied would not necessarily

be those of the shareholders who owned the shares when the income was earned,

although the full taxation of share gains and losses would remove most of

the possibilities of tax avoidance .

Examined in the light of current conditions and practices and the

accepted use of taxation as an economic tool, this method would be attractive

only if accompanied by a number of other specific provisions to preven t

its misuse and overcome its defects . The principal requirement would be

that any corporate income which was not taxed at the full rate when earned

be subject to an additional tax at the time it was distributed . This is

the approach recommended in .the Report, in conjunction with the inclusion

in the computation of income of capital gains and losses . It is dealt

with at length in Chapter 19 and Appendix H to this Volume .

The introduction of a system of gross-up and credit irrespective of

the effective rate of corporation tax borne by the income from which the

dividend was paid could produce some anomalies . In the absence of restric-

ting legislation, credits would be given and refunds made in respect of

dividends derived from foreign source income that had borne little or no

Canadian tax and that might indeed have borne no tax, Canadian or foreign .

It would be possible to enact legislation to deny refunds except to the

1 butextent that Canadian tax had been paid on foreign source income, 12

this would introduce further complexity . Controversy could arise where ,

as a result of incentive legislation, no tax had been paid at the corporate

level but credits were given and refunds made in respect of dividends paid

out of that untaxed income . This very situation was the cause of public

criticism in the United Kingdom where there was no limitation on th e

credit for dividends paid out of foreign source income .
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The remission of corporation tax on income can sometimes be justified

as an economic incentive to influence business activity in a desired

direction, but whether the remission of tax should be extended to the

shareholders when the income is distributed depends on the purpose of the

incentive and whether that purpose can be achieved only by retention of

funds within the corporate structure . A gross-up and credit at the pre-

vailing corporate rate where no tax had been paid assumes the nature o f

a subsidy to shareholders, a result that might well be the intention of

some incentives .

The Dividend Tax Credit . Under the method now prescribed in the Income Tax

Act of giving credit for corporation income tax, the shareholder includes

in his income the actual dividend received and deducts from his liability

for income tax a flat percentage of the dividends received from a taxable

Canadian corporation . There is no provision for refund where the amount

of the dividend tax credit exceeds the income tax otherwise payable .

Ignoring the actual rates in effect in Canada 1-31 and assuming a

single flat rate of corporation tax of 50 per cent which is regarded as

having been paid on behalf of its shareholders, the effect of a 50 per cent

dividend tax credit is illustrated in Table F-1 for taxpayers with varying

marginal rates of tax .

It will be observed that progressiveness in relation to the personal

rate structure is greatly reduced and the integration effect is only

partial .

As a means of integrating corporation and personal income taxes, the

Canadian method of dividend tax credit, despite the attractions of its

simplicity, is inferior to the "gross-up and credit at the prevailing rate"

referred to above . It is also subject to many of the criticisms to which

that method is subject in the absence of specific provisions to prevent

its misuse .
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TABLE F-1

ILLUSTRATION OF THE EFFECT OF A DIVIDEND TAX CREDIT

Individual Marginal Rate
10 20 30 4o 50

per cent per cent per cent per cent per cen t

Actual dividend received
(assumed to derive from

$100 of corporate source
income less 50 per cent

tax) 0.00 122.t._09 0.00 0 .00 0 .00

Personal tax thereon
at the marginal rate 5.00 10.00 15 .00 20.00 25 .00

Add : Tax levied at
the corporate

level 50.00 50 .00 50 .00 50-00 50 .00

55• 00 6o.oo 65.00 70.00 75 .00

Deduct : Dividend
tax credit af
of 50 per cent
of dividend
received

Net tax payabl e

Note :

25 .00 25 .00 25 .00 25 .00 25 .00

$30 .00 .00 0.00 .00 0.00

f For our purposes, it has been assumed that refunds are permissible to

the extent that the dividend tax credit exceeds the tax otherwise pay-
able in respect of the dividend . To prohibit refunds would result in

no tax at the personal level and a flat 50 per cent at the corporate
level, thereby eliminating all progressiveness .

Partial Exclusion of Dividends Received From Shareholder's Income . This

method gives a measure of tax relief to the individual shareholder by ex-

cluding from his income either a percentage of the dividends received from

Canadian corporations or, alternatively, all dividends received from

Canadian corporations up to a maximum amount . It is evident, even on a

cursory examination, that this proposal is inferior to a dividend tax

credit .
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I/ This total income would represent, among other things, changes in the

market assessment of the goodwill of the corporation and, possibly, an

adjustment for the difference between the undepreciated capital cost

of fixed assets and their estimated value .

2/ "Corporate losses" attributed would be deducted .

~i Circular intercorporate shareholdings would require the use of mathe-

matical formulae .

Y Because this problem is also common to alternatives to be discusse d

later, it will not be developed further at this point .

V Under the present Income Tax Act stock dividends are so treated onl y

to the extent of undistributed income on hand .

~ S . S . Surrey, "The United States Tax System and International Tax

Relationships", Canadian Tax Journal , Vol . X2I, 1964, p. 460 at p. 463 .

Mr. Surrey is Assistant Sec retary of the United States Treasury .

Y/ Derived from Table I, National Accounts, Income and Expenditure 1963 ,

Dominion Bureau of Statistics, Ottawa : Queen's Printer, 1964 .

~ A loss of $360 million in corporation tax minus a gain of approximately

$54 million in non-resident withholding tax .

~ Given that the average rate of corporation tax is presently about 45

per cent, the recipient of a dividend of $55 would be required to

include $100 in income and would take credit for $45 deemed to have

been paid by the corporation on his account .

10 Where the shareholder was another tax-paying Canadian corporation, no

additional tax would be exigible but refunds might result . This could

occur where either the receiving corporation sustained a trading los s
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or where it had tax-exempt status and no legislation existed denyin g

refunds of tax in such circumstances .

11 The reference here is to the standard rate of income tax and does not

take into consideration the corporation profits tax . This latter tax

was an unintegrated corporation tax . See Appendix G to this Volume .

12/ In the United Kingdom refunds were limited in this manner .

~ The existence of a dual rate of corporation tax limits the percentage

of credit for dividends included in income to the lower of the two

rates thereby severely limiting its potential as a means of integration .
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APPENDIX G

THE FOREIGN TAXATION OF CORPORATE PROFITS

The taxation of corporate profits by various economically advanced

countries reveals no consistency of treatment, either of corporations or

their shareholders . In some instances, the provisions of the law find

their roots in history and have not kept pace with changes in the theoretical

conception of the corporation or in other provisions of the tax law . In

other cases, the rules for the taxation of corporations are instruments of

economic policy and are moulded to advance that policy so that they take

their character from the national setting in which they are to function .

In this appendix an examination is made of the provisions for the

treatment of corporate profits of the United Kingdom, France, West Germany

and the United States . This is a somewhat arbitrary selection, but it is

representative of different schools of thought . The laws of the United

Kingdom and France are of current interest because of major changes in their

methods of taxing corporate source income that have recently been enacted .

United Kingdom

Tax Treatment of Corporate Profits and Dividends Prior to 1965 . Prior to

the fundamental reforms in the tax treatment of corporate profits enacted

in the Finance Act, 1965, the essential features of the British system of

taxing corporations and their shareholders may be stated as follows .

Corporations were subject to a profits tax which was imposed at a rate

of 18 per cent on profits in excess of £2,000 and up to £12,000, and at the

rate of 15 per cent on profits in excess of £12,000 . The taxable profits

included investment income, except for "franked investment income", that

is, dividends received directly or indirectly out of corporate profits

which were themselves subject to profits tax . The effect was that dividends

received from resident corporations were not ordinarily subject to profit s

tax .
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In 1947, as a result of the financial and economic conditions then

prevailing, provision was made for the imposition of profits tax at differ-

ential rates ; distributed profits attracted tax at a rate significantly

higher than the rate applicable to undistributed profits . The United Kingdom

Royal Commission on the Taxation of Profits and Income was highly critica l

of this innovation on the grounds that it caused inequity to certain share-

holders, complexity in the legislation, and largely failed to accomplis h

the main economic purposes which it was intended to serve, namely, to restrain

inflation and encourage productive investment in the form of ploughed back

profits l/ . The Commission recommended that the differential rates be

brought to an end and that the tax be converted into a flat-rate tax o n

total profits . These recommendations were adopted in 1958 . f

Corporations were also chargeable to income tax at the standard rate,

that is, the flat rate which is fixed annually in the Finance Act, in the

same way as individuals, but without benefit of any of the personal reliefs

and allowances . They were not, however, liable to surtax, which is an

additional tax charged at graduated rates in respect of the income of

individuals in excess of a specified amount, except in the case of certain

closely controlled corporations which were utilized to accumulate incom e

so as to avoid surtax on their shareholders .

When a corporation paid a dividend to shareholders, it was entitled,

but not obliged, to deduct and retain a sum equivalent to tax at the

standard rate in force for the year in which the dividend was due . Whether

tax was withheld or not, the dividend was not chargeable with standard tax

in the hands of the shareholder, because it was derived from a fund that

ordinarily had borne income tax in the corporation's hands . However, for

personal allowance and surtax purposes, the shareholder's total income

included the "grossed-up" amount of the net sum received, that is, that

amount which, when reduced by the standard tax thereon, equalled the net

dividend paid . In this way, standard tax was paid on corporate profit s
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only once, by the corporation . Therefore, to the extent that the-profits

were distributed as dividends, the income tax paid on them by the corpo-

ration was treated as tax of the shareholder, so that if he was exempt or

entitled to some relief, he might recover the sum that he lost by way of

deduction ; and if he was liable to surtax, the gross dividend was assessable

in common with his income from other sources . Thus, it was only the income

tax on the undistributed profits which was really borne by the company .

There was no similar system for passing on a company's profits tax payments .

Where a corporation, by reason of capital allowances (including in-

vestment allowances), paid no tax on its profits, it was still allowed to

pay a net dividend and keep the tax . This gave the shareholder a credit for

tax which the corporation had .not paid . If the shareholder was an exempt

taxpayer, for example, a charity, .he was entitled to recover tax from the

Revenue which had never, in fact, been paid . The same position applied

where .a corporation had a loss carried forward so that it paid no tax but

was entitled under company law to distribute its subsequent profits by way

of dividend . A further feature of.the former law was that a corporation

which had made a capital profit that was tax free could distribute that

profit in a non-taxable form to the shareholders .

Reasons for the 1965 Reforms . In the opinion of the Chancellor of the

Exchequer, the system for taxing corporate profits described above was defi-

cient in the following respects : .~/

1 . It did not provide sufficient incentive to companies to plough bac k

profits for growth rather than distribute them as dividends .

2 . It was unnecessarily complicated because of the existence of two

taxes, income tax and profits tax, levied broadly on the same income,

but according to different rules .

3 . It was a patchwork system and did not stand up to-the strains that re-

sulted from the efforts of government•to use the tax system for

economic purposes .
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4 . It led to abuses and anomalies, such as recovery by companies or

individuals of large sums from the Revenue by way of repayment of

tax, although no corresponding sum had ever reached the Exchequer .

On a historical plane he pointed out that the method of taxing corpo-

rate profits had failed to keep pace with the fundamental changes in the

concepts underlying the system which the passage of time had wrought .

The British system dated back to the early nineteenth century when the

incorporated company was a rarity which tended to be looked upon as a very

large partnership, and income tar, was a flat-rate tax applying to the incomes

of companies and individuals alike . When a company paid a dividend this

could be regarded as a distribution to the shareholders of profits whic h

had already borne income tax in the hands of the company, so that no fresh

assessment need be levied . Since those days, however, the personal income

tax had become a graduated tax, differentiated according to the circumstances

of each taxpayer ; and company taxation had been altered by the introduction

of a profits tax, which was imposed on the whole profits of a company . It

differed from the income tax in that the company could not pass it on t o

the shareholder by deductions from the dividends it paid to him, and the

shareholder could not claim any credit for the profits tax in his personal

tax return .

According to the Chancellor, these changes made obsolete the idea that

companies and individuals should be treated for tax in the same way, and to

separate formally the tax on corporations and the tax on individuals wa s

to be regarded as carrying this process to its logical conclusion .

While the changes introduced into the old tax system as it gradually

developed were mainly inspired either by the wish to make it more equitable

or by the need for greater revenue, the new corporation tax was introduced

for essentially economic reasons . An increase in the tax burden on divi-

dends would encourage the growth of dynamic companies by providing an in-

centive to them to plough back profits for growth rather than to distribut e
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the profits as dividends . The changes would also remove anomalies and

make unnecessary some of the complicated anti-avoidance legislation of the

old system .

Tax Treatment of Corporate Profits After 1965 . The corporation tax system,

which came into full operation on April 6, 1966, separates the taxation of

companies from that of individuals . A company, that is, any body corporate

or unincorporated association excluding a partnership, is liable to the new

flat-rate corporation tax on its total profits at the rate of 40 per cent,

but is not, in general, liable to income tax . Companies are no longer

subject to profits tax . Income for corporation tax purposes is generally

computed in accordance with the existing income tax legislation and relevant

income tax rules . A company's gains are not charged separately to the

capital gains tax but are included in the total profits on which it pays

corporation tax .

Dividends Paid to Residents . Dividends and other distributions are now

defined much more widely than the term "dividends" as it was formerly

understood . Such dividends and distributions of a company resident in the

United Kingdom paid to resident individuals are subject to income tax,

which is withheld at the source under the new Schedule "F", and also in

certain circumstances, to surtax, with no credit for any part of the corpo-

ration tax paid by the distributing company . The latter must account

monthly to the Revenue for the tax deducted .

Dividends received by one company resident in the United Kingdom from

another company resident in the United Kingdom are referred to in the new

legislation as "franked investment income", and are not chargeable to

corporation tax in the hands of the recipient, but are subject to with-

holding of income tax at the source . The income tax so deducted from

franked investment income is available in the hands of the recipient company

for set-off against income tax which it is in turn required to account for

under Schedule "F" on its own distributions . The income tax on dividend s

App . G



646

received is also available for repayment if offset by trading losses of the

recipient but it is not otherwise repayable . When a company has an excess

of franked investment income for any year over the amount of its distri-

butions for that year, the excess may be carried forward and set against

future distributions .

If a company receives other income, such as bond interest, from which

income tax has been deducted, this tax is available as a set-off against

the tax deducted from the dividends it pays . If this set-off is not avail-

able, the company can obtain a credit for such income tax against its

corporation tax .

Dividends Paid to Non-Residents . Under the 1965 reforms, income tax at the

standard rate, currently 41 .25 per cent, is deductible from dividends paid

by a British company to a non-resident shareholder in the absence of any

other provision . Where this withholding rate is applicable, the total ta x

to which corporate profits paid as dividends to non-residents will be subject

is currently 64 .75 per cent (corporation tax of 40 per cent and standar d

tax of 41 .25 per cent) . However, the rate of withholding tax may be reduced

under a double taxation agreement or under a temporary provision in the

1966 Finance Bill to the effect that the United Kingdom will only charge a

withholding tax against a foreign resident to the same extent as the country

of that resident charges withholding tax against a United Kingdom resident .

France

Tax Treatment of Corporate Profits and Dividends Prior to 1965 . For France,

as for the United Kingdom, the year 1965 marked a milestone in the evolution

of its laws for the taxation of corporate profits V .

Until the fundamental revision of the French corporation tax structure

under Law No . 65-566 of July 12, 1965, corporate profits were doubly taxed .

That is to say, taxation was imposed on corporate income at a flat rate o f

50 per cent, regardless of whether the profits were distributed, and dividend s
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were taxed in full to shareholders with no credit for any part of the

corporation income tax . As a collection device, withholding tax on divi-

dends was imposed at the source at the rate of 24 per cent . In computing

taxable income, the shareholder "grossed-up" the net receipt for this with-

holding tax and reported dividend income at the "grossed-up" amount . . After

his tax liability for the year had been computed on income from all sources,

the shareholder could credit the tax withheld against his final liability .

If the sum withheld at source exceeded his final tax liability for th e

year, the excess was refunded .

Dividends received by a French resident from a foreign corporation

through a paying agency, such as a bank in France, were subject to French

withholding at the same rate of 24 per cent . So, too, dividends paid by

French corporations to foreign shareholders were taxed at the rate of 24

per cent at the French source, although this rate might be reduced under

taxation treaties with other countries .

Dividends received by a French corporation from a domestic or non-

resident corporation were partially exempt from corporation income tax, the

extent of the exemption varying according to the degree of ownership by the

recipient of the payor's stock : the greater the percentage of ownership,

the larger .the exemption .

Reasons for the 1965 Reforms . This system of double taxation of corporate

profits did not advance certain basic economic policies of the Fifth Republic .

A major government objective is to encourage growth by stimulating invest-

ment and savings in the private sector and restraining consumption . The

high tax on corporate distributions did not serve to make the ownership of

shares in French corporations attractive . As .M .. E. Laxan, Director General

of Taxation in the French Ministry of Finance pointed out, " . . .to transfer

to the shareholder a dividend of Frs . 100, a French company would have to

allocate Frs . 200 for distribution, while Frs . 130 .60 are sufficient for a

German corporation and Frs . 117 .60 for a Belgian corporation . This double
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taxation thus greatly burdened the yield of capital and went counter to the

efforts of businesses to increase their own funds in resorting to the capital

market ." V The relatively higher rates of French taxation gave rise to the

fear that French capital might migrate to more attractive tax climates in

neighbouring countries, and result in an artificial depreciation of French

security prices, which would facilitate take-overs of French industries by

foreign investors .

The corporation tax reforms of 1965 substantially lightened the tax

burden on dividend income and thereby adapted the corporation tax to the

requirements of the national economy and served also to harmonize the French

tax system with that of the surrounding industrialized countries, especially

Germany .

Tax Treatment of Corporate Profits After 1965 . The new system, which becomes

fully effective as of January 1, 1967, operates in the following way :

1 . At the corporation level, profits will continue to be taxed at a flat

rate of 50 per cent, with no differential rates for distributed or

undistributed profits, such as exist under the German income tax law

which is discussed below .

2 . The withholding tax at source on the distribution of dividends to

resident shareholders will be abolished .

3• A resident shareholder receiving a dividend will be entitled to a tax

credit against his income tax equal to half the cash dividend received .

In computing his taxable income, the shareholder will be required to

"gross-up" his dividend and to report as income both the dividend

proper and the tax credit relating thereto .

The difference in the treatment of dividends under the old system and

under the 1965 reforms, which use the tax-credit technique, may be demon-

strated in the following examples :
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"Before the 1965 reform, the shareholder's tax credit (24 per
cent) represented (omitting special situations) an amount

actually withheld from his dividend . If the corporation de-

clared a gross dividend of 100 F per share, for example, the
corporation withheld 24 F from the dividend as preliminary
tax and paid the 24 F to the tax administration . The share-

holder received only the balance, 76 F . In computing taxable

income, the shareholder 'grossed up' the net receipt and re-

ported dividend income of 100 F . After his tax liability for

the year had been computed, on income from all sources, the

shareholder received a credit (or refund) of the 24 F actually

withheld at the source .

"After the reform, the result will be this : if the corpora-

tion declares a dividend of 100 F a share, the shareholder will

receive 100 F a share . Nothing will be withheld at the source .

But the shareholder will nevertheless be entitled to a tax credit

(avoir fiscal) equal to half the dividend-in this case, 50 F .

Under the general principle that if A (in this case, the corpo-

ration) pays for the account of B (in this case, the share-
holder) a tax legally due from B, B has enjoyed taxable income,
this tax credit is considered taxable income to the shareholder .

The shareholder must therefore 'gross up' his dividend by the

amount of the credit, reporting as income (1) dividend proper,

100 F; (2) tax credit, 50 F; total, 150 F . Against his final

income tax liability, the shareholder will be entitled to a
credit (or, if he is an individual, a refund) for the 50 F-
even though nothing had been withheld at the source from his

dividend .

"Since the corporation.income tax continues to be levied a t

50 per cent, the result is that half the corporation income tax
imposed on the corporation earnings from which the dividend is
paid is treated as thou h that tax had been paid for the account

of the shareholder .' 6

The tax-credit system rests on the assumption that one half the corpo-

ration income tax paid by the corporation on the earnings used by it to pay

the dividend is paid for the shareholder's account, and that the shareholder

is entitled to claim this half by way of credit . If the shareholder is a

resident individual, and the credit exceeds his tax liability on income

from all sources, the excess will be refunded . The corporation is not

entitled to a refund of any unused credit, nor may it carry over any unused

credit to another year .

Supplemental Tax Payments . Where the amounts distributed originate from

income which has not been subject to income tax at the ordinary rate, such

as income derived from business carried on abroad, the basis for a share-

holder tax credit is wanting . However, on administrative grounds it wa s
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decided to grant shareholders the usual credit of 50 per cent of the dividend,

and to require the distributing corporation to make a supplementary tax pay-

ment in the same amount, that is, one half the dividend . This procedure

allows all dividends, without regard to their origin, to benefit from th e

tax credit and also avoids the complications attached to a system which

recognizes two types of dividends .

A corporation is also required to make the supplementary tax payment

in the amount of 50 per cent of the dividend if the dividend is paid out of

profits earned during fiscal years which ended before January 1, 1965, or

out of profits earned by the corporation during a fiscal year which closed

more than five years before the year of distribution . The rationale here

is to encourage the prompt distribution of earnings .

Dividends to Non-Residents . The benefit of the tax credit is reserved to

French residents . After January 1, 1967, there will be no withholding from

French dividends to French resident shareholders, but withholding of tax

from French dividends to non-resident shareholders will be increased from

24 per cent to 25 per cent . Therefore, the effective total tax on non-

residents is 62 .5 per cent . The purpose of this treatment of non-residents

is to encourage investment by Frenchmen in France, and it greatly favours

the resident as against the non-resident . The rate of withholding is, of

course, subject to tax treaties between France and the country of the

shareholder's residence .

Dividends from Foreign Corporations . The French withholding tax on a divi-

dend distributed by a foreign corporation to a resident of France and col-

lected when the dividend is cashed in France, is increased from 24 per cent

to 33 .33 per cent, although the taxpayer will be entitled to a tax credit

of 50 per cent of the net dividend receipt . For example, an individual

shareholder receives a foreign dividend of 1,200 F through a French bank .

The bank withholds 33 .33 per cent or 400 F . The shareholder receives a net

dividend of 800 F, but must gross-up the dividend to 1,200 F for the
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computation of his income tax . The credit to which he is entitled is one half

of 800 F (the net dividend) or 400 F . Thus, the increase to 33 .33 per cent

does not increase the tax ultimately due with respect to the dividend, but

simplifies the procedure for filing returns because this credit will i n

effect be equal to one half of the net dividends received, as in the case

of domestic dividends .

Germany Y/

Split-Rate Tax on Corporation Profits . Resident commercial corporations,

which may take a variety of forms of commercial law entities, such as the

stock corporation, the limited liability company, and the partnership

limited by shares, are taxed at the rate of 51 per cent on their undistri=

buted profits and at the rate of 15 per cent on the portion of their profits

paid out as dividends if the distribution is in the nature of a "qualifying

distribution", which is discussed below .

Reasons for the Split-Rate System . The introduction of a split rate of

corporation tax in the mid-1950's was prompted by certain domestic economic

objectives of the federal government . First, to encourage a more liberal

dividend policy on the part of domestic corporations so as to promote a wide

distribution of property ownership through the popularization of share owner-

ship, in addition to the encouragement of home building and regular savings .

Second, to reduce to a more normal level self-financing through the re-

tention and ploughing back of profits in the business V .

The split rate of corporation income tax has not led to an appreciable

reduction in the rate of profits retention in German industry, although it

has probably prevented it from growing . However, it has provided a reduction

of the burden of double taxation on corporate profits, providing relief at

the corporate level rather than at the shareholder level 2/ .

Qualifying Distributions . Not all types of corporate distributions are

eligible for taxation at the 15 per cent rate . It is in fact limited to a
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dividend in the nature of a "qualifying distribution", which is a distribution

of profits made by a resident corporation pursuant to a formal resolution

passed in conformity with the rules of the commercial law, and made for a

business year whose results are considered in the assessment of the yea r

for which the distribution is made . Hence, constructive dividends, that is,

benefits other than dividends which a corporation distributes to its members

by reason of their capacity as members, cannot be the subject of a qualifying

distribution because they are not paid pursuant to a formal dividen d

resolution . Excluded are such benefits as the payment of an excessive

salary to an officer who is also a shareholder ; a loan made by a company to

a shareholder free of interest or at a low rate of interest ; a loan by a

shareholder to a company at a high rate of interest ; a sale between a company

and a shareholder at an unusual price or on unusual conditions ; and the

cancellation of a valid claim against a shareholder by a corporation . The

split rate effectively penalizes such constructive dividends by subjecting

them to the full rate of 51 per cent . The limited application of the lower

tax rate reflects the intention of the government to restrict the relief

from double taxation to those distributions which, like dividend payments,

stimulate the development of the capital market .

Once the income realized by the corporation in its last preceding

business year has been computed, the tax rate to be applied depends on the

amount of the qualifying distribution, which is determined by the annual

meeting of shareholders who are obliged by law to decide on the disposition

of profits of the preceding business year . This disposition can be made,

in general, in one of three ways . The general meeting can decide to dis-

tribute the profits to the shareholders, to carry them forward to the next

following business year as unappropriated surplus, or to assign the profits

to a reserve . Only dispositions of the first-named type benefit from the

reduced tax rate applying to distributed profits . Profits assigned to

surplus or to a reserve are taxed at the full corporation income tax rate .
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It is important to note that a distribution from the profits of a given

business year can be a qualifying distribution for that year only, with the

result that when retained earnings which have borne income tax in earlier

years at full corporate rates are distributed, a re-assessment in respec t

of those years with the object of claiming the reduced rates for the earnings

J . Hence, ifthen retained but subsequently distributed is not possible 10

a corporation wishes to take maximum advantage of the reduced rate, it must

distribute currently all of its profits for a business year .

Dividends Paid to Resident Shareholders . Two different situations apply in

the case of dividends paid to resident shareholders .

1 . In general, resident individual and corporate shareholders are subject

to withholding of income tax at source in respect of dividends paid

by German corporations . The taxpayer can claim a credit or refund of

the withholding tax when the tax assessed for the year of distribution

is less than the'amount of the tax withheld . The rate of the with-

holding tax is 25 per cent of the gross amount of the distribution if

the tax is borne by the recipient, or 33 .33 per cent of the amount

actually paid out if the tax is borne by the distributing entity . If

a dividend is paid in property, the withholding tax is computed on

the price which the recipient would have to pay for similar property

at his domicile under normal conditions .

Withholding of income tax at the source is required not only for

dividends and other formal distributions of profits, but also for pay-

ments or other benefits which a corporation makes available to its

shareholders in addition to, or in lieu of, dividends . The principal

example of such distributions is constructive dividends, some of which

are described above . The tax rate of 33 .33 per cent always applies to

these distributions, because the tax is borne by the distributing

entity .
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2 . Dividends received by a resident corporation from another resident

corporation are excluded from the taxable income of the recipient if

the recipient (the holding company) owns 25 per cent or more of the

issued share capital of the distributing entity (the affiliated company) .

The exemption applies only to the extent that the recipient corporation

in turn distributes the dividend received to its own shareholders .

Otherwise, the recipient corporation becomes liable for the payment o f

a "supplementary tax", the rate of which is equal to the difference

between the corporation income tax rate on undistributed profits and

the tax rate on distributed profits, that is, 51 per cent minus 15 per

cent, or 36 per cent .

The purpose of the supplementary tax is to prevent affiliated companies

from shifting profits from one member of the group to another without

ever paying tax on the profits at the full corporate rate and without

making a distribution to individuals . Otherwise, an affiliated corpo-

ration would have a real tax advantage over other corporations because

it could distribute its profits to the holding company and pay tax at

only 15 per cent, and the holding company could reinvest the amount

distributed in the affiliated company without further taxation, whereas

other corporations would have paid tax at 51 per cent on profits

retained in the business .

Dividends Paid to Non-Residents . Dividends paid to non-residents on shares

of a corporation having its domicile, seat, or place of management in

Germany, are subject to withholding tax at source . The tax liability of

the non-resident is finally settled with payment of the withholding tax,

the rates of which are 25 per cent of the gross amount of the distribution

if the tax is borne by the non-resident, or 33 .33 per cent of the amount

actually paid out if the tax is borne by the distributing corporation .

Dividends Received from Foreign Corporations . Individuals and corporation s

resident in Germany are taxed on a world-wide basis . Hence, dividend s
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received from foreign corporations are included in income in the same manner

as domestic dividends . Where the recipient is a corporation, the corporation

income tax rates on undistributed profits or those on distributed profits

apply, depending on whether the dividend is retained by the recipient or

redistributed to its own shareholders .

United States 11J

The Corporation as a Taxable Entity . Corporations are, in general, treated

as separate taxable entities under the federal income tax . Thus, a corpo-

ration is required to determine its annual taxable income on the basis of

the activities which it carried on during the taxable year, and to pay a tax

on such income, quite independently and apart from the activities and tax

obligations of its shareholders . The shareholders are likewise independent

of the corporation for income tax purposes because the corporate earnings

are taxed only to the corporation and are not included in the income of a

shareholder until distributed as dividends or in some other form .

The Internal Revenue Code contains a special rate structure which is

applicable to corporations only . At the present time, corporations are

taxed at the rate of 22 per cent ori the first $25,000 of income and a t

48 per cent on the balance . The taxable income of a corporation is computed

in much the same manner as that of an individual .

Dividends Paid to Residents . A dividend for tax purposes is any distribution

made by a corporation to its shareholders out of its earnings and profits .

However, a distribution in complete or partial liquidation of the corpo-

ration is treated as a sale of the stock and any gain is taxed at the reduced

capital gains rates . Under certain circumstances which involve a continuity

of business interests in new corporate forms, a shareholder may exchange his

shares for stock in a continuing enterprise without recognition of taxable

gain or loss 12/ .

A dividend represents gross income to the shareholder and is subjec t

to tax at the regularly applicable rates . Because a corporation cannot
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deduct from its gross income the amount of the dividends distributed to its

shareholders during the taxable year, any distributed earnings are necessarily

taxed twice : at the corporate level when included in the corporation's

taxable income, and again at the shareholder level when received as a dividend .

This two-level taxing arrangement has been a fixed characteristic of the

federal revenue system for many years, but has been subject to recurring

criticism on the ground that it unfairly discriminates against persons doing

business in corporate form . The quantum of corporation income tax that is

passed on in the form of higher prices is open to debate by economists . In

the case of an individual shareholder, a degree of relief is provided by the

exclusion of the first $100 of dividends received from domestic corporations .

Until 1964, the exclusion was $50 . Individual shareholders were also en-

titled to a 4 per cent dividend tax credit which was reduced to 2 per cen t

for 1964 and eliminated entirely for 1965 and subsequent taxation years .

This credit was eliminated on the grounds that it gave undue relief from

double taxation to high bracket shareholders as compared to low bracket

shareholders and that rate reductions were a more equitable solution to the

problem .

In the case of a corporate shareholder, a deduction is allowed for 85

per cent of all dividends received from domestic corporations . Affiliated

groups defined as parents and at least 80 per cent owned subsidiaries, may

achieve a 100 per cent intercorporate dividend deduction by a special election

or by filing a consolidated return . Without some elimination, successive

taxation of the dividend as it passed from corporation to corporation in a

chain of corporations would result in repeated taxation of the same incom e

and would leave very little for the ultimate individual shareholder .

Dividends Paid to Non-Residents . Dividends paid to non-resident aliens not

engaged in trade or business within the United States at any time during the

taxable year and the amount of whose fixed or determinable annual or periodic

income from United States sources, plus taxable excess capital gains fro m
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i

United States sources, is $21,200 or less are subject to withholding tax at

a flat rate of 30 per cent . If their income is in excess of this amount,

they are taxed under the regular rates of the individual income tax, that

is, the progressive rates of the individual income tax ; and the special

reduced rate on capital gains is applicable, rather than the 30 per cent

flat rate . In many cases, however, the withholding rate has been reduced

by treaty . Changes in these provisions were under consideration at the time

of writing as part of a programme to encourage non-resident investment in

the United States .
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APPENDIX H

ACCOUNTING AND REPORTING PROCEDURES FOR THE
INTEGRATION OF CORPORATION AND PERSONAL INCOME TAXE S

Since the proposal contained in the Report for the integration of

corporation and personal income taxes is a major departure from the present

tax system, it is essential to set forth in some detail a description of

procedures which could be followed in its operation . While this appendix

will repeat some material already contained in Chapter 19, it should help to

explain the more technical aspects of the proposal .

However, it should be emphasized that this appendix does not attempt to

illustrate how all the potential problems in the proposal would be met .

Instead, it gives a number of examples of situations that might be thought

to pose major difficulties, but in fact can be fairly readily resolved within

the general framework of the integration proposal . Many technical difficulties

were raised when the integration proposal was examined by the Commission and

its research staff . In all cases it was possible to develop procedures to

resolve what at first had appeared to be serious problems . This does not

mean that all the possible problem areas have been dealt with, but it does

mean that in all those examined the difficulties were resolved . This

appendix then is a brief review of some of these situations and how they

might be dealt with .

BASIC ELEMENTS OF THE PROPOSAL

The basic objective of the integration of corporation and personal

income taxes is to enable the income of Canadian residents derived through

corporations to be taxed at personal rates . Integration is achieved by

regarding the income of a corporation as income of its shareholders and the

income tax paid by the corporation as having been paid on behalf of its share-

holders, so that upon a distribution or deemed distribution to a shareholder

the corporation income tax is assumed to have been paid on his behalf an d

the amount of the distribution (or deemed distribution) plus such corporation

tax represents the income to be taxed at his personal rate . If a Canadia n
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shareholder sells his shares before the income, accrued during his period

of ownership, is distributed or deemed to be distributed, it is assumed that

in his selling price he will attempt to recover (among other things) the

amount of income so accrued before corporation tax . With the full taxation

of share gains, the amount he recovers will be taxed at his personal rate .

As will be illustrated later in this appendix, the purchaser should be able

to pay such a price because he will be entitled to the credit for the corpo-

ration tax when the distribution takes place .

Regular Types of Distribution or Allocation
Which Would Carry a Tax Credi t

As is indicated in Chapter 19, there would be four procedures by which

credit for corporation tax could be passed to shareholders, three of which,

dividends in cash or in kind, stock dividends and other capitalizations of

surplus, would follow the regular corporate procedures . The fourth would

be an allocation of undistributed income for tax purposes without a legal

capitalization . Except where otherwise specifically stated, the first three

procedures will be included in any subsequent use of the word "distribution",

and the fourth will be referred to as an "allocation" .

The shareholder would not report as income the amount of the distri-

bution or allocation, which would be calculated on the after-tax income of

the corporation, but rather the amount of the distribution or allocation

plus the amount of the credit,for the corporation tax 1 / . In practice, this

grossing-up of the distribution or allocation would be calculated by the

issuing corporation, and the shareholder would merely be informed of the

income to be reported, the tax which could be claimed as a credit, and the

net amount of the distribution or allocation 2/. The shareholder would then

be taxed on the grossed-up amount at his personal rate and would receive

credit for the corporation income tax paid . If the credit exceeded his

personal tax, he would receive a refund of the excess . The procedure could

therefore be compared with the treatment of employment income at the presen t
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time, which requires the-inclusion in income of the amount of taxes alread y

paid on behalf of the employee .

Cash Dividends . If $50 was paid out to a shareholder as a cash dividend

and the rate of tax credit was 50 per cent, the grossed-up amount of the

dividend to be included in income would be 100 x $50, or $100, and the

100-50
shareholder would report it as follows :

Shareholder's .Tax Bracket

10% 30% 50%

Shareholder's income 100 100 100

Shareholder's tax liability (10) (30) (50)

Corporation tax credit 50 50 50

Net tax refund to shareholder $ 40 20 -

When the net tax refund was added to the cash dividend actually received,

the total proceeds to the shareholder would equal the grossed-up income less

the shareholder's tax rate applied thereto :

Shareholder's Tax Bracket

10 30% 50%

Net tax refund, as above $40 $20

Actual cash dividend received 50 50

Total received by shareholder 90 70

50

50

The foregoing examples would also be applicable where a corporation

paid a dividend in kind rather than in cash .

Capitalization of Earnings . Where a corporation paid a dividend in its own

shares rather than in cash, the procedure would be similar to that for a cash

dividend in that the amount of the stock dividend would be grossed-up to

include the corporation tax credit, and the shareholder would report the

grossed-up amount as income and claim the credit for the corporation tax .

However, to reflect the capitalization of earnings by the corporation, the

shares issued as a stock dividend would have a cost basis equal to the amount
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of the stock dividend . When these shares were later sold, the portion of

the price representing the capitalized earnings would then not bear further

tax . If the shareholder did not recover the amount of the capitalized

earnings upon subsequent sale, there would be a deductible loss on the shares .

The same procedures would be followed where earnings were capitalized

by some corporate action without a stock dividend . For example, capital-

ization would occur where earnings were appropriated to the capital stock

account of no par value shares of a particular class . The amount capitalized

and added to the cost basis would then be spread over the issued shares of

that class . The amount attributed to a particular shareholder would be

included in his income and grossed-up to include the tax for which he would

receive credit .

Allocation of Earnings . While a stock dividend or other form of capitali-

zation procedure would involve the actual transfer of after-tax surplus to

the capital stock account and therefore a change in the legal form of the

capital structure of the corporation, the allocation procedure contemplated

here would be a method of integrating corporation and personal income taxes

without any change in the capital structure . The allocation would b e

effective for tax purposes only . The objective of the allocation would be

to enable the corporate earnings to be taxed at the individual income tax

rates of Canadian shareholders, without requiring a stock dividend or other

capitalization procedure and without affecting non-resident shareholders .

A Canadian shareholder would then report the grossed-up corporate income

allocated to him and claim a credit for his proportion of the corporation

tax already paid on that income .

The actual procedure to be followed would require the directors to

determine the amount to be allocated, and the information slip sent to the

shareholder at the end of the year would reflect this amount in the same way

as it would reflect the declaration of a stock dividend, even though the

after-tax earnings retained would remain as surplus and would not be legally
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capitalized. Thus, as in the case of non-cash distributions, the share

cost basis would be increased by the amount of the after-tax earnings allo-

cated to the shareholder . If this income was subsequently distributed, a

resident shareholder would treat the amounts distributed to him as a return

of capital and would reduce the cost basis of his shares .

This procedure would be quite simple where there was only one class of

shares, or where the classes of shares participated equally in earnings and

on liquidation (although the voting rights may differ), or where any ad-

ditional classes of shares were only eligible to receive a fixed and prefer-

ential dividend and did not have a residual participation in earnings .

However, where there were two or more classes of shares and the ratio in

which the classes would participate in earnings varied from time to time or

was different on liquidation than on the distribution of dividends, it would

probably be necessary to have restrictive provisions to ensure that it would

not be possible to defer or avoid tax by permitting an allocation to the

holders of one class of shares of amounts which would subsequently be distri-

buted to the holders of another class of shares . We reviewed the capital

structures of most of the publicly traded companies and found very few

examples that currently could lead to this kind of difficulty . Therefore,

legislation to limit allocations when there were two or more classes of

shares outstanding that participated to a different extent in profits and

on liquidation would inhibit the actions of only a few companies . A

corporation which was unduly restricted by the legislation could revise its

capital structure so as to be able to take advantage of the allocation

procedure . This could be done without adverse tax consequences, having

regard to our proposals in Chapter 15 with respect to corporate

reorganizations .

Where income was allocated to one shareholder and was later distributed to

another person who had subsequently acquired the shares, there would ordinarily
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be no deferment or avoidance of tax because of the proposed full taxatio n

of capital gains and full allowance of losses . This is explained more fully

later in this appendix . However, if the shares were sold at an artificial

price, either in a non-arm's-length transaction or under an option or other

agreement, there might be such a deferment or avoidance, particularly if the

transaction was between a resident and a non-resident . This problem would

exist in the case of a capitalization of surplus, particularly a capital-

ization which did not involve a stock dividend, as well as in the case of

allocations . In Chapter 19 we have suggested some provisions with respect

to allocations which should prevent most such avoidance and deferment

of tax . Similar provisions may also be necessary with respect to capital-

izations .

Other Types of Distributio n

The types of distribution or allocation described above would be the

usual methods used to pass credit for the corporation income tax to Canadian

shareholders . Under the present tax system, additional tax is usually

exigible on all corporate distributions, and accordingly the legislation is

drafted in such a way as to ensure that anything which could amount to a

distribution of income is taxed . However, under the proposed tax system,

distributions of corporate income to residents would ordinarily result in

no further tax and in many cases a refund of tax . This change in emphasis

suggests that the legislative approach to defining what constituted a distri-

bution of income could be more restrictive . Possibly only certain described

types of distribution would be permitted to carry a tax credit .

However, there would be instances where additional tax would be payable

upon a distribution of surplus by the corporation . For resident shareholders

this could arise in respect of distributions .of income untaxed to the corpo-

ration because of incentive legislation but taxable on distribution .

Similarly, if the corporation had foreign direct investment income, unde r

our proposals in Chapter 26 an additional tax would be payable on distribution .
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In Chapter 19 we have'suggested the tax treatment which we consider should

apply in the case of the most common types of distribution . However,

this would have to be considered carefully when drafting the legislation .

Non-resident shareholders would not be affected by allocations

of income and would continue to be subject to withholding tax on dis-

tributions . The present provisions for determining the taxability of

distributions to non-residents seems appropriate and should be continued

in substantially its present form, subject .to our recommendations in

Chapter 26 .

Sale of Shares Before
Distribution or Allocatio n

This section describes how integration would operate if the shareholder

sold his shares after income had accrued but before it had been distributed

or allocated .

The shareholder who was selling his shares would wish to obtain

a price which, in respect of earnings to date, would give him th e

same result as if he had waited for the distribution or allocation, As is

indicated above, if he waited to receive a distribution or allocatio n

he would obtain a benefit measured by reference to the corporation

income before tax less his personal tax thereon . Because share gains

would be fully taxable, he would therefore expect his selling price t o

reflect the before-tax corporate income accrued and not distributed o r

allocated at the time he sold the shares .

Assume that an individual purchased a share for $1,000 and held it .for

a year, during which time his share of the before-tax corporate income

accrued but not distributed amounted to $100 . If he was going to sell his

share he would wish to obtain a price equal to the same amount after tax a s
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if a distribution had been made . Because on a distribution he would recover

$100 less his personal tax, he would seek to sell his share at a price of

$1,100, which would equal his original investment of $1,000 plus the corpo-

rate income before tax .

For his part, the potential purchaser would expect to pay no tax an d

possibly to obtain a refund of tax on the forthcoming distribution .

Tax Bracket of Purchaser

10% 30% 50%

Income distribution ( grossed-up) 100 100 100

Personaltax 10 30 50

Corporation tax credit 50 50 50

Net tax refund or credit $ (40) $
(20) s--:-

However ., if as a result of the distribution, the value of his share decreased

by $100 and if he resold it immediately for $1,000, the loss of $100 would

be deductible and would "wash" out the income distribution . In the end

result, he would obtain a refund of the full corporation tax on the income

accrued in the purchase price .

Tax Bracket of Purchaser

10% 30% 50%

Tax refund on distribution, as
above $ 40 $ 20 $ -

Tax reduction from loss of $100
on resale of share 10 30 50

Total tax refund or credit $ 50 $ 50 $ 50

Another way to illustrate the overall result for the purchaser is as

follows ;
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Tax Bracket of Purchaser

10% 30% 50%

Income distribution (grossed-up) $100 $100 $100

Loss on sale of share immediately

after distribution 100 100 100

Income for tax purposes - - -

Corporation tax credit 50 50 50

Cash dividend 50 5 0 50

Total proceeds, equal to price paid-

for the undistributed income and

equal to loss on resale of share 100 100 100

Under these conditions the purchaser could therefore pay a price which

included the corporate income before tax and the corporate income reflected

in the sale price would have been taxed at the rate of the individual who

owned the share during the period the income accrued . However, it can be

argued that ordinarily the conditions assumed above would not exist . The

purchaser might not know the amount and time of the next distribution, and

might not intend to resell the share in the near future . More important,

the market price of the share would depend so much on other factors, such as

expected earning power, that it would not merely reflect earnings to date .

Nevertheless, an equitable tax result should also obtain under these

conditions .

Assume that the selling price of the share was not $1,100, but rather

$1,070, and that, as before, the purchaser later received a distribution of

$50 and resold the share for $1,000 . Assume further that the tax brackets

of the selling and the purchasing shareholders were 30 per cent and 10 per

cent respectively . The total tax collected on the $100 of corporate income

would then be as follows ;
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From the Corporation

Income of $100 taxed at 50 per cent

From the Selling Shareholde r

Gain on sale of share

Personal income tax at 30 per cent

From the Purchasing Shareholde r

Income distribution (grossed-up)

Loss on resale of share

Taxable income

Personal income tax at 10 per cent

Credit for corporation income tax

70

$50

21

Because the $100 of income bore a tax of $24 even though it was earned

during ownership by a shareholder in the 30 .per cent bracket, it might appear that

the income was undertaxed . However, the fact of the matter is that th e

30 per cent shareholder only realized $70 ; a profit equal to the remaining

$30 was realized by a taxpayer in the 10 per cent bracket and the total tax was

therefore reduced by $6 . Whether the income should have been realized by

these individuals in this way is not relevant to the tax system ; the important

thing is that the tax was imposed equitably on the gain finally realized by

each individual .

This illustration demonstrates that the taxation of the income of the

corporation is only an interim step to the taxation at personal rates of the

gain actually realized by the individual Canadian shareholder . With the

full taxation of share gains and full deduction of share losses, combined

with a full credit for the corporation tax, such a result can be achieved .

It is true that temporary overpayments of tax would occur in two

different sets of circumstances . First, a delay between the sale of a share

and the distribution or allocation of income which was included in the pric e
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of the share would result in overpayment, for in that interval both corpo-

ration and personal income taxes could have been paid on the same income .

However, with a high level of distribution or allocation, this delay would

usually be for less than a year and the temporary overtaxation should not

be serious . As already explained in Chapter 19, far from inhibiting a high

level of distribution or allocation, the proposed system would encourage it .

In the second place, temporary overpayment of tax would arise from a

lapse of time between the distribution or allocation of the income to the

purchasing shareholder and the subsequent resale of the shares . During

that period personal income tax would have been charged to the purchaser on

an amount of corporate income, even though this income was reflected in the

purchase price of the shares and accordingly when distributed it could be

said to represent a recovery of part of the purchase price . The offsetting

reduction in personal income tax would not take place until the share was

resold . At the same time as the purchaser was waiting for a deduction for

the loss in share value in this respect, he would not, of course, have to

accrue offsetting increases in the value of his shares . If there were no

such offsetting increases and if he chose to revalue his shares as proposed

in Chapter 15, he would not have to await the time of disposal for recog-

nition of the loss .

It therefore appears that the income of corporations accruing to

resident shareholders can be taxed in an equitable manner, particularly

where the shares are publicly traded and there is an established market

value for them . Furthermore, this process does not require that corporate

income and corporation tax thereon be identified with the shareholder who

owned the shares at the time the income accrued .

For resident shareholders, the achievement of the desired objective

depends on the full taxation of share gains, the full deduction of share

losses and a full credit for the corporation income tax . However, where

non-resident shareholders are involved, the conditions change . It does not
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seem practicable for Canada to tax share gains realized by non-residents .

However, it would be of concern to the Revenue if the corporation tax on

income which accrued to non-resident owners was actually refunded upon subse-

quent distribution of the income to residents who purchased the shares .

This avoidance problem is discussed in Chapter 19 and recommendations are

made there to resolve it .

Sale of Shares After Allocation
But Before Distribution

Shareholders would often sell their shares after income had been allo-

cated to them but before it was actually distributed . The shareholder to

whom the allocation was made would include the allocation in his income on

a grossed-up basis and would obtain credit for the corporation income tax .

The purchaser would receive a distribution out of the amount previously

allocated and would not include this distribution in his income but would

treat it as a realization of capital, that is, as a reduction in the cost

basis of the shares . Accordingly, the amount which he received on the

distribution would be added to the profit which he would make on the eventual

disposition of the shares . However, if he purchased the shares at their

fair market value, which took into account the previously allocated income,

there would not be an undue deferment of tax liability .

Assume that a corporation with one shareholder had paid-up capital of

$100 and earned profits of $1,000 which had been subject to corporation

tax of $500 . Assume also that the remaining after-tax income of $500 was

allocated to the shareholder, and that he then sold the shares for $600,

which was equal to the book value of the assets of the company . The position

of the vendor would be as follows :
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Income allocation (grossed-up)

Personal tax

Less corporation tax credit

Net tax refund or credit

Proceeds from disposal of shares

Less original cost of shares

Less increase in the cost

basis on allocation

Gain or loss on sale

Tax Bracket of Vendor

L4 30% 50%

1 000 $1,000 1 000

$ 100 $ 300 $ 500

500 500 500

$ 400 $ 200 -

$ 600 $ 6oo $ 600

100 100 100

500 500 500

Assume that after the sale was completed the corporation distributed

its after-tax income of $500 . The position of the purchaser would be as

follows :

Cost of share s

Less return of capital on
distribution of previously
allocated income

Revised cost basis

$ 600

If the shares had been transferred at an artificially low price, for

example at $300, the vendor would have realized a loss of $300 on the sale .

In the absence of special provisions, he would have been entitled to deduct

this loss from other income . The purchaser would have acquired the shares at

$300 and would then have received a distribution of $500 by way of a return of

capital . This would have resulted in $200 being included in his income and

the cost basis of his shares being reduced to zero . Accordingly, tax on an

amount of $100, which would have been the value of the shares following the

distribution, would have been deferred . This is equal to the difference

between the loss claimed by the vendor ($300) and the amount included in the

income of the purchaser ($200) . The following rules should be applicable in

these circumstances :
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l. If the shares were transferred in a transaction which was not bona fide

and at arm's length, the transfer should be deemed to have taken place

at the fair market value, and the vendor should then be deemed to have

made a gift to the purchaser equal to the difference between the fair

market value and the sale price . Accordingly, in the last example, the

sale would be deemed to have taken place at $600 and the vendor would

not be entitled to deduct the loss arising on the sale . The purchaser

would be in the same position as if the shares had been purchased for

$600, but in addition he would be required to include a gift of $300

in his income .

2. If shares owned by a resident shareholder were acquired by another

resident under an option or agreement in an arm's length transaction at

a price that was less than their fair market value, the purchaser on

acquiring the shares should be deemed to have disposed of them immedi-

ately at the fair market value and to have then reacquired them at the

same price . The purchaser would then be immediately subject to tax

upon the profit which arose on the exercise of the option or on the

completion of the agreement ($600 less $300), which would be the amount

of the loss deducted by the vendor. Upon receiving the distribution of

$500, his cost basis would be reduced to $100, which would be the

assumed value of the shares . In this example, it is assumed that the

fair market value of the shares would be the same as the book value of

the assets . If this was not the case, the application of this rule

would nevertheless give a reasonable and consistent result for tax

purposes .

3 . If the purchaser was a non-resident who acquired the shares under an

option or agreement or other right, the tax position of the vendor

should be adjusted so that allocations made to him while the non-

resident had a right to acquire the shares less amounts distributed to

him during that period as a return of capital would be disregarded fo r

tax purposes . If there was a firm agreement for the sale to a non-resident ,
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these allocations should be disregarded in the first place, since the

non-resident would be in effect the beneficial or equitable owner of

the shares . If a non-resident had an option to acquire the shares, the

accounts of the vendor should be adjusted only when the option was exer-

cised, since until then it would not be known whether the option would

be exercised . However, if the option was exercised, interest should be

charged on the net tax refunds or credits which had been obtained by

the vendor while the option was outstanding . A person whose shares were

under option to a non-resident should have the right to leave the amount

of such net refunds or credits on deposit with the government to avoid

such interest being charged .

Suppose that in the above case, when the corporation was originally

.formed a non-resident obtained an option to acquire the shares for $300

and that this option was exercised after the corporation had earned

before-tax income of $1,000 . After adjustment under the rule outlined

above, the position of the vendor would be as follows :

Cost basis to vendor (unadjuste d
by allocations) $100

Personal tax -

Corporation tax credit -

Sale price 300

Gain on sale 200

This gain would be subject to tax at the vendor's personal rate . No

credit would be allowed for the corporation tax, this being consistent

with what the position would have been if-the non-resident had owned

the shares throughout the period . However, if the vendor had received

a taxable dividend during the period, it should be included in his

income .on a grossed-up basis and he should receive credit for the corpo-

ration tax in the same way as any other resident, since he would have

enjoyed the benefit of that income . This treatment should also appl y
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to any amounts allocated to him which were subsequently actually distri-

buted to him as a return of capital, since this combination of event s

in substance would be equivalent to the payment of a cash dividend .

The rules refer red to above would also be necessary in the case of a

capitalization since it would have the same effect for tax purposes as an

allocation .

A METHOD OF ACCOUNTING AND REPORTING

A variety of procedures is available for recording transactions under

the proposed integration of corporation and personal income taxes . The pro-

cedure actually adopted would depend on the purposes to be served and on

practical considerations such as convenience and enforcement . The purpose

of the following exposition will be to demonstrate one method of dealing

with some of the circumstances which are likely to arise . Improvements

could be made after further study and experience, and limited variations

might be necessary to accommodate particular incentive policies of the

government .

Certain basic alternative methods would be available for accomplishing

the integration of the two levels of tax, and the choice of method would

affect the accounting procedures to be followed by .the corporation and the

nature of the reporting to shareholders . One method would involve tracing

through to the shareholder the various sources from which the distribution

was made, such as regular income taxed at the full corporate rate, income

taxed at incentive rates and foreign dire ct investment income 3/. Such a

procedure would give the shareholder detailed information about the sources

of the corporation's income, and might enable certain objectives of the tax

system to be carried through to the individual shareholder . For example,

foreign direct investment income could be taxed at the individual rate of

the shareholder with a credit for the actual or deemed foreign tax paid, or

income eligible for an incentive could be taxed at a reduced personal rate .
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However, such a procedure would obviously require complex accounting and de-

tailed reporting to the shareholder and would probably create compliance

problems .

Another alternative would be to combine the various sources of the distri-

bution, which may have been taxed at different rates or not taxed at all, to

calculate the average rate of tax paid, and to report to the shareholder a

combined amount of income on which the average rate of tax could be claime d

as a credit by the shareholder . The rate of tax credit applicable to distri-

butions would then vary from one corporation to another, depending on the

particular mix of various types of income . In addition, any material dif-

ference between the tax rate based on final assessment and the estimated rate

reported to shareholders for tax gross-up and credit purposes would imply a

reopening of shareholders' tax returns YJ. This would not be practical . Con-

sequently, shareholders of different classes and successive holders of the

same shares could be materially affected by any inaccuracies in a corporation's

first estimate of the tax rate . This would place too high a premium on tax

estimates . Moreover, it could give rise to manipulations as well as errors .

We think it is important that corporate distributions and allocations

should carry a uniform rate of tax credit, equal to the current statutory

rate of corporation tax . The simplest way of achieving this would be to

treat every allocation and every distribution other than a return of capital

as carrying a tax credit at the current rate of corporation tax and to con-

trol the tax credits passed to shareholders by keeping a record of the corpo-

ration tax paid by the corporation . While this method is fairly simple and

should operate satisfactorily, it presents some problems . Distributions or

allocations out of some types of income which had not borne tax at the full

rate, such as income from foreign direct investment, would necessarily be

subject to a further tax on distribution or allocation to the shareholders .

Furthermore , certain distributions, such as a dividend out of financial

surplus, where there was no surplus for tax purposes, might better be

treated as a reduction of the cost basis of shares than as income .
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The accounting and reporting procedures which follow should not be

read as precluding the adoption of an alternative procedure . Their primary

purpose is to demonstrate that modifications can be made which will,meet

these problems and yet at the same time maintain a uniform rate of tax credit

for the shareholder .

We would expect that the provisions could be designed in such a wa y

that there would be basically two types of distributions :

1 . Distributions of income which had been subject to corporation tax (or

were deemed to have been subject to corporation tax) when earned or ,

in some instances referred to above, at the time of distribution . These

distributions would be included in the incomes of the shareholders o n

a grossed-up basis and credit would be allowed for the corporation tax

as outlined above .

2 . Distributions which represented a return of capital . These would

include distributions made on a redemption of shares, dividends paid

out of income previously allocated but not distributed and distributions

out of surplus accrued as at the effective date of the legislation or

out of any other financial surplus of the corporation . Such distri-

butions would not be included in the shareholder's income but would be

applied to reduce his cost basis of the shares . If any such distri-

bution should exceed the cost basis of the shares the excess would be

included in his income .

By their very nature, all allocations would be from income as described

in 1 above . Later in this appendix we discuss the order in which these

types of distributions would be made .

Accounting by the Corporation

The financial accounts and the financial statements of the corporatio n

would be along much the same lines as at present, with the corporation incom e
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tax being a deduction in arriving at both the final amount of income for the

year and the accumulated surplus . Additional accounts could be provided, and

the balance reported, ~/ largely for the information of shareholders and in-

vestors generally, so that they would be aware of the tax status of surplu s

and the tax credits avnilable in respect of future distributions or allocations .

The additional accounts to be maintained by the corporation migh t

include the following :

1 . A record of the income of the corporation subsequent to the effective

date of the legislation which had been subject to corporation tax at

the full rate and which had not been allocated or distributed to share-

holders . This would be the grossed-up income applicable to the Corpo-

ration Tax account referred to below . This account will be referred

to as the Taxed Income account .

2 . A record of corporation tax payments at the full corporate rate which

were available as a credit to shareholders upon distribution or allo-

cation . This account will be referred to as the Corporation Ta x

account .

3. A record of untaxed income which, under incentive legislation, was not

to be taxed at the corporate level but was to be taxed in whole or .in

part upon distribution to shareholders . This account .will be referred

to as the Incentive Income account .

4 . A record of foreign direct investment income that had been received

but not yet allocated or distributed to shareholders . This account

will be referred to as the Foreign Income account .

5 . A record of tax paid or deemed to have been paid in respect of foreign

income from direct investment, which was available for credit on distri-

bution . This account will be referred to as the Foreign Tax account .
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6 . A record of surplus which had been allocated to shareholders or had

accumulated prior to the effective date of the legislation or was

otherwise available for distribution to the shareholders as a retur n

of capital . This account will be referred to as the Non-Taxable Surplus

account .

To provide an analysis of the financial surplus, it would be necessary

to maintain these accounts . A record of "Reconciling Items" for other

differences between the tax accounts and financial surplus might also be

needed . Such differences could arise, as they do now, from claiming capital

cost allowances which differed from the depreciation recorded in the financial

statements or from revaluation of fixed assets .

The procedures in respect of foreign income would pertain only to those

corporations which had direct investment abroad . The Foreign Income and

Foreign Tax accounts would be used in a manner similar to the Taxed Incom e

and Corporation Tax accounts, and accordingly will not be referred to specifi-

cally in the examples appearing later in this appendix .

Order of Distribution

The order in which distributions would be considered to come from these

various accounts is also of concern . There would be some attraction in

allowing discretion as to the order, and in most cases where all the corpo-

rate income had been fully taxed this could probably be done . However,

where there were significant amounts of income from foreign direct investment

or income untaxed as a result of incentive legislation that called for tax

on distribution, reporting of distributions from these sources would ten d

to be unduly postponed, with a resulting deferment of tax .

A required order for determining the source of distributions would

therefore seem necessary . The logical starting point would be income which

had been fully taxed . Because distributions from this source would carry a

claim on the government for the full corporation tax, this would be a natura l
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choice for the shareholder in any event . Where a corporation had income

from foreign direct investment, the grossed-up amount of such income should

be regarded as being distributed pro rata with the fully taxed income ; this

would not only seem logical, but would prevent postponement of the additional

tax which might be payable on distribution of income from abroad . Farther

distributions of surplus should then be considered to come from income which

was untaxed as a result of incentive legislation that called for tax on

distribution ; this would permit postponement of tax thereon as long as distri-

butions of income with full credit were being made, but not when distri-

butions were made by way of return of capital . Any further distributions

would come out of non-taxable surplus and would be treated by resident share-

holders as a return of capital and applied in reducing the cost basis of

their shares .

In determining the order of distribution, the income of the corporation

for the fiscal year in which the distribution was made probably should be taken

into account . If this were done and if a corporation made a distribution

which exceeded the total of its income for the year and all prior incom e

which remained undistributed and unallocated, the exact division of the

distribution as between the part which represented a distribution of income

and the part which represented a return of capital would not be known until

after the end of the year . This should not present a serious problem because

the distribution would be made on the basis of an estimate and the exact

breakdown for use by the shareholder in preparing his tax return would be

reported to him after the end of the year . If the income of the corporation

was subsequently varied by reason of re-assessment, then the corporation

should be responsible for making the necessary adjustments at that time .

There should not be an unduly large number of adjustments to the returns of

shareholders because corporations would normally make distributions or

allocations out of the Taxed Income account and this would not often be

reduced on assessment . For purposes of administrative convenience it might

be provided that minor changes in corporate income on re-assessment, no t
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exceeding a stipulated percentage of such income, say, 5 per cent, would

not need to be reflected in amended returns of the shareholders but could

be taken into account in the subsequent year in which the corporation's

.liability for tax was ultimately determined .

At the time of distribution the corporation would make any additional

tax payments which might be necessary to enable the uniform rate of tax

credit (equal to the rate applicable to corporate income) to be available

to the resident shareholder . For example, such additional payments might

be necessary for distributions or allocations out of untaxed incentive

income or out of income from foreign direct investment .

Where a corporation received a taxable distribution or an allocation

from another taxable Canadian corporation, it would include the grossed-up

amount in its Taxed Income account, and the tax credit in its Corporation

Tax account .

Reporting to the Shareholder s

Because the integration of corporation and personal income taxes would

apply only to resident shareholders, the changes in reporting would apply

mainly to distributions or allocations to residents .

The form for reporting distributions or allocations to resident share-

holders could contain five items :

1 . The income before tax, that is, the "grossed-up amount" of the distri-

bution .

2 . The tax already paid or deemed to have been paid thereon .

3 . The net amount of income represented by cash .

4 . The amount of the distribution which was considered to be a return of

capital and.was to be applied to reduce the cost basis .
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5 . Where the distribution was a stock - dividend or other capitalization

of surplus, or where there was an allocation of surplus without a

capitalization, the amount that was to be added to the cost basis .

With the uniform rate of tax credit, it would be possible for a corporation

to issue only one reporting form each year, .as is now done, although share-

holders would wish to be informed currently of the details of an y

distribution or allocation involving an adjustment of cost basis so they

could calculate the taxable gain on a sale of their shares . A form for

annual reporting to shareholders is shown in the following illustration :

Resident Shareholder

Report
as Income

Claim as

Tax Credit

Change Cost
Basis + or -

Cas h
Payment

In practice, further details supporting the cost basis adjustment would b e

given on the form or in an attached letter .

For non-resident shareholders, the reporting would be much the same as

at present because actual or deemed distributions would continue to be

subject to withholding tax . The reporting forin for non-residents could

therefore be as follows :

Non-Resident Shareholder

Gross
Distribution

Withholding

Tax

Net

Distribution

This form would be used for a cash dividend, a stock dividend or any

other capitalization of surplus . It obviously would be necessary for a cash

dividend to be paid in addition to any stock dividend or other capitalizatio n
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in order that the non-resident tax could be withheld . An allocation of

surplus to shareholders without a capitalization would not need to be

reported to non-resident shareholders, because its purpose would be solely

to enable the portion of corporate income accruing to resident shareholders

to be taxed at the appropriate rates of those shareholders . However, non-

resident withholding tax would apply to any subsequent distribution or

capitalization of such allocated surplus .

ILLUSTRATIONS

Presumably, the bulk of corporate distributions would be derived from

business income taxed at regular corporate rates . Distributions in cash

would no doubt continue to be important, but distributions by way of stock

dividend or other capitalization of surplus and allocations of surplus withou t

its capitalization could be expected to come into wide use . The following

illustrations deal first with ordinary business income distributed or allo-

cated in these various ways, and then with modifications which would be

required for special features . A 15 per cent rate of non-resident withholding

tax is used in the examples .

Ordinary Business Income Taxed
at Regular Corporate Rate

Cash Distribution . If a corporation earned taxable income of $500, paid

corporation tax thereon of $250, and then paid a cash dividend of $200, the

entries in its tax and surplus accounts would be as follows :

Taxed Corporation Other Financial
Item Income Tax Accounts Surplu s

Income $500 $250 $250

Cash Dividend 400 (200) (200)

Balances $100 $ 50 $ 50
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The dividend would be reported to shareholders as follows :

Resident Shareholder

Report
as Income

Claim as
Tax Credit

Change Cost
Basis + or -

Cash
Payment

$400 $200 $200

Non-Resident Shareholde r

Gross

Distribution

Withholding

Tax

Net
Distribution

$200 $30 $170

Stock Dividend or Other Capitalization of Surplus . If the distribution was

by way of stock dividend or other capitalization of surplus, the entries in

the corporation's tax and surplus accounts would be the same .

Taxed Corporation Other Financial
Item Income Tax Accounts Surplus

Income $500 $250 $250

Stock Dividend 400 (200) (200)

Balances $100 $ 50 $ 50

The only difference in the corporation's accounts would be an increase

in the capital instead of a decrease in cash . Management could supplement

the reporting form with details of the capitalization, including instructions

to resident shareholders concerning the cost basis adJustment . For a stock

dividend, the increase in cost basis would be assigned to the new shares

issued, unless the stock dividend was in the same class of shares, in which

case the increased cost basis would be spread over the increased number of

shares of that class . For a capitalization without a stock dividend, the

increase in cost basis would be spread over the existing number of shares of

the particular class . The distribution would be reported to resident share-

holders as follows :
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Resident Shareholder

Report
as Income

Claim a s
Tax Credit

Change Cost
Basis + or -

Cash
Payment

$400 $200 + $200

As was indicated earlier, where there were non-resident shareholders

it would be necessary that a cash dividend accompany any stock dividend or

other capitalization, so that tax might be withheld from the non-residents .

If the stock dividend or other capitalization referred to above was accompa-

nied by a cash dividend of $40 to all shareholders, the distribution would

be reported to non-residents as follows :

Non-Resident Shareholder

Gross
Distribution

Withholding

Tax

Net

Distribution

$240 $36 $204

The net distribution to non-residents, assuming a 15 per cent non-resident

withholding tax, would include $4 in cash .

Allocation of Surplus Without Capitalization . If there was an allocation

of surplus without capitalization, the corporation's tax accounts would

reflect the allocation but there would be no change in the financial surplus .

Taxed Corporation Other Financial
Item Income Tax Accounts Surplus

Income $500 $250 $250

Allocation (4oo) (200) $200 -

Balances $100 50 $200 $250

The corporation's records would reflect a transfer of $200 from ordinary

surplus to Non-Taxable Surplus instead of a decrease in cash of that amount .
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Resident shareholders would be instructed in the reporting form to

increase the cost basis of their shares by the net amount of the allocation .

For tax purposes, a portion of the corporation's surplus would thus be allo-

cated to the shareholders, and when they subsequently realized upon it by

selling their shares it would not be taxed again . If realization of this

amount took the form of a cash distribution out of the Non-Taxable Surplus,

the cost basis of shares would of course be correspondingly reduced .

The allocation would be reported to resident shareholders as follows :

Resident Shareholder

Report
as Income

Claim as
Tax Credit

Change Cost
Basis + or -

Cash
Payment

$400 $200 + $200

Here again management would presumably wish to supplement the reporting

form with an explanation of what had occurred . There would be no reporting

to non-resident shareholders because the allocation of surplus for ta x

purposes would only relate to resident shareholders . It should be noted,

however, that in the corporation's tax accounts the amount deducted from the

Taxed Income and Corporation Tax accounts in respect of the allocation would

be the full amount allocated including the amount allocated to shares held

by non-residents . If this was not done, then the corporation tax on income

accruing to non-residents could be refunded to residents on a subsequent

allocation .

Distributions Out of Opening Surplus

and Other Differences Between
Financial and Tax Surplus

The financial surplus of a corporation will frequently exceed th e

amount in the Taxed Income account . The difference would include the surplus

existing at the time of implementation of the proposed system . It would also

include amounts allocated but not distributed to the shareholders . In
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addition, differences may result because the income shown in the corporation's

accounts differs from the income as determined for tax purposes .

We have recommended that distributions in excess of the balance in the

Taxed Income account should be treated as a return of capital and applied

to reduce the cost basis of the shares owned by resident shareholders .

Assuming that a corporation with no amount outstanding in its Taxed Income

account makes a distribution of $5,000 out of its financial surplus, there

would be no entries in the corporation's tax accounts but only a reduction

of cash in the amount of $5,000 and a similar reduction in financial surplus .

The reporting to shareholders would be as follows :

Resident Shareholder

Report
as Income

Claim as
Tax Credit

Change Cost
Basis (+ or -

Cash
Payment

- - - $5,000 $5,000

Assuming that the distribution was by way of dividend or under a

procedure which would result in a deemed dividend, the reporting to non-

resident shareholders would be the same as under the present law and would

be as follows :

Non-Resident Shareholder

Gros s
Distribution

Withholding
Tax

Net
Distribution

$5,000 $750 $4,250

Accelerated Capital Cost Allowances

As is indicated in Chapter 22, the regular capital cost allowances for

tax purposes are often in excess of the depreciation considered necessary

for financial reporting, and it is therefore common for financial surplus

as recorded in the accounts to be greater than the surplus measured by tax

rules . Furthermore, special acceleration of the capital cost allowances may
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be considered an appropriate type of tax incentive in some circumstances .

Examples are the recommended incentive for new and small businesses and

the accelerated write-offs for the mining and petroleum industries, as well

as the accelerated write-offs which are now allowed in designated areas .

The system for integrating corporation and personal income taxes must there-

fore be designed to deal with distributions out of financial surplus which

represent the excess of the total capital cost allowances taken, including

accelerated capital cost allowances, over the maximum capital cost allowances

which could have been taken on the normal basis .

One possible approach would be to regard distributions from this

financial surplus as advance distributions of income, to be subjected to the

regular corporation tax rate upon distribution .

To do this would appear on one hand to be a reversal of the rules

established for the measurement of business income . On the other hand, it

can be argued that the purpose of the incentive was to provide additional

funds to the corporation and once the corporation was in a position to distri-

bute these funds then it would only be reasonable to "recapture" the reduction

in tax resulting from the incentive . In addition,there would be some advantage

to taxing a "distribution" at the time the shareholder received the cash from

which the tax would be paid . However, this recapture could not be applied to

accelerated capital cost allowances that were ,equally available to unincorporated

businesses. Moreover since it would not be practical to subject such unincorpo-

rated businesses to equivalent treatment, to do so in the case of corporations

would be to treat different kinds of business organization differently for

tax purposes . A major goal of the integration proposal is to provide neutral

tax treatment between different kinds of business organization to the fullest

extent practicable.

Another approach would be to regard a distribution from this source as

being a partial realization of the cost basis of the shares, since it would

be made out of surplus which did not yet exist for tax purposes . We prefer

this latter approach and it is illustrated below,
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In due course the capital cost allowances for tax purposes would

become less than the normal capital cost which could have been taken if

there had been no accelerated depreciation, and the surplus for tax purposes

would come closer to that for financial purposes . For resident shareholders

the applicable personal tax would not be payable until accumulated book

allowances became equal to accumulated tax allowances or until the share-

holders disposed of their shares . Non-resident withholding tax would be

payable on any distributions to non-residents, but the applicable corpo-

ration income tax would not be payable until accumulated book allowances

became equal to accumulated tax allowances .

Assume that in one year a corporation, after claiming capital cost

allowances, had income for tax purposes of $8,000, but that if it had claimed

only the maximum normal capital cost allowances its income would have been

$15,000 . Assume that a cash dividend of $6,000 was then paid . As only

$4,000 was available for payment out of taxed income, the remaining $2,000

would be regarded as a return of capital . The entries in the corporation's

tax accounts would be :

Taxed Corporation Other Financial
Item Income Tax Accounts Surplus

Taxable Income $8,000 $4,000 $7,000 $11,000

Cash Dividend (8,000) (4,000) (2,000) __C6,000)

Balances $5,000 5,000

Note that, as we indicated earlier, the distribution would be deemed to have

been made out of taxed income first . The reporting to shareholders would be

as follows :

Resident Shareholder

Report
as Income

Claim as

Tax Credit

Change Cost

Basis + or -
Cash

Payment

$8,000 $4,000 - $2,000 $6,000
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Non-Resident Shareholder

Gross
Distribution

Withholding
Tax

Net
Distribution

$6,000 $900 $5,100

If the distribution of financial surplus arising from accelerate d

capital cost allowances was in the form of a stock dividend or other capital-

ization of surplus, the entries in the corporation's tax accounts would be

unchanged . The reporting to resident shareholders would no longer show a

net realization of the cost basis of shares, since the additional $2,000

would be a capitalization of surplus not yet measured for tax purposes :

Resident Shareholder

Report
as Income

Claim as
Tax Credit

Change Cost

Basis + or -
Cash
Payment

$8,000 $4,000 + $4,000 .

For a stock dividend in the same class of shares, the increased cost

basis would have to be spread over the greater number of shares of that

class . For a stock dividend in a different class of shares, a cost basis

equal to $6,000 would be-assigned to the shares issued and $2,000 would be

deducted from the cost basis of the shares on which the dividend was

declared .

A non-resident shareholder would still be subject to withholding tax

on the full amount of the stock dividend or capitalization (assuming that

the corporation had undistributed income on'hand of at least that amount),

since the amount capitalized could eventually be realized by the non-resident

without withholding tax . Again a portion of the distribution would have to

be in cash in order to provide for the withholding tax . The reporting t o

the non-residerit shareholder would be the same as in the case of a cash

dividend .
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Incentives Other Than Accelerated
Capital Cost Allowances

It is emphasized in this Report that tax incentives are not usually

the most appropriate means of attaining a desired goal and that they

should be used infrequently . One type of tax incentive that might be

used is the acceleration of capital cost allowances, which has already

been illustrated . Under certain circumstances the government might

consider that the postponement of income tax provided by the acceleration

of capital cost allowances was not sufficient and that a greater incentive

was required . We have suggested that an investment tax credit would

be one of the best types of incentive for this purpose ; a subsidy

which did not depend for its effect on the offsetting of a tax liability

would be another possibility .

The funds provided by an investment tax credit would ordinarily

be related to a tax liability and would produce a saving in tax, thereby

improving the yield from an investment . Under the proposed corporation

tax system, a useful procedure would be to provide that a particular

type or amount of income was not subject to corporation income tax ,

but that corporation income tax would be deemed to have been paid

thereon. It could also be provided that upon distribution to the

shareholders of the amount deemed to have been paid as corporation

income tax, the corporation would be subject to tax on that amount .

The effect would be the same as if the corporation tax had been paid

and a subsidy received for the same amount, with a provision that on

distribution of the subsidy to the shareholders,corporation tax would be

payable thereon .

For example, assume a total investment tax credit of 10 per cen t

of $500,000, or $50,000, available for offsetting the annual corporatio n
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income tax liability until the income resulting from the saving in tax

was distributed . Assume also that the corporation earned income of

$100,000, was deemed to have paid corporation tax of $50,000 and

subsequently paid cash dividends of $50,000 and $25,000 . The corporation's

tax accounts would be as follows :

Taxed Corporation Other Financial
Item Income• Tax Accounts Surplus

Income $100,000 $50,000 $50,000 $100,000

Cash dividends :

1 . $50,000 ($100,000) ($50,000) ($50,000)

2 . $25,000 ($50,000). ($50,000)

Balances

The first cash dividend, which would represent a full"-distribution of

the regular income of $100,000, would carry a tax credit for $50,000 -

even though no tax was paid . The additional asset of $50,000 created

by the investment tax credit has been treated in this example a s

income which upon distribution would be subject to 50 per cent

corporation income tax and reported as income of the shareholder .

The cash dividend from this source would be therefore only one hal f

of $50,000, with the other $25,000 being paid in tax by the corporation

at the time of distribution .

The reporting to shareholders would be as follows :
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Resident Shareholder

Report Claim as Change Cost Cash
as Income Tax Credit Basis (+ or - Payment

1 . $100,000 $50,000 $50,000

2 . 50,000 $25,000 $25,000

Non-Resident Shareholder

Gross Tax Net
Distribution Withheld Distribution

1 . $50,000 $7,500 $42,500

2• $25,000 $3,750 $21,250

It will be noted that the following effects would be achieved by thi s

special tax measure :

1 . The corporation would have been able to maintain a full distribution

of its regular income with ordinary tax credits to shareholders and yet

its tax payment to the government would have been reduced by $50,000,

thereby supplying it with more funds .

2 . When the corporation later distributed the corporation income tax saving

to shareholders, the net return to the resident shareholders would

increase by the amount of that saving less their respective tax rates .

From $100,000 of corporation income, a resident shareholder in th e

50 per cent bracket would have an after-tax yield of $75,000 rather

than $50,000, and a shareholder in the 20 per cent bracket would have

an after-tax yield of $120,000 rather than $80,000 .

A stock dividend or other capitalization of surplus from the Incentive

Income account would call for the same modifications in accounting and

reporting procedures . However, it should be noted that, to the extent tha t
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capitalizations were made from this source, there would have to be a cash

payment on account of corporation tax equal to one half of the amount capital-

ized . In addition, a cash dividend might have to be declared to provide for

non-resident withholding tax . An allocation of surplus would not likely be

made from this source, because the corporation would be subject to a tax at

the corporate rate on making the allocation .

There are other possible procedures for dealing with an investment tax

credit or a subsidy . For example, it might be provided that the corporation

tax saving or subsidy could be distributed to the shareholders free of tax,

without adjustment of the cost basis of their shares or with a reduction in

the cost basis equal to all or part of the amount distributed . The latter

method would permit postponement of tax on a resident shareholder until his

shares were disposed of, and would result in complete freedom from tax, both

corporation and withholding, on the income for non-residents .

There are many other possible measures which could be adopted for

incentive purposes, and further variations in the procedures for dealing•

with them . From the discussion above it should be evident that they could

all be incorporated into the proposed integration of corporation and personal

income taxes . However, it is our view that incentive measures should be

used with care, for otherwise they may create undue reduction or postponement

of taxes, and may lead to a complexity of rules which would make them diffi-

cult to administer and to understand .

Investment Tax Debit s

An additional tax to discourage capital investment could take the form

of a special excise tax on defined capital investment . Such a tax would

represent merely an additional cost of investment, and no modification in

the ordinary procedures for integrating corporation and personal income

taxes would be required .
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Business Losse s

The general recommendation in the Report is that losses should be

available for carry-back against any income for the previous two years and

for carry-forward indefinitely against any income in future years .

Under the proposal for integration of corporation and personal income

taxes, it would be important to ensure that the loss carry-back could not

result in a refund to the corporation of taxes which had already been

credited to the shareholders . Control over this would be exercised by using

the Taxed Income and Corporation Tax accounts . The suggested rule would be

that the loss carry-back would be limited to the lesser of (a) the total of

the additions to Taxed Income account in the previous two years, or (b) the

balance in the Taxed Income account at the time the loss carry-back was

claimed . A refund of the corresponding corporation tax could then be made

to the corporation . Any portion of the loss not carried back would be applied

against income in the future, and no further corporation tax would be paid

until it was fully absorbed .

Year Item

Taxed Corporation Other Financial

Income Tax Accounts Surplus

1 Income of $2,000 $2,000 $1,000 $1,000

2 Income of $3,000 3,000 1,500 1,500

Dividend of $2,000 (4,000) (2)000) (2,000)

3 Loss of $3,000 (1,000) ( 5 00) ($2,000) (2,500)

4 Income of $6,000 4,000 2,000 $2,000 4,000

Balances $4,000 $2,000 - $2.000

Note that the loss carry-back would be allowed only to the extent of

$1,000 and would result in a tax refund of only $500, because the rest of

the tax for the previous two years would already have been allowed as a

credit to shareholders who received the dividend in year 2 . The remainder
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of the loss ($2,000) would be carried forward and this would result in no

corporation tax being charged on that amount of the income of year 4 .

Disallowed Expenses

No distinction would have to be made between unallocated personal

benefits and disallowed expenses of the business . The former would be

deductible in arriving at business income under our proposals, but would b e

grossed-up at the top personal rate and would be subject to a special tax

in the hands of the corporation rather than in the hands of the recipient .

This special corporation income tax would be deductible in determining the

corporation's taxable income . This is explained in Chapter 14 . The

end result would be that taxes paid would be the same as would have applied

had the person receiving the benefit received the income necessary to acquire

it out of income taxed at the top personal rate . Disallowed expenses could

be treated in the same manner, since under our proposals all expenses

relating to the income earning process would be deductible at some time ,

and, generally speaking, the only disallowed expenses would be those which

were unreasonable or were unrelated to the earning of income .

To illustrate the treatment of unidentified personal benefits and

disallowed expenses, assume that a corporation had business income of

$20,000 and that the expenses deducted in arriving at this income included

$2,000 of such benefits or expenses . The corporation would pay a special

tax of $2,000, that is, 50 per cent of the benefits or expenses grossed-up

to $4,000 . The tax of $2,000 would then be allowed as a deduction, and this

would reduce the corporate income to $18,000 . In the tax accounts of the

corporation, the entries would be as follows :

Item
Taxed Corporation Other Financial
Income Tax Accounts Surplus

Income $18,000 $9,000 $9,000
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A shareholder in the top personal rate bracket would then net $9,000

on a distribution of the entire surplus, so that he would be in the same

position as if he had received a distribution of surplus arising from

business income of $22,000, had paid $11,000 tax thereon and had paid $2,000

from his tax-paid income to acquire a personal benefit .

Changes in Corporation Tax Rate

As explained in the Report , the corporation income tax rate and the top

marginal personal rate should remain the same or virtually the same under

the proposed integration method . Furthermore, any changes in these rates

should be infrequent and not substantial . For resident shareholders, the

level of the corporation tax rate would lose much of its significance because

the corporation tax would be in effect a withholding tax . However, for non-

resident shareholders the level of the corporate rate would retain its

present significance .

When changes in the corporation tax rate took place, some variation in

the procedures outlined above would have to be made if the gross-up and

credit was to be at all times directly related to the current statutory rate

of corporation tax . For example, if there was an increase in the corporation

income tax rate and the top marginal personal rate remained unchanged, one

possible procedure would be to withhold extra tax on distributions from

income taxed at the former corporate rate in order to maintain a uniform

rate of tax credit for residents . However, this would constitute retroactive

taxation for non-residents, and to avoid such retroactivity by withholding

the extra tax from distributions to residents only,would add an adminis-

trative complexity .

A practical approach would be to use the Corporation Tax account as a

control on the total of past taxes available for credit, and adjust the

Taxed Income account to reflect the new rate of corporation tax, which would

be the rate at which tax credits would be issued . Assume, for example, that
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at a time when the corporate rate increased from 50 per cent to .55 per cent,

a corporation had on hand surplus of $200 resulting from income of, $400 taxed

at 50 per cent . Its tax accounting could then be as follows :

Item
Taxed Corporation Other Financial
Income Tax Accounts Surplus

Balance on hand $400 $200 $200

Balance adjusted
to 55 per cent
rate 200 $36 00

Balances $ 36 - L36 -

For resident shareholders, this would mean that $164 could be distri-

buted carrying a 55 per cent credit, and that the balance of $36 would, upon

distribution, be treated as a return of capital to be deducted from the cost

basis of the shares and eventually taxable as a gain on disposal of the

shares . For non-residents, all distributions would be subject to withholding

tax as usual, and the increase in the corporate rate would have no retro-

active effect .

Similarly, if the corporate rate should be reduced from 50 per cent to

45 per cent, the corporation tax accounting would be as follows :

Item
Taxed Corporation Other Financial
Income Tax Accounts Surplus

Balance on hand $400 $200

Balance adjusted
to 45 per cent
rate 364 164

Balances $36 $ 36

$200

200

In this case both the Taxed Income and Corporation Tax accounts would be

adjusted, so that the net amount would not exceed the surplus on hand . As

a result the income to be reported by the shareholder upon distribution would

be reduced by $36, and corporation tax available to the shareholder as a
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credit would be reduced by the same amount . While it might be thought that

the Corporation Tax account should remain at $200 and the Taxed Income

account should be grossed-up on the basis of a 45 per cent rate to $444,

this would permit the corporation to allocate a total of $244 to the share-

holders and would permit them to increase the cost basis of their shares by

that amount, even though the corporation had paid tax on only $200 . Accord-

ingly, the appropriate treatment would be that shown above, which would

adjust both the Taxed Income account and the Corporation Tax account to

amounts which, when the Corporation Tax account was grossed-up at the new

rate, would leave the financial surplus unchanged .
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REFERENCES

~ The proposal calls for a tax credit to the shareholder who receives

a distribution or allocation equal to the corporation tax applicabl e

to the amount distributed or allocated. It also calls for a tax refund

where the amount of the applicable corporation tax exceeds the total

income tax payable by the shareholder . In this appendix we refer to

the excess of the corporation tax over the shareholder's personal income

tax on the distribution or allocation as a "refund", although in practice

it would usually be applied against the liability of the shareholder for

tax on his other income .

~ The ratio to be applied to the distribution or allocation for deter-

mining the amount to be reported as income, which could be called the

"grossing-up ratio", would be 100 divided by the difference between

100 and the percentage rate of tax credit . For example, if the rate

of tax credit was 40 per cent and the amount of the distribution or

allocation was $72, then the amount to be reported as income would b e

100 x $72 = y.~120
100-40

~ In Chapter 26 we recommend that in the case of income from foreign

direct investment, a credit for foreign tax should be allowed at the

rate of 30 per cent and that if the rate of foreign tax was less than

this, sufficient additional Canadian tax should be payable to bring

the rate up to 30 per cent .

V The likelihood of this occurring would be greater where there was a

series of intercorporate shareholdings .

2 On notes to the financial statements .
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APPENDIX I

THE DUAL RATE OF CORPORATION INCOME TAX

One of the main features of the present taxation of corporate income

is the existence of a dual rate of corporation tax. With certain exceptions

to be discussed later in this appendix, corporations are presently subject

to tax at the rate of 21 per cent (18 per cent normal corporation income tax

plus 3 per cent imposed by the Old Age Security Act) on the first $35,000 of

taxable income, and at 50 per cent (47 per cent normal corporation income

tax plus 3 per cent imposed by the Old Age Security Act) on the remainder .

The dual rate was first introduced into the Canadian corporation tax

structure in 1949 . Its purpose was explained by the then Minister of Finance

as follows :

"At present we have a flat rate tax of 30 per cent on all corporate
profits. I am recommending that this 30 per cent be reduced t o
10 per cent on profits up to $10,000 and increased to 33 per cent
on profits in excess of $10,000 . The house will at once recognize
this as tax relief for small businesses and will, I trust, be
heartily in accord with the policy. Our country as a whole owe s

a great deal to the small family type of business . They have to
struggle along, grow and develop in competition with large and
well financed corporations whose activities may be nation-wide .
My own belief is that small businesses should be encouraged and
it seems to me that a.useful way to do this is to lower the tax
and take less out of the funds they need for growth and expansion." l/

Since 1949, numerous changes have taken place in both the rates of corpo-

ration income tax and the amount of taxable income which is eligible for the

low rate, the,most recent being an increase to $35,000 in the eligible amount

for 1961 and subsequent taxation years . In introdacing this proposed change

the Minister of Finance indicated that it was designed to aid small corpo-

rations to enlarge the scope of their operations, particularly those corpo-

rations which were not large enough to have ready access to the securities

markets. He also stated that it would extend the benefit of the low rate of

tax to an additional 4,000 corporations and that, out of approximatel y

62,000 corporate income taxpayers, 55,000 had incomes below $35,000 and

would in future pay no more than 21 per cent Pi .
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It would be an over-simplification to assume that the purpose and

effect of the dual rate can be determined and its significance measured

solely, or even primarily, by comparison of the lower rate of tax on corpo-

rate income below a certain level with the higher rate on corporate income

above that level .

When the rate of 10 per cent on the first $10,000 of corporate income

was instituted in 1949 there was introduced concurrently a 10 per cent

dividend tax credit; and when the rate on the first part of corporate income

was increased later to 21 per cent, the dividend tax credit was increased to

20 per cent. It is logical to infer that, on corporate income below a certain

level, the intention was to integrate almost fully the corporation tax with

the personal tax on distributed earnings .

Because encouragement was to be given "to the small family type of

business", two further conclusions may be drawn :

1. The businesses to be encouraged were generally ones that, fo r

practical purposes, need not be conducted in the corporate form .

2. Earnings retained in the business, as we]l as those distributed,

generally could be integrated for tax purposes with personal rates

by the fairly simple expedient of distribution and recommittal to

the business.

Because small family type businesses generally can disincorporate if

it is advantageous to do so, one result of the lower corporation tax rate

coupled with the dividend tax credit was to make it unnecessary to do so for

tax purposes .

ANALYSIS OF EFFECTS

We have examined the purpose and effect of the dual rate of corpo-

ration tax from a number of aspects which are discussed in the folloving

sections of this appendix .
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Applicability to Corporate

Business Only

The purpose of the dual rate, as evidenced by the previously quoted

statement of the Minister of Finance, is to encourage the small family type

business by taking less out of the funds they need for growth and expansion,

but it is immediately apparent that a reduction in the rate of corporation

tax as a means of achieving this intention can only be of benefit to

businesses conducted in the corporate form .

It is not known what proportion of small businesses was conducted in

the corporate form in 1949, but it has been estimated that in 1959 there were

some 440,000 small businesses in Canada Y. A"small business" in this

estimate was a business with assets of under $1,000,000, and it was stated

that most of such businesses were unincorporated, had assets of under

$100,000 and were engaged in retail trade, services and construction. For

the 1961 taxation year, there were 97,355 corporations with assets of less

than $1,000,000, of which 62,104 earned a profit . For the same year there

were 52,136 corporations with assets of less than $100,000, of which 29,980

earned a profit ~/ .

On the basis of the previously quoted figures the maximum number ~/

of small corporate businesses which would benefit from the low rate would

be 62,104 if assets of $1,000,000 were used as a criterion of "small", and

29,980 if assets of $100,000 were used. These represent approximately

14 per cent and 6 .8 per cent of the estimated small businesses in Canada,

assuming no material change in numbers since 1959. The remainder could

obtain no benefit from the low rate of corporation tax because they made no

profit or because they were unincorporated .

The low rate undoubtedly takes less of the funds of those corporations

that can benefit from it, but its effect is limited to a comparatively small

proportion of the small businesses in Canada .
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HoweveT, it can be considered to discriminate against businesses conducted

in unincorporated form, and it should be noted that it is available to corpo-

rations in respect of their investment income as well as their business income .

Availability to all Corporations

Subject to the restrictions placed on associated corporations to be

dealt with later, the low rate of corporation tax is available to all corpo-

rations irrespective of size, need of financial assistance, and actual or

potential growth. The Honourable D .C . Abbott acknowledged that size was in

no way determinative when introducing the original legislation, but at the

same time stated that the combined effect of the low rate of 10 per cent on

the first $10,000 and the increase of 3 per cent in what had previously been

the flat rate resulted in a decreased tax burden on those corporations whose

profit was less than $77,000 and an increased burden on those with greater

profits g . The change in total revenue from the taxation of corporations was

negligible . It is interesting to note that, if a flat rate of tax had been

introduced in 1961 which raised approximately the same revenue as the exist-

ing dual rate, corporations with profits of approximately $200,000 woul d

have broken even. It would probably be unwise to conclude that the measure

of a small corporation has changed from one with a profit of less than

$77,000 in 1949 to one with a profit of less than $200,000 in 1961 .

The maximum dollar benefit that can be obtained from the dual rate is

$10,150, and this is available to all corporations with taxable income of

$35, 000 and up. As the amount of taxable income decreases below $35,000

the dollar benefit decreases proportionately. Expressed as a percentag e

of the tax that would be payable at a flat rate of 50 per cent, the benefit

is 58 per cent for all corporations with taxable incomes of up to $35,000

and gradually decreases to 4 per cent at $500,000. No benefit accrues to

the corporation that does not make a profit, though it might well be argued

that such a corporation is in greater need of assistance .
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By making the benefit available to all corporations and relating it

to the amount of profit, the problem of defining small business is avoided

but, as evidenced by the associated-corporation legislation, definitional

problems are not eliminated. By making the benefit available to all corpo-

rations, its cost is greater than would be the case if the benefit were re-

stricted to.small corporations (however defined) . In 1961, there were 7,37 4

corporations with taxable incomes in excess of $35,000. yl Not all of them

would be entitled to the low rate of tax because of the rules respecting

association, but, assuming that 6,500 are so entitled, the benefit to them

costs in excess of $65,000,000, or .rather more than one third of the total

cost of the low rate. However, to avoid anomalies, a notch provision would

be necessary if the low rate were to be withdrawn from corporations with

profits in excess of $35,000 .

Availability Irrespective of

Disposition of Profit

Since its introduction in 1949, the low rate of corporation tax has

been a significant factor in assisting small corporate businesses to expand .

This is so because such businesses have had the power to retain a greater

portion of their profits for reinvestment . It is not mandatory, however,

for the profits to be used for business expansion and, as a result, it is

possible for corporations to use the increased profits for purposes unrelated

to the business or to increase the amount of their distribution to share-

holders. In these latter cases the reduction in corporation tax is not used

in accordance with the underlying intention of the legislation.

For the 1961 taxation year there were 59,864 profitable corporations

with incomes of less than $35,000 . Their aggregate profits totalled $590 .7

million which includes $82 .7 million of Canadian dividends received . These

corporations paid cash dividends of $131.9 million, or approximately 22 per

cent of the aggregate profits .
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Introduction of Progressiveness Into
the Corporation Tax Structure

The dual rate introduces a degree of progressiveness into the corpo-

ration tax structure above the $35,000 level of corporate taxable income .

The degree of progressiveness rises very sharply from $35,000 taxable income

to about $100,000 and very gradually above $100,000. Table I-1 illustrates

this feature .

TABLE I-1

PROGRESSIVENESS OF THE DUAL RATE OF CORPORATION TAX

Remaining Effective
Taxable Tax on First Taxable Tax on Total Tax
Income $35,000 Income Remainder Tax Rate

($) ($) ($) ($) ($) M
1,000 210 - - 210 .210

35,000 7,350 - - 7,350 .210

50,00C 7,350 15,000 7,500 14,850 .297

75,000 7,350 40,000 20,000 27,350 .365

100,000 7,350 65,000 39,850 44,850 .398

250,000 7,350 215,000 107,500 114,850 .459

500 ,000 7,350 46.5,000 232,500 239,850 .480

1,000,000 7,350 965, 000 482,500 489,850 .490

5,000,000 7,350 4,965,000 2,482,500 2,489,850 .498

Equity

It was suggested above that the law rate discriminated against businesses

conducted in unincorporated form, but it may also be said to discriminate

against income derived from other sources . To the extent that the low rate

is intended as an incentive to business growth and expansion this is in-

evitable, but earlier the low rate was criticized on the ground that it wa s
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available even if all the profit was withdrawn. Table 1-2 shows the effec t

of the low rate of corporation tax in certain selected circumstances .

TABLE 1-2

COMPARISON OF THE TAXES PAYABLE
ON AN ADDITIONAL $100 OF INCOME

When Earned by Corporation
Unincorporated Business

Marginal Personal Corporation Personal Total or Employee

Tax Rate Tax Paid Tax Paid J Tax Paid Remuneration

10 $ 21.00 $( 7.90) $ 13.10 $ 00.00

20 21.00 00.00 21.00 20.00

40 21.00 15.80 36.80 40.00

60 21.00 31.60 52.60 60.00
~

80 21.00 47.40 68.40 80.00

a/ This is the personal tax on the dividend received of $79.00 ($100.00

of corporate income less $21.00 corporation'tax paid) less the dividend

tax credit of $15.80 (20 per cent of $79.00) . It is assumed that for
taxpayers with a marginal personal tax rate of under 20 per cent the

dividend tax c redit can be fully utilized against tax on other income .

Old age security tax is ignored in the application of the dividend

tax credit.

The effect of the low rate of corporation tax combined with that of

the dividend tax credit is to increase the total tax payable over what it

would be at the personal rates when the shareholder's marginal rate i s

20 per cent or lower and to decrease the total tax payable where the share-

holder's marginal rate exceeds 20 per cent. At a marginal rate of 80 per

cent the decrease in total taxes payable is $3 .1.60 or 14.5 per cent.

Because in the ultimate analysis all corporations belong to individuals ,

any increase in the wealth of a corporation must affect the wealth o f
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individuals . The law rate of tax is available to corporations irrespective

of the number of shareholders, and it follows that the fewer the shareholders

the greater the benefit that accrues to each. For example, if a corporation

is owned by one person, that person derives the full benefit of the low rate

of tax up to a maximum of $10,150 a year, but for a similar corporation with

ten equal shareholders the benefit to each shareholder would amount only t o

a maximum of $1,015 a year. To this extent also, the low rate produces ver y

uneven consequences .

Complexity of the Law: Associated Corporation s

When the dual rate of corporation tax was introduced in 1949, it wa s

foreseen that the benefit (at that time a maximum of $2,300 per annum) to

be obtained from the low rate might provide taxpayers with sufficient induce-

ment to create new corporations or to divide existing corporations to increase

the amount of income taxable at the low rate, and that preventive legislation

would be required. Because the intent of the low rate was to encourage small

businesses, it might have been anticipated that the anti-avoidance legislation

would not be directed at corporations whose existence could be justified for

sound business reasons, but only at those created for tax-reduction reasons .

As enacted, however, the associated-corporation legislation provided that,

where two or more corporations were related to each other in a taxation year,

the income of those corporations should be aggregated for tax purposes s o

that only one low rate of tax would be available irrespective of the number

of corporations involved. The rules for determining relationship were as

follows :

" . .one corporation shall be deemed to be related to another
in a taxation year if, at any time in the year, (a) it,
directly or indirectly, controls the other, (b) it is,
directly or indirectly, controlled by the other, or (c )

both corporations are controlled, directly or indirectly
by the same person." §/

As a result of taxpayer complaints 9/ this test of relationship was repealed

retroactively and was replaced by a test based on ownership of 70 per cent
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or more of all the issued common shares of the capital stock of the relevant

two or more corporations at any time in the year Lo/ . It is not necessary

to analyze the supporting legislation to establish that the required per-

centage of ownership was the only test for denial of the low rate, even

where the corporations were conducting entirely dissimilar business at oppo-

site ends of the country. It can be said that the supporting legislation

was complex and occasioned numerous judicial decisions particularly concerning

the concepts of "direct or indirect ownership" and "arm's length" . Despite

the introduction of further complex legislation, the ingenuity of taxpayers

was such that the intent of the legislation was being thwarted. In 1960,

therefore, the legislation dealing with associated corporations was sub-

stantially amended. One of the major changes was that the 70 per cent owner-

ship test was abandoned and replaced by the test of control . The legislation

dealing with associated corporations up to 1963 was detailed, lengthy, complex

and, in some areas, uncertain . Despite this, the intent of the legislation

was still being circumvented .

This struggle between the taxpayer and the Revenue culminated in the

enactment in 1963 of section 138A(2) of the Income Tax Act which reads as

follows :

"(2) Where, in the case of two or more corporations, the
Minister is satisfied
(a) that the separate existence of those corporations in a

taxation year is not solely for the purpose of carrying
out the business of those corporations in the most

effective manner, and
(b) that one of the main reasons for such separate existence

in the year is to reduce the amount of taxes that would

otherwise be payable under this Ac t

the two or more corporations shall, if the Minister so directs,
be deemed to be associated with each other in the year . "

This section is noteworthy in that it introduces an element of minis-

terial discretion and formulates the dual test of business purpose and tax

reduction purpose . However, it should not be assumed that.the formulation

of the new tests represents a change in policy toward eligibility for the

low rate . It merely represents an additional hurdle to be surmounted by the
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taxpayer when he has first passed the test of control imposed by section 39

of the Income Tax Act . The introduction of this type of legislation carries

with it the admission that detailed legislation spelling out the circumstances

in which the benefit from more than one low rate allowance will be denied has

not been successful .

The taxpayer has the right to appeal a direction under section 138A(2),

but in deciding whether to vacate the direction it is provided that the Tax

Appeal Board or the Exchequer Court may only do so if it has determined tha t

" . . .none of the main reasons . . . is to reduce the amount of tax . . ." otherwise

payable . The appeal provision contains no reference to the extent, if any,

to which the p,ppropriate forum may consider whether the separate corporate

existence is explicable on the ground that it most effectively carries out

the business of the corporations .

In summary, the legislation, as it presently exists, permits only one

allowance of taxable income at the low rate of tax to a group of corporations

that are under common control or whose separate existence is not solely for

the purpose of carrying out their business in the most effective manner and

when one of the main reasons for such separate existence is to reduce taxes .

The former of these two tests of association is contained in complex, lengthy

and, in some parts, obscure technical legislation .

There is, as yet, no indication as to the manner in which section 138A(2)

will be applied, but there seems to be an implied dual standard for eligi-

bility for more than one low rate allowance . Thus, where the degree of con-

trol of the various corporations falls within the technical rules o f

section 39 and supporting legislation it is automatic that only one low

rate allowance will be granted . But where the taxpayers have been sufficiently

fortunate or sophisticated to escape these technical rules (but presumably not

the intent), the test for denial of more than one low rate allowance will be

lack of business purpose and presence of tax reduction intention .
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The presence of the dual standard referred to in the preceding para-

graph has led us to consider whether a better standard could be introduced .

Because it may be impossible to draft specific detailed legislation in such

a way as to eliminate all presently known means of avoiding association, let

alone new methods which will probably be devised, we considered whether the

basis for denial of the low rate to a corporation could be encompassed in a

general statement leaving the interpretation of particular cases to the

courts . For example, the tests embodied in section 138A(2), with ministerial

discretion removed, might be enacted as the sole tests for denial of the low

rate to a corporation. This might appear to conform more closely to the

original intent of providing assistance to small businesses because no con-

sideration would be given to who .the shareholders of these businesses are

in determining eligibility for the low rate .

In considering the possibility of recommending a radical change such as

that described in the preceding paragraph one is faced with the difficult

task of attempting to evaluate the unknown . Among the questions that flow out

of a consideration of such a proposal and to which definitive answers are

clearly not available, are the following . Would the introduction of such

subjective tests of business and tax reduction purposes lead to excessive

litigation? Do these tests lack the desired level of certainty? Would the

Department of National Revenue be placed in a very difficult position if ,

on appeal and notwithstanding the deemed correctness of an assessment, the

Department was required to adduce evidence to discharge the burden of proof

that might be shifted to it? While these questions cannot be decided in the

absence of the experience that would be gleaned over years of actual imple-

mentation, it must be remembered that the scheme currently in effect is not

perfect . Consequently, any defects that might arise in any contemplated new

legislation, such as those alluded to in the questions previously posed,

would not necessarily represent a deterioration from the status quo. Indeed,

the existing legislation has produced a substantial amount of litigation and

it is doubtful that it can be held out as a good example of the desirabl e
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level of certainty. On the other hand, it is believed that while the sub-

jective elements in the contemplated proposal might tend to weaken the

position of the Department in any instance where the onus of proof was

shifted to it, the Department manages to administer and enforce other sections

of the Act in which similar problems arise such as, for example, where reason-

ableness is an issue .

In view of these previously discussed uncertainties and in an attempt

to maintain an acceptable level of administrative and enforcement facility,

some variation of the business and tax reduction purposes test, possibly less

liable to taxpayer abuse, could be substituted. This could provide that,

where common ownership was in excess of a certain percentage, only one

allowance of income taxable at the low rate was available, and where ccemon

ownership fell below the prohibited percentage but still provided control, the

business and tax reduction purposes test would come into play with the onus of

proof being shifted to the taxpayer . Such a modification would be, in principle,

somewhat similar to the present position. The percentage level at which the

automatic denial of the low rate would be established would be conditioned by

the desire to reduce litigation, to increase certainty, and to balance the

relative strengths of the taxpayer and the fisc. Because acme of these

considerations work in opposite directions, the decision as to the appropriate

percentages would not be one of principle but of pragmatic judgment .

The dual rate of corporation tax is largely responsible for the ex-

istence of the associated-corporation legislation, but in the years since

its introduction other incentive legislation has made use of the same

associated-corporation rules . The elimination of the dual rate would remove

the major need for the associated-corporation rules, and, if other tests to

prevent abuse of incentive legislation were devised, the retention of

associated-corporation rules would be unnecessary.
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As a Barrier to Tax Reform

The low rate of corporation tax may well act as a barrier to the re-

form of the present system of taxation . Many suggested changes to the present

tax structure could not be implemented, or would be rendered excessively

complicated, if the law rate of corporation tax was to continue at its

present level. Thus, further integration of the corporation tax with the

personal tax rate structure would be difficult with the low rate at the

present level, and some of the proposals made to eliminate surplus-stripping

would be emasculated.

EFFECTS OF WITHDRAWAL OF THE LOW
RATE OF CORPORATION INCOME TAX

As a result of our examination of the effects of the dual rate of

corporation income tax, we concluded that, although it permitted certain

small businesses to retain funds which could be used for expansion and growth ,

it seemed to be a relatively inefficient method of doing so. Although any

form of incentive legislation directed at special sectors of the economy

results in anomalies and inequities, the low rate of corporation income tax

applies to all forms of corporate business activity and its consequences are,

therefore, more widespread than other incentives. For these reasons and

because its continuation inhibits tax reform, we considered the effects of

its withdrawal .

In broad terms, the abolition of the lower rate would increase tax

revenues from the corporate sector by approximately $185 million. If this

amount was applied to the reduction of corporation income tax it would be

possible to levy a single rate of corporation income tax of somewhat less

than 45 per cent. However, this broad approach does not demonstrate the

impact that the withdrawal would have on corporations of different income

classes. The maximum increase in the tax burden to any one corporation

would be $10,150 if the single rate was maintained at 50 per cent, or

$8,400 if the single rate was 45 per cent, but the following table showin g

App . I



716

the effect at various levels of corporate income illustrates the results with

greater clarity .

It will be observed from Table 1-3 that for corporations with taxable

incomes up to $35,000 the tax burden is more than doubled whether the single

rate of corporation tax is set at 45 per cent or 50 per cent . This would

reduce the present after-tax income of these corporations by 36 .7 per cent,

at a 50 per cent corporation income tax rate, and 30 .4 per cent, at a 4 5

per cent corporation income tax rate .

It will also be observed that, at a 45 per cent corporation income tax

rate, there is little difference in the tax burden of corporations with

taxable incomes of $200,000, and that for corporations with incomes in excess

of that figure there is a reduction in the tax burden .

We do not believe that the withdrawal of the low rate of corporation

income tax would have any serious effect on corporations with incomes in

excess of $100,000, particularly if the single rate was set at approximately

45 per cent, but these companies numbered only 2,907 out of a total of

67,238 companies which earned a profit in the 1961 taxation year .

For corporations with incomes of less than $100,000, it is probable

that a sudden increase in the tax burden of the magnitude indicated by

Table 1-3 would have serious results . For example, many of these corpo-

rations have indebtedness, and the agreed conditions of repayment may well

have been computed on the basis of cash flows predicated on continuation of

the low rate of corporation tax . It is true that tax rates are never

constant and are subject to continual change, but seldom are changes of this

order made, except in times of national stress, and even then the impact is

not confined to one specific sector of the economy. In addition, there are

certain economic considerations which are discussed in Chapter 22 .

Thus, the removal of the dual rate, without some compensating provision

for new and small businesses, would not appear to be a reasonable proposition .
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ALTERNATIVES TO THE DUAL RATE
OF CORPORATION TAX

Because of criticisms of the dual rate of corporation tax discussed

above, and because its sudden withdrawal could.cause considerable hardship

to many small corporations, we examined a number of alternative methods

within the tax structure of easing the burden on law income corporations .

Option to Elect to be Taxed
as a Partnership

To mitigate the increased tax burden on small corporations ., an option

could be extended to the shareholders to elect to be taxed in the manner in

which a partnership is presently taxed. To prevent abuse, to make it adminis-

tratively feasible, and to prevent loss of revenue from the non-resident

sector such an option would have to be conditional . Thus, there would have

to be a restriction on the number of shareholders, the shareholders of the

electing corporation would have to be individuals resident in Canada, there

would have to be restrictions in the case of a complex capital structure and

the election would have to be consented to by the holders of most of the shares .

It might also be necessary to withhold the right of election where share s

are transferred during the corporation's fiscal year, or at least establish

special rules to deal with such transfers . An option which is subject to

restrictions along these lines is recommended in Chapter 19 .

This proposal has certain advantages. It can be justified on the

premise that the form in which a business is conducted should not be

unduly influenced by tax considerations. Such an option would also permit

corporate losses to be '~iassed through" to the shareholders. This may

be of particular value in the early years of the life of a business .

However, corporations whose shareholders are all employees or possibly

directors effectively have this option available to them now in their ability
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to fix levels of remuneration. However, it would be of advantage to small

corporations where the shareholders are not employees . In most cases the

net result of this option would be an increase in the overall tax burden but

not as severe as that indicated in Table 1-3 .

The partnership option does not by itself appear to provide a sufficient

amelioration of the serious results of complete withdrawal of the low rate of

corporation tax .

Deferment of Payment
of Income Tax

The rationale of this suggestion is that the main reason for assistance

to small businesses is to compensate them for their inability to raise capital

to assist in their expansion . In its simplest form, it would tax all corpo-

rations at a flat rate of .tax but, except for associated corporations, the

payment of that portion of the tax representing the difference between the

present low rate and the flat rate could be deferred subject to payment of a

moderate rate of interest. The total amount of tax which could be deferred

could be limited to the lesser of, say, $50,000, or the amount of the share-

holders' equity, and would be subject to immediate payment on winding up, on

ceasing to carry on an active business, or on becoming non-resident . It

should be observed that the amount deferred would at all times be a liability

of the corporation. It is possible, of course, to add further qualifications

to such a proposal, but each .additional qualification is likely to result in

more complex legislation and further anomalies .

Because the deferred tax payment would be a liability of the corporation,

it would result in a reduction in the surplus available for dividends and

should influence retention of the funds within the business . It would also

substitute indefinite deferment of a limited amount of corporation tax lia-

bility for what might currently be regarded as a remission of an amount of

corporation tax that is subject to an annual limitation only. In effect, it

would withdraw the benefit of the low rate of tax and would substitute a

$50,000 maximum loan of indefinite duration.
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It would moderate the effect on the cash flow of small profit corpo-

rations because the lower the profit the longer it would take to reach the

maximum amount of deferment. For a corporation with a taxable income of

$5,000 per annum the limit on deferment of $50,000 would not be reached for

over 30 years. For corporations with taxable incomes of $35,000 and up the

maximum limit would be reached in 5 years .

It is subject to many of the criticisms levelled at the dual rate of

corporation tax. In particular, the necessity of associated-corporation

legislation would remain, it would be available only to corporations, it

would not assist unprofitable corporations, and to a more limited extent it

would discriminate against other forms of income .

The existence of the deferred tax liability, particularly if it had

priority over other claims in bankruptcy, may have adverse effects on the

ability of small businesses to arrange other financing .

The suggested limit on the amount of tax deferment might be insufficient

to avoid some hardship to those corporations that had geared repayment of

long-term debt to a cash flow computed on the basis of the continued existence

of the low rate of corporation tax .

Because the reduction in tax payments would be subject to a limit, it

would be available for a variable but limited period. To this extent, it

may be considered an aid to new corporations rather than small profit

corporations .

The Creation of an Investment Reserve

In its most generous form, this proposal envisages that corporations

should be permitted to build non-taxable reserves to a maximum amount at an

annual rate which would result in the same reduction in tax payable as does

the present low rate . If the amount of the reserve was not used within a

prescribed period for new investment in plant, equipment, mineral exploration ,
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export promotion, or other approved expenditure it would be brought back int o

the corporation's income and taxed accordingly .

In essence, this plan would permit the corporation to provide for ex-

penditures before they were incurred, and it carries with it the implication

of approval of the appropriate expenditure by the tax authorities .

It is subject to many of the same criticisms that have been raised

against the dual rate and introduces some further administrative complexities

and problems.

Free Depreciation Policy

This proposal, which would be available to corporations with an upper

income limit, would result in a deferment of income tax and would relate the

benefit to retention of funds within the business. The free depreciation

policy proposal has a bias in favour of "depreciable asset" intensive indus-

tries, but as discussed in Chapter 22 it is in this area that a capital

market bias may exist . The associated-corporation problem would remain .

However, it would be possible to extend the benefit of these proposals to

unincorporated businesses . In order to avoid inequality of tax circ=stances

between businesses just above and those just below the upper income limi t

for eligibility, it might be desirable to have a notch provision .

Increased Personal Tax Credit

Another method of mitigating the effects of eliminating, or of increas-

ing, the low rate of tax would be to increase the present dividend tax credit .

Although the effect of an increase in the low rate of tax would be to impose

an additional burden of taxation on the corporation, this would be compensated

to some extent by an increase in the dividend tax credit available to share-

holders on distribution. It would be essential that the dividend tax credit

be made available for refund to the individual shareholder if its benefi t

was not to be denied to the shareholder whose need was greatest, that is, th e
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comparatively low income shareholder of the low income corporation .

The total personal and corporation income tax burden imposed on corporate

income could be held at the approximate personal tax liability of its share-

holders on an equivalent amount of income, provided the corporate income was

distributed. It is true that, to achieve this result, the income must be dis-

tributed and this may be considered to defeat the purpose of the low rate

particularly if the income was not reinvested in the corporation . However ,

if the assistance was directed at the family-owned small business, then the

closer the identification of the shareholders with the business the more

likely that reinvestment in the business would follow if the funds were re-

quired for expansion and growth .

To the extent that it resulted in an increase in the lower rate of

corporation tax, it would permit greater flexibility in the area of tax

reform but an increase in the dividend tax credit,as discussed in Chapter

19 and Appendix F to this Volume, would reduce the degree of progressiveness

of personal tax in respect of corporate distributions ,

CONC IiJSIONS

1. The low rate of corporation tax gives small profitable corporate

businesses the power to retain a greater portion of their profits

for reinvestment in the business and, to this extent, can be a

significant factor in their ability to expand .

2. The dual rate of corporation tax is an imperfect means of providin g

assistance to small business because :

a) It is inefficient in that it is available only to a minor

segment of the small business community, that is, profitable

businesses conducted in the corporate form .

b) It is available whether or not the profits are retained or use d

for expansion of the corporate business .
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c) It is available to all corporations irrespective of size ,

growth potential or need of financial assistance.

d) It is inequitable in that it discriminates against unincorporated

businesses .

e) . It is inequitable in that it is unrelated to the taxable capacity

of individuals to whom any benefit must ultimately accrue (the

associated-corporation legislation relates the benefit to share-

holders but not to their taxable capacity) .

f) It is largely responsible for the complex associated-corporation

3 .

legislation .

g) It inhibits tax reform .

The immediate and complete withdrawal of the low rate of corporatio n

tax could create serious financial problems for many small profit

corporations whose very creation was predicated on the existence of a

low rate of corporation tax . Accordingly, the effects of the with-

drawal of the low rate, or an increase in its level, should be

mitigated in some appropriate way .

4. All of the alternative tax methods of assisting small or new businesses

examined were subject ; to a greater or lesser degree, to similar

criticisms as are levelled against the dual rate of corporation tax .

5 . The associated-corporation legislation is both complex and to som e

extent unsatisfactory. If the dual rate of corporation tax was retained,

taxpayer ingenuity and the flexibility of corporate organization ar e

such that detailed and specific legislation to combat successfully

the avoidance of the intent of the associated-corporation legislation

is unlikely, if not impossible, of achievement .
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APPENDIX J

A POSSIBLE TRANSITION TAX ON

CORPORATE SOURCE INCOME

In Chapter 19 it was pointed out that the implementation of the re-

commendations for corporate source income, although they would lead to an

increase in total tax.revenues (from residents and non-residents) in the

long run, would result in a deficiency in tax revenues over the transitional

period . One means of meeting this deficiency, although it is not our primary

recommendation, would be to impose a special temporary tax on shareholders .

The tax would be sufficient to raise the necessary revenue from corporate

source income in the transitional period to offset the initial revenue loss

from integration . In the long run this revenue loss would be more than

compensated by the other changes in the taxation of corporate source income

that we have proposed.

We are satisfied that there is no general transition tax that would

be both completely equitable for the shareholders of every corporation and

administratively feasible . It is impossible to determine now whether the

shareholders in a particular corporation relative to shareholders of other

corporations would gain or lose as a result of integration . Nor would it

be possible.to do so after implementation of our proposals . While it may

be possible to ascertain, for example, that the low income shareholders of

a particular corporation are treated unfairly under the present law relative

to upper income shareholders of the same corporation, it is usually impossible

to determine whether the shareholders of a particular corporation as a group

are being unfairly treated relative to the shareholders of another corporation .

Special Transition Tax

If there is to be a special transition tax on corporate source income ,

it could be determined and applied in the following way :

1 . An amount, known as the "transition surplus", would be determined by

I
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measuring the increase in the undistributed .income of the corporation

for the period of, say, five years l/ preceding the date of the intro-

duction of the integration system (the "transition date") . The un-

distributed income would be computed in accordance with the normal

procedures now used under the Income Tax Act . Thus, all dividends

paid in this period, including stock dividends and other deemed distri-

butions, whether from tax-paid undistributed income or otherwise, would

serve to reduce the transition surplus . From this aggregate there would

be deducted the amount of any tax-paid undistributed income of the

corporation at the transition date, whenever created, resulting from

elections under section 105 of the Act or otherwise . In addition, as

discussed below, the corporation should be allowed to make further

elections similar to the present section 105 election on up to one half

its transition surplus .

2 . When each distribution or allocation was made subsequent to the transi-

tion date by the corporation to its shareholders (whether out of income

on which corporation tax had been paid or as a return of capital), each

resident individual shareholder would be deemed to have received addi-

tional income equal to the lesser of his portion of the transition

surplus or the amount distributed or allocated to him . This deemed

income would be included in the resident individual's income for tax

purposes and taxed at full rates . Although it would be possible to

al.loW the 20 per cent dividend tax credit on this deemed income, we

do not so recommend because it would have a substantial effect on

revenue that would have to be made up by increasing the number of years

of undistributed income to be included in the transition surplus . The

amount of the .distribution or allocation on which the deemed income

figure would be based would be the net distribution or allocation and

not the grossed-up amount. If the shareholder was another resident

corporation,it would not be subject to the special tax, but would

include the deemed income in its own transitional surplus for allocation
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to its own shareholders . The special tax would not be payable by non-

residents because they would derive no benefit from integration and

would continue to be subject to withholding tax on distributions in

the same manner as at present .

3 . It is not intended that the imposition of a transition tax should

increase the total taxes on distributions over what would be payable

under the present system. Therefore, we believe that an election

similar to the present section 105 should continue to be available

during the transitional period of, say, seven years . Although the use

of this election by a corporation would result in its having to remit

part of the transition tax, this appears to be the most equitable

procedure for allowing shareholders to elect the manner in which they

wish to pay the transition tax . Thus, we suggest that a corporation

be permitted to elect to pay 15 per cent on one half of its transition

surplus and thereby relieve its shareholders from having to bring

that portion of the transition surplus into their income .

4 . The special tax would be imposed as long as any transition surplus was

on hand . However, to ensure that the period of time concerned did not

become extended, and to prevent the undue deferment of the payment of

this tax, the government might wish to provide that all transition

surplus must be paid or allocated by some final date, say, seven years

from the transition date .

5 . The transition tax would be based on a deemed figure, even though the

amount would be calculated by reference to actual distributions or

allocations . It would be a special tax and would not in any way affect

the other tax consequences of making a distribution or allocation as

outlined in Chapter 19 and would not affect the basic tax accounts of

the corporation . Thus, it would not involve any adjustment to th e

cost basis of the shares . The tax would be a form of arbitrary fee

levied on shareholders which, only for purposes of the computation ,

App . J



728

would be related to corporate distributions and allocations . Relating

it in this fashion would also ensure that most shareholders would pay

less tax and that no shareholders would pay substantially more tax on

corporate distributions than they would have paid under the present

legislation . The taxes payable are shown in Table J-l .

6 . Many of the present "surplus-stripping" problems would remain in

connection with the transition tax. It would probably be necessary

to have special rules for the imposition of the tax on a sale of

shares by a resident to a non-resident, to an exempt organization or

to a security dealer .

While this description is rather specific, the details of the transi-

tion tax and the number of years to be taken into account in computing the

transition surplus would be determined by the government after further study

of the probable effect on revenue of the introduction of the proposed changes

in the tax system .

A special tax in this form has a number of implications . The tax would

essentially be based upon undistributed income accumulated over recent years .

Therefore, it would amount to a tax on surplus . However, we do not believe

that this would be inequitable because it would only take the surplus of

recent years into consideration and most shareholders have anticipated that

the withdrawal of this surplus through dividends would eventually involve

some tax liability. We believe that it would be advantageous for the economy

as a whole to have the full benefits of integration immediately available to

new, to recently formed and to rapidly expanding corporations . Basing a

transition tax on recently acquired undistributed income would minimize the

tax on these three groups . In addition, the "capitalizing" of all the un-

distributed income on hand would benefit the old established companies with

large surpluses by limiting the tax liability on distribution of their

surpluses . However, it is reasonable to collect some tax from the share-

holders of these corporations . Because surplus accumulated up to the
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TABLE J-1

E}CA~TLES OF THE TOTAL TAX ON A$100 POST-TRANSITION DIV IDEND
OR ALLOCATION FROM A CORPORATION WITH AT LEAST A N
EQUIVALENT AMOUNT OF TRANSITION SURPLUS ON HAND

Resident shareholder with 20 per cent marginal tax rate

Ordinary dividend or allocation $100 .00

Grossed-up 200 .00

Personal tax at 20 per cent

Credit for corporation ta x

Refund

40 .00
100 .00

60 .00

Transition Tax

Deemed income of $50 at 20 per cent 10 .00
Section 105 type election b y
corporation on $50 at 15 per cent a1 7 .50

Personal tax (as above) 40 .00

Total tax paid 57.50

Resident shareholder with 50 per cent marginal tax rate

Ordinary dividend or allocation 100 .00

Grossed-up 200 .00

Personal tax at 50 per cent 100 .00
Credit for corporation tax 100 .00

Refund

Transition tax

Deemed income of $50 at 50per cent 25.00
Section 105 type election b y

corporation on $50 at 15 per cent a/ 7 .50

Personal tax (as above) 100 .00

Total tax paid

Note :

$132 .50

f It is assumed that the corporation elects to pay the 15 per cent
tax on one half of the transition surplus :
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transition date would not be subject to any further tax on distribution to

the shareholders other than the special transition tax, most shareholders of

corporations with accumulated earnings would be in a much improved situation

even after payment of the tax .

This transition tax does not purport to be equitable in any absolute

sense to the shareholder of a particular company relative to another share-

holder in the same or another company . However, even though the impact of

the tax might weigh relatively more heavily on some companies than on others,

the potential inequities are much less serious than might otherwise appear

because most shareholders have some diversification in their portfolios,

often through investments in mutual funds and pension plans . High income

individuals holding shares in private companies that have had low pay-out

ratios in order to defer personal tax are less likely to have this diversi-

fication than others . The transition tax would be relatively heavy in the

case of this group . This feature of the tax seems to us to be desirable .

Because the transition tax would not be imposed on the company and the

undistributed income would, in effect, be attributed to shareholders, non-

resident shareholders should, in general, be unaffected . We do not favour

the imposition of a new tax on non-residents to recoup revenues lost in

making a change from which they would not benefit .

Shareholders in private companies that in recent years have paid sub-

stantial dividends or have made section 105 distributions, even if these

distributions were in effect made from surplus accumulated many years before,

kould pay little additional tax . This is desirable because these share-

holders have already distributed and paid tax on'a substantial portion of

their corporate income . Also, if a corporation had acquired tax-paid un-

distributed income that it had not distributed, this would benefit its share-

holders . This too appears equitable, because otherwise the shareholders

would obtain no benefit from the payment of this tax on, the corporation's

undistributed income . In addition, because the right to a section 10 5
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election would remain available for a limited period of time, many companies

would be able to reduce the effective tax burden to their shareholders by

making such an election .

Many small companies that could qualify for the accelerated capital

cost allowance would be able to reduce or eliminate their ordinary income

tax liability on corporate source income in the years immediately following

the transition date, so that they should have available liquid funds with

which to pay the special tax .

Shareholders in mining and petroleum companies or life insurance

corporations would be subject to little, if any, transition tax as the un-

distributed income of these companies is usually relatively small . This

would be a desirable result as our other proposals would generally increase

the level of tax on these shareholders .

The cash position of most shareholders who did not realize share gains

during the transitional period would, on balance, be improved relative to

their current position, despite the necessity of paying the special tax .

The tax refund on allocated corporate income would, on average, more than

offset the special tax .
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REFERENCE

~ As a single time period would place a relatively new corporation in

the same position as an older corporation that had been accumulating

undistributed income for many years, it might be more equitable to

also provide an alternative time period of, say, ten years . A company

choosing the alternative would be permitted to reduce the transition

surplus by an arbitrary amount of, say, 40 per cent to arrive at a

figure similar to that obtained under the shorter time period . This

alternative would be available even if the company had not been in

existence for the full period of time in order to ensure that the

newer companies would not be taxed relatively more heavily than the

established corporations . The actual number of years that would be

included in both of these computations would depend upon the amoun t

of revenue required in the transitional period .
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APPENDIX K

TAX CONCESSIONS TO THE MINING AND PETROLEUM INDUSTRIES

Historical Development

Although the three-year exemption from income tax for new mines, the

depletion allowances and the deduction of exploration and development costs

which are enjoyed by the mining and petroleum industries are difficult to

justify at the present time when virtually all costs are deductible, a

review of the historical development of these tax concessions gives some

insight into the reasons for their existence .

Depletion Allowance . The depletion allowance was introduced in the Business

Profits War Tax Act of 1916, and in general terms was intended to allow for

exhaustion of the resource . No reference was made to an allowance for the

cost of developing the resource ; rather it was justified in terms of the

value of the resource . This may be partly explained by the fact that the

profits tax was to be levied only on profits in excess of a certain percent-

age of capital, and it was recognized that in an industry such as mining or

petroleum the real capital values at the inception of the tax might be quite

different from the costs recorded in the accounts . The depletion allowance

might also have been justified as an indirect allowance for cost, since it

does not appear that exploration and development costs were allowed at that

time as a deduction in computing income . Once this concept was established

for mining and petroleum companies in existence at the time of the intro-

duction of the income tax, presumably it was difficult not to grant a similar

allowance to new companies, even though no attempt has ever been made t o

tax these companies on the difference between the cost and the real value

of the capital . Experience in the United States was similar and probably

influenced the Canadian approach .

Under the Income War Tax Act of 1917, the Minister of National Revenue

was given discretion to'establish such an allowance for exhaustion as he

deemed just and fair . Some time after 1928, the allowance was establishe d
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at 25 per cent of gross revenue, of which an amount calculated at 25 per

cent of net revenue was viewed as a depletion allowance and the balance as

an allowance in respect of development costs, although the meaning of these

terms is not clear . In 1939 the first direct form of capital cost allowance

emerged, a separate deduction being allowed by the Minister for a percentage

of development costs, decreasing from 30 per cent to 10 per cent until the

cost was fully written off . The Minister continued to grant a depletion

allowance of 25 per cent of the net income remaining after deduction of the

development costs . In 1941 the depletion allowance for operators was in-

creased to 33•33 per cent at which level it has remained to the present day .

In 1949 the calculation of the depletion allowances was set out i n

the Regulations . In their application to the petroleum industry, controversy

ensued as to whether the depletion allowance was to be based on a°well by-

well" calculation, in which case only the profits of profitable wells would

be considered, or whether it would be based on an "overall" calculation ,

in which case losses of unprofitable wells would have to be deducted as

well as exploration, development and other operating expenses not related

to the profitable wells . The Regulations were amended several times a s

the government attempted to ensure the latter treatment, and the result was

that only in the years 1949 and 1950 could a well-by-well'basis be used .

Despite the changes which occurred after 1939 in the treatment of

costs, referred to below, there was no basic change in the depletion al-

lowance aside from an increase in the rate for operators from 25 per cent

to 33 .33 per cent . The liberalization of the allowance of costs did, of

course, have an effect on the depletion allowances which are based on

income after deduction of costs . In addition to this operator's depletion

allowance, there has been a "non-operator's" depletion allowance of 25 per

cent of gross revenue and also a depletion allowance granted to shareholders

varying from 10 per cent to 20 per cent of the dividend, depending upon the

proportion of the company's income directly or indirectly derived from oil

and mining operations .
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Three-Year Exemption for New Mines . The three-year exemption of the income

of new mines was introduced in 1936 as a ,measure to encourage the develop-

ment of the mining industry . At,the time of its introduction, the Minister

of Finance stated :

"Exploration and development require expenditure of large
amounts of capital over a considerable period of time .

Private enterprise, therefore, can only be induced to enter
the field if the prizes to be gained for the relatively few
successes are attractive ." 1/

Originally intended for a period of only a few years, .it has been in the

legislation in roughly the same form ever since .

Deduction of Exploration and Development Costs . In 1943, tax credits were

introduced for certain drilling and exploration petroleum expenditures . In

introducing this measure the Minister of Finance referred to the emergency

conditions of the day and stated that it was the government's desire to

remove as far as possible any barriers which taxation may impose in the way

of the search for oil . The tax credit rates corresponded to the corporation

tax rates (in some cases exclusive of excess profits tax) of the time, and

accordingly the tax treatment was equivalent to allowing .the expenditure s

as a .deduction in arriving at taxable income .

When amendments to the tax legislation were considered in 1945, it was

contended by some that the write-off of mining depreciation and pre-production

costs tended to defeat the purpose of the three-year exemption, and in 1947

gold mines were permitted to defer deducting certain expenses during the

exempt period . With the introduction of the present depreciation system

in 1949, the claiming of all capital cost allowances became permissive, and

an incidental effect of this change was to permit mining companies to defer

claiming capital cost allowances until after the three-year exemption had

expired .

A further major change in the treatment of costs came in 1948 when all

exploration and development costs other than the costs of rights, bonu s
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payments and purchased properties became deductible immediately to the

extent of the income of the taxpayer, any unabsorbed balance being available

for indefinite carry-forward . The last major change occurred in 1962 when

the costs of oil rights and properties became deductible in the same manner

as exploration and development costs .

Anomalies and Technical Difficultie s

There are a number of features in the provisions for the three-year

exemption which present anomalies, loopholes and problems in administration .

For example, there is considerable imprecision in the definition of what

constitutes a new mine, and some of the mines which qualify may be in an

ore body already known to exist and from which ores are being extracte d

at a nearby location, or the ore taken from the ground may be processed by

an existing plant .

It may be noted that the income which is exempt under the legislation

may be considerably greater than the income determined under ordinary

business principles, because capital cost allowances and the amortizatio n

of pre-production costs may be deferred until after the exempt period . While

the results from the Mining Survey 2/ in this respect were incomplete and

revealed wide fluctuations in experience, on the average the income for

corporate purposes was about 72 per cent of the tax-exempt reported income .

This would indicate that the three-year exemption is in effect at least a

four-year exemption in terms of normal business profits . In addition, mining

income for this purpose is treated as including income from a refining

operation carried on by the taxpayer, but not the income from a refining

operation carried on by another taxpayer . The exemption of income also

provides an incentive for changing operating procedures in order to maximize

income during the exempt period, although it is extremely difficult to

determine the extent to which this has affected actual operations and, a s

far as we have been able to ascertain, it is not a material factor .
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As in the case of the three-year exemption, income eligible for the

33•33 per cent depletion allowance may include income from a refining

operation carried on by the taxpayer, but not income from such an operation

carried on by another taxpayer . In addition, it is somewhat anomalous that

all exploration costs must be deducted in arriving at the income subject

to depletion even though they may bear no necessary relation to the mine or

petroleum well . This does not, however, seem to be a matter of contentio n

in the mining industry, probably because the exploration costs are relatively

smaller than in the oil industry, and a mine is often operated by a separate

company that is not engaged in outside exploration .

One of the inherent difficulties in the tax concessions granted to

the oil industry is the conflict between the two main concessions-the

depletion allowance on production income and the fast write-off of costs .

For example, the fast write-off of exploration and development costs has

to be made against income subject to a lower rate of tax because of the

depletion allowance . On the other hand, the effect of the depletion

allowance is reduced because the fast write-off of exploration and develop-

ment costs means that income, and therefore an effective claim for depletion

allowance, is deferred .

Taxpayers have resorted to various methods of deriving the maximum

benefit from these two incentives by separating them . For the years 1949

and 1950, the Home Oil Company was able to establish that the depletion

allowance should be calculated on a well-by-well basis, 3/ which meant

that exploration and development costs not related to the producing well

were not deductible in computing the income subject to depletion . Another

taxpayer, Imperial Oil Ltd ., was unsuccessful in its attempt to establish

such a basis for 1951 under the Regulations as amended 4 / . We understand

that an integrated oil company is able to organize separate corporations

in such a way that exploration costs can be deducted against refinin g

and marketing income which would otherwise be taxed at full rates, an d
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can claim depletion allowance on the production income without deductio n

of such exploration costs . Although this use of separate corporations would

effectively defeat the general basis for calculating depletion as set out

in the Regulations, no action has been taken by the government to require

consolidation of related corporations for the purpose of determining the

depletion allowance .

Problems Arising from Present
Tax Concession s

The relation between the depletion allowances and the fast write-off

of costs was the basis of various proposals to us . One was that 150 per

cent of exploration costs should be deductible . Another was that the de-

pletion allowance should be based on 25 per cent of gross revenue, that is,

before operating expenses and exploration and development costs . Based on

future projections submitted to us by the Canadian Petroleum Association,

this suggestion would, in the case of an oil company with a continuing

exploration programme, virtually eliminate the taxation of any income from

the exploration and production of oil, Their projected figures for calcu-

lating the income from a barrel of crude oil were as follows :

Selling price $2 .40
Royalty .35

2 .05

Operating expenses 49
1 .56

Exploratiorl costs $ .67

Development costs _ 39 .97

Income $ .59

The suggested 25 per cent gross depletion allowance would give an extra

deduction of 51 cents (25 per cent of $2 .05) per barrel, reducing the income

per barrel to 8 cents .

Since we have recommended that the depletion allowances be discontinued,

it is not necessary to assess the merits of these proposals . An incidental

result of our recommendation would be to bring the existing problems to an

end .
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A significant anomaly has emerged in respect of potash development .

One method of extraction which involves drilling holes into the earth is

considered an oil well operation, whereas another which involves extraction

on the surface is considered an open pit mining operation, eligible for the

three-year exemption for new mines . This difference in treatment has arisen

merely from the physical characteristic of the operation, which bears no

relation to need for tax relief . With the adoption of our recommendation

for removal of the three-year exemption for new mines, this anomaly would

be ended .

The tax advantage which an integrated mining or petroleum company

enjoys in relation to an unintegrated company reflects the fact that, under

the income tax system, the taxpayer with income against which to offset

costs of developing new ventures is in an advantageous position, because he

can have his costs immediately recognized for tax purposes . This inherent

discrimination of the tax system is accentuated in the natural resource

industries because of the basic nature of the industries and the special

tax provisions which have been adopted to date .

Because there is a long delay between the outlay of expenditures to

find mining and petroleum reserves and the resulting income, and -because

there is a continuing need to find new reserves for the future, deductibilit y

of the experiditures as they occur can be extremely important . For companies

engaged solely in production, the acceleration of the write=off of expendi-

tures beyond a certain degree is of little significance,~because - even a

moderate degree of acceleration will permit income tax to be deferred for

many years . Flirthermore, if provision is made for the accelerated write=-

off of expenditures, a special incentive based on income, such as -a per-

centage depletion allowance, is not of much consequence for such - companies

because their income, and therefore their right to claim depletion, may be

deferred until far into the future . For an integrated company, however ,

it may be possible to absorb immediately expenditures that will produc e
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long-term benefits and also to claim a depletion allowance relatively

quickly . This is especially true where the form of corporate organization

has enabled expenditures to be charged against income other than production

income and depletion allowances to be calculated on the production income .

Thus, while the tax provisions have enabled the unintegrated producing

company to defer payment of tax for a long time, they have provided an even

greater advantage to the integrated company .

The recommendations for removal of the percentage depletion allowances

will serve to reduce this sharp discrimination between the integrated and

unintegrated companies .

Representations have often been made that the United States operator

has an advantage in carrying out oil operations in Canada compared with the

Canadian operator, because of the operation of United States income tax

laws . Where a United States corporation is operating in Canada through a

branch, this advantage appears to arise from the possibility of writing off

costs of the Canadian operations against other income in the United States,

and from the fact that United States law provides for depletion at 27 .5 per

cent of gross revenue, subject to a maximum of 50 per cent of net income,

on a property-by-property basis . These advantages are not unlike the ad-

vantages of a Canadian integrated company over a Canadian unintegrated

company . For a United States individual, the relative advantage arises

from his ability to deduct costs incurred outside the United States against

all his income, and from certain anomalies inherent in the United States

method of taxation which permit a tax advantage to be gained through the

generous allowances of costs and the preferential treatment of proceeds from

oil properties . On the other hand, a United States corporation or indiv~dual

is not allowed, under United States tax laws, the immediate deduction o f

all exploration and development costs which is generally permitted to a

Canadian corporation engaged in oil operations .
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APPENDIX L

TAXATION OF FOREIGN INCOME UNDER THE
UNITED STATES INTERNAL REVENUE CODE

This is an outline of certain aspects of the taxation of foreign income

under the United States Internal Revenue Code . Paramount attention is given

to recent legislation, particularly the Revenue Act of 1962 which introduced

new and extensive rules governing .international business . Certain complex

rules have been reduced to generalizations which necessarily disregard many

qualifications and special rules . All.references are to the Internal Revenue

Code of 1954 and Regulations thereunder, as amended to April 30, 1966 .

BASIC RULES

World Income

Citizens, residents and corporations incorporated in the United States

("domestic corporations") are subject to tax on income from all sources whether

domestic or foreign l1 .

Foreign Tax Credit or Deduction

A taxpayer may elect to deduct foreign-income taxes paid on foreign

source income or to credit the foreign taxes against United States taxes other-

wise payable on the foreign source income 2/ . A credit for foreign taxes has

been provided in the Code in some form since 1918 . Foreign taxes creditable

include provincial and municipal income taxes .

A United States corporation, but not an individual, is also permitted an

indirect credit for foreign taxes under section 902 . This section permits a

United States corporation in calculating its United States tax on dividends

from a foreign corporation to apply the United States tax rate to the profits,

calculated by United States rules, of the foreign corporation before foreign

income taxes and then to deduct from the United States taxes otherwise payable

all the foreign taxes paid, to the extent that the dividend received is deemed

to have been paid out of the income of a foreign corporation subject to foreig n

tax.
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The indirect credit is available only to a domestic corporation which

owns 10 per cent or more of the voting stock of the foreign corporation . A

corporation may also credit its share of eligible taxes if the foreign corpo-

ration in turn owns 50 per cent or more of the voting stock of a subsidiary

of the foreign corporation, that is, a second-tier corporation . No credit is

available for taxes paid by third and more remote tiers .

A United States taxpayer is further entitled to elect whether to take an

"overall limitation" or a "per country limitation" on the foreign tax credit

claimed 3/ . If the former is elected, all foreign source income is lumped to-

gether and one calculation is performed which includes all foreign income taxes

paid on the income in question . If the latter is elected, a separate calcula-

tion is performed for each country . The overall limitation may not be applied

to certain interest income, generally, interest not derived from the active

conduct of trade or business or from a corporation in which the taxpayer owns

at least 10 per cent of the voting stock . This qualification was added by the

Revenue Act of 1962. Any excess of credit over United States taxes payable,

which the credit utilized in any one year may not exceed, may be carried back

to the two taxable years next preceding the one in which the excess credit is

generated and carried forward for five succeeding taxable years .

Source of Income

Determination of the source of income is basic to the United States system

of taxation of income having a connection with the United States . It is spe-

cially important in the operation of the foreign tax credit rules because of

the possibility that a foreign country may tax income which is regarded under

United States law as being United States source income . In such a case, the

United States taxpayer may be subject to double taxation, unless relieved by

a tax convention, because he will not be allowed credit under United States tax

law for taxes paid on income which is deemed by United States law to arise from

United States sources .

The source rules are briefly as follows ~/ . The source of interest income

is ordinarily the place of residence of the payor . For this purpose, all
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domestic corporations are residents of the United States :ahether or not they

do business or own property in the United States, and foreign corporations are

residents if they are engaged in trade or business in the United States . There

are three exceptions to the payor test. One takes into account the possibility

of tracing the source of interest to the source of the income of the payor and

the other two exceptions apply to certain aspects of the banking business .

In determining the source of dividend income, the place of incorporation

and of the source of the income of the paying corporation are taken into ac-

count in the application of certain relatively complex rules . The source of

rent and royalty income is generally the place of location of the property

giving rise to the income or the place where the property is used or is usable

under licence. Services are deemed to give rise to income in the place where

the services are performed . The source of income from the sale of real pro-

perty is where the property is located, and income derived from the purchase

and sale of personal property is deemed to be derived from the place where

title to the goods passes to the buyer under the contract . If bare legal title

is retained by the seller, the sale takes place where beneficial ownership and

risk of loss is passed J. The source rule on the purchase and sale of personal

property applies to the sale of securities as well as to goods and a sale

includes an exchange. However, income from the production and sale of personal

property is generally treated as derived partly from the place of production

and partly from the place of sale .

SOME SPECIAL RULES-
EXEMPTIONS AND LIMITATIONS

Earned Income of Citizens Resident
Outside the United States

A United States citizen resident abroad is not subject to United States

tax on foreign source income for personal services :

1. Up to $20,000 if he has been a bona fide resident of a foreign country

or countries for an uninterrupted period which includes an entire taxable

year; and
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2 . Up to $25,000 after three consecutive years of bona fide residence .

A taxpayer who has not established residence abroad may exclude from income

subject to United States tax up to $20,000 of compensation earned abroad if

he has been present in a foreign country for 510 full days ( 17 months) in a

period of 18 consecutive months . If the 18-month period begins or ends during

a taxable year, the exemption is limited to the proportionate part of $20,000 .

Special provisions cover other situations involving partial tax years 9 .

Western Hemisphere Trade Corporations

The law includes several qualifications to the general rule that a United

States corporation is fully taxable currently on all its income from whatever

source . For example, a United States corporation which is a "western hemis-

phere trade corporation" is graxited, under provisions introduced in 1942, a

deduction of approximately 14 percentage points for specified types of opera-

tions in the western hemisphere outside the United States . Briefly stated ,

a western hemisphere trade corporation is a. United States corporation all of

the business of which (other than incidental purchases) is done in .any country

or countries in North, Central or South America or in the West Indies, 95 per

cent or more of the gross income of which for the three-year period immediately

preceding the close of the taxable year was derived from sources outside the

United States and 90 per cent or more of the gross income of which for the same

period was derived from the active conduct of a trade or business f . A west-

ern hemisphere trade corporation subsidiary may be included in a consolidated

return with a fully taxable United States parent corporation 9 and, as a

result of the 1964 amendments to the Code, is enabled to pass dividends t o

the parent without additional tax on the dividend, when it is included in a

consolidated return . The credit for foreign taxes is available, but the credit

is reduced to prevent the spread of the benefit or the preferential tax rate

accorded to the western hemisphere trade corporation to other corporations in

the group when an overall limitation is used and the taxable income of the

western hemisphere trade corporation is derived from different countries tha n
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is the income of the other corporations a/ . Dividends may also be paid to

the parent without tax when an election is made by the parent to take a

full deduction for dividends received 10J . Both the election to take the

"100 per cent dividends received" deduction and the election to file a con-

solidated return result in loss of the separate surtax exemption of the

western hemisphere trade corporation .

Possessions Corporations

Another provision of long standing grants certain exclusions from in-

come for United States corporations engaged primarily in earning income from

United States possessions

SOME SPECIAL RULES-INCLUSIONS

Foreign Personal Holding Companies

The foreign personal holding company provisions of the Code were enacted

in 1937, primarily to prevent citizens and residents from avoiding United

States tax by transferring their securities to a foreign holding company .

Section 551 of the present Code provides that the undistributed foreign per-

sonal holding company income of a foreign personal holding company shall be

included in the gross income of citizens or residents of the United States

and domestic corporations to the extent of the dividend which would have been

distributed to them had the undistributed foreign personal holding company in-

come been paid out as dividends . A company is a foreign personal holding

company if at least 60 per cent of its gross income, as defined for that pur-

pose for a taxable year, is foreign personal holding company income (50 per

cent in taxable years subsequent to the first taxable year in which the 60 per

cent test is met) and more than 50 per cent in value of its outstanding stock

is owned directly or indirectly at any time during its taxable year by or for

not more than five individuals who are citizens or residents of the United

States .
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Foreign personal holding company income is defined as that portion of

gross income which consists of dividends, interest, royalties, annuities,

gains from the sale or exchange of stock or securities, gains from futures

transactions in any commodity on or subject to the rules of a board of

trade or commodity exchange, certain income relating to estates and trusts,

income from personal service contracts where the individual who is to per-

form the services is designated in the contract or may be designated by

some person other than the corporation in certain circumstances, income

from the use of corporation property by shareholders, and rents which do

not constitute 50 per cent or more of the gross income of the corporation .

It is to be noted that the 60 per cent (50 per cent) requirement relates to

the gross income of the foreign company . If that test is met, the United

States shareholder must include in his gross income his allocable share of

the entire taxable income, which is computed as if the corporation were a

United States taxpayer .

The Revenue Act of 1962-
"Controlled Forei gn Corporation"

The scope of United States income tax law prior to the 1962 Revenue Act

may be summarized as follows . Apart from the taxation of income from United

States sources, and subject to the foreign personal holding company provisions

of the Code, United States individuals and United States corporations could

engage in business outside the United States through the instrumentality o f

a foreign corporation without subjecting the profits from such operation to

United States. taxes until the profits were repatriated . If they were re-

patriated in the form of dividends, they would be taxed as ordinary income

subject to foreign tax credit . In the event of the sale or exchange of stock

of a foreign corporation, which includes the liquidation of the foreign cor-

poration except in special circumstances, the gain would be taxed at the

special capital gain rate . The Revenue Act of 1962 made substantial changes

in the taxation of the foreign activities of United States persons, both in-

dividuals and corporations, and the provisions of that Act will be set out

somewhat more extensively than the prior law .
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Subpart F Income 12/ . Certain types of income of controlled foreign corpo-

rations ("subpart F income"), even though undistributed, are included in the

income of United States shareholders in the year the income is earned by the

foreign corporation . In these cases, the shareholders are permitted to take

the foreign tax credit to the same extent as if actual distribution had been

made . United States shareholders are defined as "U . S. persons" with a 10

per cent stock holding. "U. S. persons", generally speaking, are United

States citizens or residents and domestic corporations, partnerships, and

estates or trusts . Each United States shareholder to be so taxed must either

actually or constructively have at least a 10 per cent interest in the voting

power of all classes of stock of a controlled foreign corporation . A foreign

corporation is a controlled foreign corporation for this purpose only if more

than 50 per cent of the combined voting power of all classes of stock is

owned directly or constructively by these United States shareholders each

having a 10 per cent or greater stock interest . To bring the provisions into

play, a foreign corporation must be a controlled foreign corporation fof a

period of 30 days or more during any taxable year beginning after December 31,

1962, and only a person who is a United States shareholder on the last day

such corporation is a controlled foreign corporation in any year is subject

to United States tax on his pro rata share of subpart F income .

Two categories of undistributed income are taxed to the United States

shareholders of controlled forei gn corporations . The first category involves

income derived from the insurance or reinsurance of United States risks and

was designed to avoid practices resulting from the Life Insurance Company

Income Tax Act of 1959. These provisions are not thought relevant to Cana-

dian experience and will, therefore, not be discussed herein . The other

category is referred to as foreign base company income . Foreign base company

income is broken down into forei gn personal holding income, forei gn base

company sales income and foreign base company services income . Collectively,

the income derived from insurance or reinsurance of United States risks and

foreign base company income is referred to as "subpart F income" . The amount
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of this which may be taxed in any year is limited to the earnings and pro-

fits of the controlled foreign corporation for the taxable year less deficits

of that and other controlled foreign corporations not offset since 1959 .

Earnings Invested in United States Property 13J . In addition to certain

types of undistributed earnings being treated as if they were distributed to

the United States shareholders of controlled foreign corporations, the Act

also provided that increases in earnings invested in United States property,

with certain exceptions, are to be taxed to United States shareholders . In

general terms, United States property includes tangible property located in

the United States, stock of a United States corporation, an obligation of a

United States person and patents, copyrights and technical data acquired or

developed for use in the United States . Earnings invested in United States

property are treated first as arising out of subpart F income which means

that, to the extent that subpart F income is taxed to United States share-

holders, the income of the corporation will not again be taxed to the United

States shareholders because of investments in United States property .

Similarly, actual dividend distributions are treated first as being pai d

out of earnings invested in United States property, then out of subpart F

income, and only finally, if any balance remains, out of the accumulated

earnings and profits of the corporation which have not already been taxed

to the shareholders . Only when actual dividends are treated as paid out of

this latter category do they represent taxable dividends to the shareholders .

The earnings of a corporation classified as subpart F income or as

investments in United States property give rise to taxable income to the

United States shareholders only with respect to the portion of the earnings

represented by the portion of the year in which the corporation was a con-

trolled foreign corporation and the shareholders are taxed only on their

allocable shares of the earnings . However, the provision applicable to in-

creases in earnings invested in United States property is operative with

respect to the total earnings of the controlled foreign corporation irres-

pective of when they are earned .
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1 . Foreign base company income consists ofForeign Base Company Income 14

foreign personal holding company income, foreign base company sales income

and foreign base company services income which are discussed below . Ex -

cluded from foreign base company income are dividend and interest income

from 10 per cent related persons (and gains from the sale or exchange of the

underlying investments) which are attributable to certain investments in

less developed countries . Also excluded is certain income from shipping .

Special rules apply where gross income giving rise to the foreign base com-

pany income represents less than 30 per cent or more than 70 per cent of

the controlled foreign corporation's gross income . A further exception is

provided for a foreign corporation where it is established to the satisfac-

tion of the Treasury Department that the foreign corporation is not utilized

to reduce taxes . The exclusions and special rules are discussed briefly

below .

Foreign Personal Holding Company Income 15/. This category involves income

which under other provisions of the Code already is defined as "foreign

personal holding company income" . Generally speaking, this is income which

is passive in character . It includes income from dividends, interest, most

royalties, annuities, etc . In this connection, the Senate Committee on

Finance said :

"Your committee, while recognizing the need to maintain active
American business operations abroad on an equal competitive
footing with other operating businesses in the same countries,

nevertheless sees no need to maintain the deferral of U . S .

tax where the investments are portfolio types of investments,
or where the company is merely passively receiving investment

income . In such cases there is no competitive problem ,justify-

ing the postponement of the tax until the income is repatriated ." 16

Three modifications are made in the definition of foreign persona l

holding company income for the purposes of determining foreign base company

income . First, all rental income is included in foreign base company income

whereas under section 553 of the Code rental income is included as foreign

personal holding company income only if it constitutes less than 50 per cen t
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of the gross income of the corporation . Second, rents and royalties received

from an unrelated person and derived from the active conduct of a trade or

business are excluded from foreign base company income, as are dividends,

interest and gains from the sale or exchange of stock or securities derived

in the conduct of a banking, financing or similar business, and also divi-

dends, interest and gains from the sale of stock or securities derived from

the investment made by an insurance company of its unearned premiums or re-

serves necessary for the proper conduct of its insurance business . In this

second category, only income from unrelated persons will qualify for the

exemption . The third type of exception is made for income received from

related parties . This is designed to avoid taxing the United States share-

holders on dividends received by a controlled foreign corporation from a

related party where the United States shareholder would not have been taxed

if he had owned the stock of the related party directly. For this reason,

dividends and interest received from a related corporation, which is orga-

nized under the laws of the same foreign country as the controlled corporation

and has a substantial part of its assets used in its trade or business located

in that foreign country, are not included in the foreign base company income .

Rents, royalties and similar payments received from a related party, whether

or not incorporated in the same jurisdiction, are also excluded from foreign

base company income if these amounts are received for the use of property

within the country in which the controlled foreign corporation is incorporated .

Also excluded from foreign personal holding company income in determining

foreign base company income is interest received by a banking or financing

business firm from a related person also engaged in the banking or financing

business, if the business of each is predominantly with unrelated persons .

Therefore, foreign base company income will not arise merely because of nor-

mal business transactions between two or more related financial institutions .

Foreign Base Company Sales Income El . Foreign base company sales income

is derived from the purchase and sale of personal property if the property

is either purchased from a related person or sold to a related person and i s
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manufactured, produced, grown or extracted outside of the country where the

controlled foreign corporation is organized and the property is also sold

for consumption or use outside of that country . The provisions also cover

similar cases where the controlled foreign corporation does not take title

to the property but acts on a fee or commission basis . The definition does

not include cases where any significant amount of manufacturing, major as-

sembling or construction activity is carried on with respect to the product

by the selling corporation . However, activities such as minor assembly,

packaging, repackaging or labelling are not sufficient to exclude the pro-

fits from the definition 18 .

The Senate Committee stated :

"The sales income with which your committee is primarily concerned

is income of a selling subsidiary (whether acting as principal or
agent) which has been separated from manufacturing activities of

a related corporation merely to obtain a lower rate of tax for

the sales income . This accounts for the fact that this provision
is restricted to sales of property to a related person, or to
purchases of property from a related person . Moreover, the fact

that a lower rate of tax for such a company is likely to be obtained

only through purchases and sales outside of the country in which

it is incorporated, accounts for the fact that the provision is

made inappli cable to the extent the property is manufactured, pro-

duced, grown, or extracted in the country where the corporation

is organized or where it is sold for use, consumption, or dis-
position in that country . Mere passage of title or the place of

the sale are not relevant in this connection." 191

Also included in foreign base company sales income are operations

handled through a branch rather than a corporate subsidiary operating

outside the country in which the controlled foreign corporation is incor-

porated, if the combined effect of the tax treatment accorded the branch

by the country of incorporation of the controlled foreign corporation and

the country of operation of the branch is to treat the branch substantially

the same as if it were a subsidiary of a foreign corporation organized in

the country in which it carries on its trade or business .

Foreign Base Company Services Income 20/ . Foreign base company services

income is derived from the performance of technical, managerial, engineering,

architectural, scientific, skilled, industrial, commercial or similar services ,
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but only where they are performed for or on behalf of a related person and

are performed outside the country under the laws of which the controlled

foreign corporation is created or organized . Not included is income derived

in connection with the performance of services which are directly related to

the sale or exchange by the controlled foreign corporation of property manu-

factured, produced, grown or extracted by it and which are performed prior

to the time of the sale or exchange, or of services directly related to an

offer or effort to sell or exchange such property .

As in the case of sales income, the purpose of including foreign base

company services income is to deny tax deferment where a service subsidiary

is separated from the manufacturing or similar activities of a related corpo-

ration, and is organized in another country primarily to obtain a lower rate

of tax for the service income .

The 30-70 Rule 21/ . The three categories of income described above which

are called foreign base company income are taxed to the United States share-

holder of a controlled foreign corporation only if the foreign base company

income amounts to at least 30 per cent of the gross income of the corporation .

If gross income giving rise to the foreign base company income exceeds 70 per

cent of gross income, the entire gross income (reduced by certain deductions)

of the corporation is treated as foreign base company income . Between these

limits, only the actual foreign base company income is taken into account .

Qualified Investments in Less Developed Countries 22/ . Although otherwise

classified as foreign base company income, dividend and interest income and

gains from the sale or exchange of qualified investments in less developed

countries are excluded from subpart F income to the extent that these amounts

are reinvested in qualified investment in less developed countries 2-3/ . Pro-

vision is also made for an increase in the income taxable to the United States

shareholders whenever there is a decrease in qualified investments in less

developed countries, to the extent they were initially attributable to divi-

dends, interest or gains of the type referred to above .
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Qualified investments in less developed countries consist of stock of

a less developed country corporation and obligations of such corporations

which at their time of acquisition by the controlled foreign corporation

had a maturity of one year or more . However, for either the stock or obli-

gations to qualify, the controlled foreign corporation must own 10 per cent

or more of the voting power of all classes of stock of the less developed

country corporation and the investment must be held for six months . Quali-

fied investments also include obligations of a less developed country . '

Less developed country corporations fall into two categories . One

category includes foreign corporations incorporated in the less developed

country which are engaged in the active conduct of a trade or business, which

derive 80 per cent or more of their income from sources within less developed

countries and which have 80 per cent or more in value of their assets in

property generally used in a trade or business in less developed countrie s

or in certain other specified types of associated property . The other cate-

gory is foreign corporations, not necessarily incorporated in a less developed

country, receiving 80 per cent or more of the gross income from shipping or

airline activities connected with less developed countries .

To the President of the United States is delegated the power to desig-

nate a country or territory a less developed country for the purposes of the

Code . However, expressly excluded from the category are 21 countries ,

generally the most highly developed economically . Countries within the

Sino-Soviet Bloc are also excluded . The President may not terminate such

designation unless at least 30 days prior to such termination he has noti-

fied the Senate and the House of Representatives of his intention to terminate

the designation .

The concept of less developed country corporations is also used, as

noted above, in connection with the indirect credit for foreign taxes and,

as will be noted, in connection with the United States tax treatment of the

gain from the sale or exchange (including the liquidation) of a controlled

foreign corporation .
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Schedule of Minimum Distribution . A domestic corporation need not include

subpart F income in its gross income if the foreign corporation generating

the subpart F income has paid a substantial rate of foreign income tax, or

made a substantial current distribution of earnings to the United States

shareholders, or some combination of these factors exists . The object of

the provision is to bring the overall United States and foreign tax rates

up to 90 per cent of the United States rate . To qualify for the exception,

the domestic parent corporation must make an election prior to the last date

for filing a return and must determine whether the election will cover :

1 . A single controlled foreign corporation ;

2 . A chain of controlled foreign corporations ;

3 . All controlled foreign corporations ;

4 . All controlled foreign corporations other than less developed country

corporations .

The required distribution from one or more controlled foreign corporations

depends upon the effective foreign tax rate and, generally, as the rate in-

creases the percentage of profits required to be distributed decreases . For

example, for taxable years beginning after December 31, 1964, if the effective

foreign tax rate is under 9 per cent, the required minimum distribution of

earnings and profits is 83 per cent ; if the effective foreign tax rate i s

at least 43 per cent, no earnings or profits need be distributed .

For the purposes of the minimum distribution schedule, taxpayers may

treat foreign branches of United States corporations as if they were wholly

owned foreign subsidiaries distributing 100 per cent of their earnings .

Special rules apply to certain United States possessions . Further, a tax-

payer in computing the mini-am distribution may omit income from a foreign

corporation if it is established to the satisfaction of the Treasury Depart-

ment that its earnings were blocked because of currency or other restrictions

imposed by the laws of a foreign country .
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The effective foreign tax rate referred to in the minimum distribution

schedule is determined by expressing the income taxes, paid or accrued t o

the foreign countries or possessions of the United States by the foreign corpo-

ration or corporations involved, as a percentage of the earnings and profit s

of the foreign corporation or corporations plus the foreign taxes themselves .

The earnings and profits must be determined according to rules substantially

similar to those applicable to domestic United States corporations .

A distribution may be treated as being made in the year if paid within

180 days after such year 241 . If a United States shareholder in making its

return applies the minimum distribution schedule and subsequently it is found

that for reasonable cause it has not met the minimum schedule, subsequent

distributions may be made by the controlled foreign corporation, as prescribed

by regulations, and may be treated as if they had been made in the earlier

qualifying period .

Export Trade Corporations 25/ . Certain income of export trade corporations -

is excluded from subpart F income . To qualify for the deduction of export

trade income, 90 per cent or more of the controlled foreign corporation's

gross income for the three-year period preceding the close of the current

taxable year must have been derived from sources outside the United States, and

75 per cent of the corporation's gross income must have reflected export trade

income which is defined as the net income from one or more of the following

transactions :

1 . The sale to unrelated persons for export from the United States of

goods manufactured, grown, produced or extracted in the United States

("export property"), and services in respect of the installation or

maintenance of such export property .

2 . Services performed in connection with the use outside of the United

States of certain types of intangible property .
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3 .

4 .

Commissions, fees or similar compensation from the use by an unrelated

person of export property or from the rendering of technical, scien-

tific or engineering services to unrelated persons and attributable

to the use of export property .

Interest from evidences of indebtedness executed in connection wit h

the payment for purchases of export property .

If 50 per cent or more of the gross income of the controlled foreign corpo-

ration is derived from income from agricultural products grown in the United

States, the 75 per cent requirement does not apply .

The deduction is further limited to the lesser of (a) one and one-half

times export promotion expenses properly allocable to the export trade income,

or (b) 10 per cent of the gross receipts, accruing to the export trade corpo-

ration from the sale, installation, opera.tion, maintenance, or use of property

in respect of which the corporation derives export trade income, properly

allocable to the export trade income which constitutes foreign base company

income . Furthermore, the reduction may not exceed an amount which bears the

same ratio to the increase in the investment in assets connected with the

export trade as the export trade income which constitutes foreign base company

income bears to the entire export trade income of the corporation for a year .

1 . United States shareholders who are taxed on sub-Foreign Tax Credit 26

part F income, on a decrease in investments in less developed countries, o r

on the increase in earnings invested in United States property may take credit

for foreign taxes paid by the foreign corporation if the shareholder is the

person to whom such foreign credit would be allowed in the case of an actual

distribution . Taxes so allowed as credit will not again be allowed as credits

when actual distributions are made, nor will the distributions be taxable .

However, where the foreign country imposes a tax directly on dividend dis-

tributions, such tax would not initially be taken into account when the share-

holder at an earlier date was taxed on undistributed earnings of a controlled

foreign corporation. These taxes on actual dividend payments will be allowed
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as credits in the year in which the actual dividends are paid even though

these dividends are not taxable to the United States taxpayer receiving

them because of an earlier inclusion of these amounts in income . Adjust-

ments are made in the overall and per-country limitations to keep these

limitations from reducing the creditable taxes in such cases below what

could be credited if the income taxed and taxes attributable to this income

had been taken into account in the same year . If the taxpayer has insuffi-

cient United States income tax against which to offset such credits in the

year of the actual distribution, refunds are allowed .

Adjustment to Basis of Stock 27 . Because a United States taxpayer will be

subject to taxes on the gain from the sale or exchange of stock in a con-

trolled foreign corporation (including a liquidation), it is necessary,

where amounts not actually distributed to a taxpayer are nevertheless taxed

to him, to increase his basis for the stock in the controlled foreign corpo-

ration by the amounts so taxed to him . If subsequently actual distributions

are made which do not result in any tax to the shareholder because of the

prior tax payments by him, the basis of the stock is reduced accordingly .

Election of an Individual to be Treated as a Corporation 28/ . An individual

shareholder who is subject to the subpart F rules may elect to be taxed on

that portion of his income as if he were a corporation . This is designed to

equate his position to that which would have obtained if he had invested

through a domestic corporation rather than directly in a foreign corporation .

Gain from Sale or Exchange of Stock 221 . Prior to the 1962 Revenue Act, it

was possible to distribute to a United States shareholder earnings accumulated

by a foreign corporation merely by paying tax at capital gain rates on such

earnings included in the gain . This could be accomplished either by the sale

or exchange of the stock in the foreign corporation or by the liquidation of

the company. It was also theoretically possible to realize on earnings accumu-

lated by a foreign corporation without payment of any income tax at all i n

the United States by the use of a tax-free reorganization 30 or through th e
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use of a tax-free liquidation 31J . However, to achieve this end, it was

necessary to obtain from the Commissioner of Internal Revenue an advance

ruling that the transaction was not "in pursuance of a plan having as one

of its principal purposes the avoidance of Federal income taxes" 32J .

Generally, the Commissioner was unwilling to grant such approval where an

appreciable amount of earnings and profits had been accumulated in a foreign

corporation .

The 1962 Revenue Act added section 1248 of the Code which applies to

any shareholder who owns 10 per cent or more of the total combined voting

power of the stock of a foreign corporation at any time during the five-year

period ending on the date of sale or exchange, but only if the corporation

was a controlled foreign corporation at any time during the period that the

stock was owned by the shareholder . The 10 per cent ownership is determined

under the constructive ownership stock rules which apply to subpart F income

and are contained in section 958 of the Code . Section 1248 applies to any

sale or exchange or to any surrender of stock to the corporation for redemp-

tion in a transaction which would be treated as a sale or exchange under

sections 302 or 331 of the Code (a buy-out or a total or partial liquidation) .

When there is a gain on the transaction, there is included, as a dividend, in

the gross income of the person surrendering the stock the portion of such gain

attributable to the earnings and profits of the foreign corporation allocable

to the stock surrendered, accumulated while the shareholder held the stock

during the period in which the corporation was a controlled foreign corpora-

tion in taxable years beginning after December 31, 1962 .

If the shareholder surrendering the stock is a corporation, it is en-

titled to a credit for foreign taxes paid by the foreign corporation in the

same manner and to the same extent as it would be entitled to such credit in

the case of any other dividend received from a foreign corporation . If the

shareholder is an individual, the tax to be paid by him is not to be g reater

than the sum of the following amounts :

App . L



761

1 . The excess of the United States income taxes which would have been

paid by the foreign corporation with respect to its income if it had

been a domestic corporation over the foreign income taxes actually

paid by such corporation .

2 . The amount of capital gains which would have resulted to the share-

holder on the surrender of his stock, if the amount actually received

by him on such surrender were diminished by the first amount described

above .

The limitation does not apply unless the taxpayer establishes the amount o f

foreign taxes to be taken into account .

The earnings and profits for the purposes of this section do not in-

clude any amount attributable to gains on sales made in the course of a

liquidation if these sales would have been treated as tax-free sales on

liquidation had the corporation been a domestic corporation . Further, the

section does not apply to earnings and profits accumulated by a foreign

corporation while it was a less developed country corporation if the stock

sold or exchanged was owned for at least ten years by the United States per-

son before the date of the sale or exchange . A transfer of stock by death

is viewed as not interrupting the continuous ownership .

The section also provides that any item of gross income of the foreign

corporation treated as income derived from sources within the United States

is not to be included in the earnings and profits to be taken into account .

Also, earnings taxed under subpart F will not be taxed a second time under

this section . The provision does not apply to distributions to pay

death taxes Zj or to gain realized because of "boot" on a reorganization

exchange 34/ . It likewise does not apply to any amount which is treated

under any other section of the Code as a dividend, as a gain from the sale

of an asset which is not a capital asset, or as a short-term gain . Unless

the taxpayer establishes the amount of the earnings and profits of th e

App . L



762

foreign corporation to be taken into account, the entire gain from the sal e

or exchange is considered a dividend .

Sale or Exchange of Patents, Copyrights and Similar Property . Section 1249

of the Code, added by the Revenue Act of 1962, provides that gain from the

sale or exchange after December 1962 of a patent, invention, model or design

(whether or not patented), a copyright, a secret formula or process or any

other similar property right to any foreign corporation by a United States

person which controls such foreign corporation is to be treated as ordinary

income rather than as capital gain if, but for the section, the gain woul d

be entitled to capital gain treatment under the Code . The provision does not

apply to gains from the sale or exchange of trade marks . For the purposes of

the section, control means the ownership directly or indirectly of stock pos-

sessing more than 50 per cent of the total combined voting power of all classes

of stock and ownership may be determined by the constructive ownership rule s

of section 958 .

Allocation of Income and Deductions

Section 482 of the Code provides :

"In any case of two or more organizations, trades, or businesses
(whether or not incorporated, whether or not organized in the
United States, and whether or not affiliated) owned or controlled
directly or indirectly by the same interests, the Secretary or
his delegate may distribute, apportion, or allocate gross income,
deductions, credits, or allowances between or among such organi-
zations, trades, or businesses, if he determines that such distri-
bution, apportionment, or allocation is necessary in order to
prevent evasion of taxes or clearly to reflect the income of any

of such organizations, trades, or businesses . "

Existing regulations introduce the concept of "true taxable income"

to apply in the case of a controlled taxpayer and to mean the taxable in-

come which would have resulted to the controlled taxpayer had it in the

conduct of its affairs dealt with the other member or members of the group

at arm's length Zj . The Regulations state that the purpose of section 482

is to place a controlled taxpayer on a tax parity with an uncontrolled tax-

payer by determining according to the standard of an uncontrolled taxpaye r
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the true taxable income from the property and business of a controlled tax-

payer J . Further, the Regulations state :

"Transactions between one controlled taxpayer and another will be
subjected to special scrutiny to ascertain whether the common

control is being used to reduce, avoid, or escape taxes. In
determining the true taxable income of a controlled taxpayer,
the district director is not restricted to the case of improper
accounting, to the case of a fraudulent, colorable, or sham
transaction, or to a case of a device designed to reduce or avoid
tax by shifting or distorting income, deductions, credits, or
a.110-Hances. The authority to determine true taxable income ex-
tends to any case in which either by inadvertence or design the
taxable income, in whole or in part, of a controlled taxpayer ,
is other than it would have been had the taxpayer in the conduc t
of his affairs been an uncontrolled taxpayer dealing at arm's length
with another uncontrolled taxpayer ." 37/

More extensive regulations have been proposed to deal with specifi c

classes of cases, as follows : L8J

1 . An arm's length interest rate must be charged on loans between

members of a controlled group . The proposed regulations list as

pertinent factors the amount of the loan, the security involved,

the credit standing of the borrower, the interest rate prevailirig

at the situs of the lender or creditor for comparable loans, and

other relevant facts . If the creditor was not regularly engaged

in the business of lending to unrelated .parties, and if the tax-

payer cannot establish to the satisfaction of the district director

an appropriate rate, a rate fixed by the parties between 4 per cent

and 5 per cent will be acceptable or, if they have not fixed such

a rate, a rate of 5 per cent will be deemed to be appropriate .

2 . The price for services performed by one member of a controlled

group for another may be determined on the basis of their cost .

No allocation will be made under the proposed regulations if the

party rendering the services has itself made an allocation to re-

flect these services "by employing in a consistent manner a method

of allocation which is reasonable and in keeping with sound ac-

counting practice" . The costs to be taken into account are set

out in detail. '
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3 . An arm's length rental charge must be made for the use of tangible

property supplied by one member of a controlled group to another .

The approach taken to establish an arm's length rental charge is

similar to that applied to determine an arm's length interest rate .

It is expected that regulations will be proposed shortly to deal with

inter-company pricing of goods and the transfer of intangibles . Litigation

which promises to lay down important principles in connection with inter-

company pricing for goods is presently under way in the United States Court

of Claims .

TRANSFER OF PROPERTY TO FOREIGN CORPORATIONS

Under section 351 of the Code, no gain or loss is recognized for tax

purposes if property is transferred to a corporation by one or more persons

solely in exchange for stock or securities in the corporation and immediately

after the exchange such person or persons are in control of the corporation .

Control is defined to mean the ownership :

1. Of stock having 80 per cent of total voting power, and

2 . Of 80 per cent of all other stock 22/ .

However, under section 367 transfers to a foreign corporation do not qualify

for this treatment unless, before such exchange, a ruling has been obtained

that the "exchange is not in pursuance of a plan having as one of its prin-

cipal purposes the avoidance of federal income taxes" L01 . Property for this

purpose includes .patents, trade marks, copyrights, plans, drawings, designs,

specifications, secret processes, secret formulae and other like property, as

well as other assets . Where the Internal Revenue Service is satisfied that

there is a bona fide business purpose for the transfer, or that the income tax in

the foreign country will be at least as high as the United States income ta x

if the operation were conducted through a domestic corporation, the Internal

Revenue Service will generally grant a favourable ruling . In the absence of
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a ruling, any difference between the fair market value of the property trans-

ferred and its tax base to the transferor is taxable at the capital gain rate

or the income rate, depending on the nature of the property . Section 367 is

designed to prevent avoidance of United States taxes in various ways, includ-

ing transferring property to a foreign corporation and then selling it at a

gain free of United States tax .

TRANSFER OF SECURITIES TO FOREIGN ENTITIES

Following the principle of section 367, the Code also provides that

the transfer of stock or securities by a citizen or resident of the United

States or by a domestic corporation or partnership or by a trust which is

not a foreign trust to a foreign corporation as paid in surplus or as a. con-

tribution to capital or to a forei gn trust or partnership is subject to an

excise tax of 27 .5 per cent on the excess of the value of the stock or secu-

rities over their tax base in the hands of the transferor LV . The tax does

not apply if, before the transfer, it has been established to the satisfaction

of the Internal Revenue Service that such transfer is not in pursuance of a

plan having as one of its principal purposes the avoidance of federal income

taxes L2/ . It is also provided that the tax may be abated, remitted or re-

funded if, after the transfer, it is established that the transfer was not in

pursuance of such a plan L 3J .

FOREIGN TRUSTS CREATED BY UNITED STATES GRANTORS

Prior to the Revenue Act of 1962, foreign trusts could be used to ac-

cumulate income free of United States tax if their income was not from United

States sources . Tax-free distribution of the accumulated income of a trust

was possible in several situations . The 1962 Act provided for taxing United

States beneficiaries on distributions received from foreign trusts, whic h

are created by United States grantors, settlors, or transferors, in substan-

tially the same manner as if the income had been distributed to the bene-

ficiary currently as earned, instead of being accumulated in the trust . The
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new provision applies to foreign trusts to the extent money or property has

been transferred directly or indirectly by United States persons or under

the will of a decedent who was a United States citizen or resident . The

amendments are effective for trust distributions made after December 31,

1962, out of income accumulated after 1953 , regardless of the time the trust

was created. The rules are set out in several sections applicable to trusts

and estates .

INFORMATION RETURNS

Foreign Personal Holding Companies 4 4

Officers, directors and 50 per cent shareholders must file annually an

information return which covers identification of shareholders, plans for

liquidation, and organizations and reorganizations which have taken place .

Officers and directors must also report annually gross income, taxable in-

come, and total and undistributed foreign personal holding company income .

Controlled Foreign Corporations ~V

Citizens, residents and domestic corporations, partnerships, trusts

and estates that control a foreign corporation (more than 50 per cent in

value of stock or more than 50 per cent of voting power) are required to

report annually extensive information about the foreign corporation and its

subsidiaries, including current earnings and profits, foreign taxes paid or

accrued, distributions, balance sheet and profit and loss statement, certain

transactions with related persons and a list of United States persons owning

5 per cent or more in value of any class of stock . In addition to the usual

penalties for failure to file and for filing false returns, such default may

be penalized by a reduction of credit for foreign taxes under section 6038 .

This section, which existed in the Code prior to the 1962 Act, was subtantially

stiffened and expanded as part of the new legislation affecting foreign corpo-

rations .

Under section 6046, each United States citizen or resident who is or

becomes an officer or director of a foreign corporation, 5 per cent or mor e
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in value of the stock of which is owned by a United States person, and each

United States person who owns 5 per cent or more in value of the stock of a

foreign corporation, or adds 5 per cent or more in value to such stockhold-

ing, or reduces the holding to less than 5 per cent, must report within 90

days of the time that he acquires the status information as to certain share-

holders, the organization or reorganization of the corporation, business

activities, financial statements and assets transferred to the corporation .

This section was also stiffened and expanded by the Revenue Act of 1962 .

Transfer of Securities to
Foreign Entities L61

A transfer of securities to a foreign entity must be reported at th e

e
time of the transfer .

Foreign Trusts 47/

Returns are required, within 90 days after the event, in connection

with the creation of foreign trusts by a United States person and a transfer

of money or property to such a trust. This requirement was added by the

1962 Act .

TREATIES

The United States has treaties with 22 countries for the avoidance of

double taxation and the prevention of fiscal evasion with respect to taxes

on income . Several other treaties have been signed but not ratified, or are

in preparation . United States tax treaties are entered into by the President

of the United States with the advice and consent of the United States Senate .

Treaties receive further legislative implementation in the Code, which provide s

that income of any kind, to the extent required by any treaty obligation of

the United States, is not included in gross income and is exempt from income

tax ~§/ . Further, another section of the Code states that no provision of

the Code applies in any case where its application would be contrary to any

treaty obligation of the United States in effect on the date of the enactmen t
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of the Code IL9J . The Revenue Act of 1962 provided that the latter provision

is to be inapplicable in respect of any amendment made by that Act . However,

it is thought that the only treaty affected was the Greek Estate Tax Treaty

which has subsequently been modified .

Generally speaking, the tax treaties have their effect on the taxation

of foreign corporations and persons doing business in the United States or

investing in the United States, but do not affect the taxation of foreign

income described in this appendix .

FOREIGN INVESTORS TAX ACT OF 1966

"The foreign investors tax bill of 1966 . . .is designed to provide more

equitable tax treatment for foreign investment in the United States ." U

Therefore, it does not generally touch on the subject of this appendix .

However, certain of the rules will be affected in some degree if the bill

is passed in its present form and these are noted briefly .

The form of the bill at the date of this writing is as reported to the

House of Representatives by the Committee on Ways and Means, April 26, 1966 .

Before it becomes law, it remains for the bill to be considered and approved

by the House of Representatives, considered and approved by the Senate, in

the usual course, after full consideration and report by the Senate Committee

on Finance, the differences between the House and the Senate resolved and

the bill signed into law by the President .

In the context of this appendix, the principal feature of the proposed

Act is the provision which will subject to United States tax income which

is presently regarded as foreign source income of a foreign corporation but

which is effectively connected with the conduct of a trade or business within

the United States, that is, which is earned by a foreign corporation which

has a fixed place of business in the United States and which is attributable

to the place of business . The provision applies only to three types of in-

come from sources without the United States, namely, rents and royalties

derived from the active conduct of a licensing business ; dividends, interest
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or gains on stock or debt obligations derived in the active conduct of a

banking, financing, or similar business ; and certain sales income attribut-

able to a United States sales office . The sales income is not to be con-

sidered as effectively connected with a United States trade or business if

the property is sold for use outside of the United States and an office of

the foreign person outside the United States contributes materially to the

sale . Thus, in this case foreign source sales income will be attributed to

the United States trade or business only when the United States office is

the primary place of the activity giving rise to the income . In the case

of foreign source income where the products are destined for the United

States, the income will be treated as effectively connected with a United

States business to the extent the sales activity is carried on by the United

States office . Income which is "subpart F income" is excluded from the

operation of the provision .
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APPENDIX M

COMPARISONS OF TAX LIABILITIES ON CORPORATE SOURCE INCOME
FROM SHARES FOR TAX UNITS AT DIFFERENT INCOME LEVELS AND
WITH DIFFERENT FAMILY CHARACTERISTICS UNDER ALTERNATIVE

ASSUMPTIONS UNDER THE CURRENT AND PROPOSED TAX SYSTEM S

The tax payable by, or on behalf of, resident individuals and families

with only Canadian corporate source income from .shares (plus family allowances

where applicable) under the current and proposed systems is shown in the

tables provided in this appendix .

Three comparisons are made :

Case 1 : A typical public company distributing one half of its after-tax

income as dividends .

Case 2 : A typical private company distributing one half of its after-tax

income as dividends .

Case 3 : A typical private company distributing one half of its after-tax
income as dividends and the balance under section 105 .

A company's income is used to pay its taxes and to pay dividends to

shareholders with the balarice being saved or reinvested within the company .

Shareholders therefore benefit both from receiving dividends and from the

corporate savings, which add to the wealth of the company and increase the

value of its shares . Shareholders also benefit from another increment in

share value attributable to improved prospects for earnings . We refer to

this increment as "goodwill" gains . Under our proposals corporation taxes

paid by a company would benefit resident shareholders, as they could apply

the corporation taxes against their personal tax liabilities . In summary,

under the comprehensive definition of income a resident tax unit's income

from holding equities would consist of four components :

1 . Dividends ;

2 . Undistributed income of the corporation ;

3 . Realized .goodwill gains ; and

4 . ' Corporation taxes paid .

773



774

In each of the three cases referred to in the tables which follow, assumptions

are made about the relative importance of each of these components . These

assumptions are specified in Table M-1 .

Goodwill gains under our proposals would be taxable only upon reali-

zation, but as it is not practical to estimate when they would be realized

we have computed the tax liabilities as though such gains were realized

annually . For public companies we have assumed that goodwill gains are

equal to cash dividends and we have taken cash dividends to be one half of

profits after taxes . Primarily because of the limited marketability of the

shares of private companies we have assumed that their goodwill gains are

one half of those of public companies .

To assist the reader in interpreting the results shown in the computer-

generated tables, 1/ an example is provided of the calculations made for a

tax unit with given income and family characteristics for each of the three

cases . These examples are given in Tables M-2 to M-4 inclusive . The example

in Table M-2 corresponds to the result given in Table M, 1-1, column 1, in

the row for a gross corporate source income of $10,000 . The example given

in Table M-3 corresponds to the result given in Table M . 2-1, column 4, in

the row for a gross corporate source income of $8,000 . The example given

in Table M-4 corresponds to the result given in Table M, 3-1, column 5, in

the row for a gross corporate source income of $100,000 .

For each of the three cases, three computer tables are provided . The

first table shows the difference in taxes under the current and proposed

systems . The second shows the effective average rates under the current and

proposed systems . The effective average rate is simply the ratio of taxes

paid to income . The third provides estimates of the effective marginal

rates under the current and proposed systems . The effective marginal rates

are computed as the rate of tax on an additional $500 of income assuming tha t
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the rate of tax paid by the corporation on this income is 50 per cent .

In Cases 1 and 2 it is assumed that one half of the after-tax corporate

income is undistributed . This undistributed income would be subject to further

tax under the current tax law if subsequently distributed . However, this tax

may be deferred indefinitely and shareholders can avoid it by the sale of

their shares . To give some indication of what this further liability migh t

be, we show at the end of each example the amount of undistributed income

remaining after the stipulated distribution . This figure appears only in the

column under current tax law as, under our proposals, it is assumed that all

of the corporate income is distributed or allocated to shareholders . In

Case 3 it is assumed that a full distribution of income has been made under

the current tax law so that no further taxes are payable under any circum-

stances .

The results of Case 3 should be interpreted with caution . Section 105

distributions are only attractive to shareholders with marginal rates in

excess of 35 per cent, that is, with taxable incomes in excess of $12,000

under the current system . This corresponds to corporate source income of

over $50,000 under the comprehensive tax base .

All of the results in the computer tables are presented in terms of

gross corporate source income, which is comprehensive tax base income from

the holding of corporate shares . This is not synonymous with cash dividends .

To interpret the computer tables in terms of cash dividends, cash dividends

should be multiplied by certain factors to obtain gross corporate source

income . These factors are derived from the assumptions and estimates given

in Table M-1 . The factors are as follows :

Case 1 1 .00000 - 4 .9524
0 .20192

Cases 2 and 3 : 1 .00000 = 3 .5769
0 .27957
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To be more concrete, if an unattached individual received annual cash

dividends of $2,019 .15 from a public company, and no other income, it is

assumed that his gross corporate source income under the comprehensive tax

base would be $2,019 .15 x 4 .9524 = $10,000 . As shown in the example given

in Table M-2 and in Table M, 1-1, column 1, in the row for a gross corporate

source income of $10,000, the current tax liability on this income is $3,979 .

Under the proposal it would be $1,942 . Both personal and corporation taxes

are taken into account in all of these calculations .

All of the comparisons given in this appendix are based on the assumption

that the full corporation tax is borne by the shareholders and that no part

of any reduction in the tax on corporate source income would be shifted i n

the form of lower prices for goods and services sold or higher prices for

goods and services purchased .

All of the comparisons given in this appendix assume that the share-

holder is a resident with only Canadian corporate source income from shares .

REFERENCE

I/ The tables were produced using programmes presented in General Income

Tax Analyzer by John Bossons, a study published by the Commission .

App . M
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TABLE M- 1

ASSUMED PRESENT COMPOSITION OF A SHAREHOLDER'S CORPORA TE SOURCE

INCOME DERIVED FROM TYPICAL PUBLIC AND PRIVATE COMPANIES -a/

Expressed as Expressed as Fractions
Fractions J of Comprehensive

of After-Tax Corporate Source
Corporate Income Income b/

Case 1 : Typical Public Company

Dividends .5 .20192

Undistributed corporate

income .5 .20191

Goodwill gains on corporate

stock held by the taxpayer .5 .20192

Corporation tax paid - .39425

Total 1 .00000

Cases 2 and 3 : Typical Private Company

Dividends . 5

Undistributed corporate
income (section 105
distributions for Case 3) .5

.27957

.27957

Goodwill gains on corporat e

stock held by the taxpayer .25 .13978

Corporation tax paid - .30108

Total 1 .00000

a/ Based on an assumed current average corporation tax rate on before-tax

corporate income of 49 .4 per cent for a typical public company and 35

per cent for a typical private company . This assumption has regard to
the dual rate of corporation tax and the generally larger incomes of

public companies .

b/ The exact relationship between the ratio of a particular income component
to total comprehensive corporate source income and the ratio of the
component to after-tax corporate income may be determined under the

formula set out below. Let r be the ratio of after-tax corporate income

to total comprehensive corporate source income; let d, g and s be the

ratios of dividends, goodwill gains and section 105 capitalizations
respectively to after-tax corporate income; let f be the fraction of

dividends and section 105 capitalizations carrying credit for corporation

tax under our integration proposals ; and let c be the average corporation

tax rate . Then
1 - c

r-1+ 1-c [ g+ 1-f s+ d

The ratio to comprehensive income of any component expressed as a fraction
of after-tax corporate income can be obtained by multiplying that fraction

by r .

c/ For a discussion of the assumptions underlying these .fractions see

Appendix A to Volume 6.
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TABLE M-2

CASE 1 EXAMPLE :

CALCULATION OF TAXES UNDER THE CURRENT AND PROPOSED SYSTEMS FOR AN UNATTACHED INDIVIDUAL WITH $10,000
OF COMPREHENSIVE TAX BASE INCOME DERIVED EXCLUSIVELY FROM SHARES IN A TYPICAL PUBLIC COMPANY a /

Tax Base and Taxes Tax Base and Taxes
Under the Current System Under the Proposed System

At At At At
Corporate Personal Corporate Personal

Tax Base Level b Level Level Level

Income from corporate sources :

Dividends $2,019.15 $2,019.15 $2,019 .15 $2,019 .15

Other corporate income, before corporation tax 5,961.70 c/ N .A. 5,961.70 5,961 .70

Goodwill gains on corporate stock held by taxpayer - N.A. 2,019.15

Total corporate source base $7,980.85 $2,019.15 $7,990 .85 $10,000 .00

Family allowances N .A .

Total income $7,980.85 $2,019.15 $7,980 .85 $10,000 .00 d /

Deductions :

Family exemptions - 1,000.00 - N.A .

Standard deduction - 100.00 - 50 .00

Total deductions - $1,100 .00 - 0 .00

Net tax base 0.8 1 .1 80.8 0.00

Taxes

Gross tax (before credits)

Non-refundable tax credits :

Credits for dependents

Dividend tax credit

i^3,942 .54 $101.11 $3,990.43 $1,942.00

N .A .

$403 .83

$403 .83

N .A .

Tax after credits - - - $1,942.00

Refundable credit on corporation taxes - N.A . - 3,990 .43

Personal income tax - - - ($2,048.43)

Old age security tax - 16 . - N.A.

Total tax 2. 4 $ 36 .77 0.4' 048.4

Total taxes x .31 1 42 .0 0

Undistributed or unallocated income O1 .1 -

a/ Numbers enclosed in parentheses are negative . "N .A ." means non-applicable .

9 The relationship among the components of corporate source income is that specified in Table M-1, column 2, for a typical public company .

, Consists of undistributed income of $2,019 .15 and corporation tax of $3,942 .54 (49 .4 per cent of $7,980 .85) .

d/ This is the income of the taxpayer considered in this example .
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TABLE td- 3

CASE 2 EXAMPLE :

CALCULATION OF TAXES UNDER THE CURRENT AND PROPOSED SYSTEMS

FOR A MARRIED COUPLE WITH TWO CHILDREN WITH A CO14PREHENSIVE

TAX BASE INCOME OF $8,000 DERIVED EXCLUSIVELY FROM SHARES IN

A TYPICAL PRIVATE COMPANY NOT MAKING USE OF SECTION 105 ,

Tax Base and Taxes
Under the Current Strs tem

Tax Bas e

Income from corporate sources :

Dividend s

Other corporate income, before corporation tax

Goodwill gains on corporate stock held by taxpayer

Total corporate source base

Family allowances

Total incom

e Deductions:

Family exemptions

Standard deductio n

Total deductions

Net tax bas e

Taxes

Gross tax (before credits)

Non-refundable tax credits :

Credits for dependants

Dividend tax credit

Tax after credits

Refundable credit on corporation taxes

Personal income tax

Old age security tax

Total tax

Total taxes

Undistributed or unallocated income

At At
Corporate Personal

Level Level

$2,236.56 $2,2 ~6 .56

4,645 .16 c/ N .A .

N .A .

$6,881.72 $2,236 .5 6

N .A .

$6,881 .72 $2,236 .5 6

881 .

$2,408 .60

2,600 .00

100 .00

00 .00

N.A.

447 .'.1

$447 .3 1

N .A .

408 .60 =

40 .60

y....-- `~„' ..

Tax Base and Taxes

Under the Proposed Syst e

At At

Corporate Personal

Level Level

$2,236.56 $2,236 .56

4,645 .16 4,645 .16

1 .118 .28

$6,881.72 $8, 000 .00 J

144 .G0

$6,881 .72 $8,144 .oG

N .A .

50 .00

0 .00

881 . .0 4 .00

$3,440 .86 $1,066 .74

160 .0 0

N .A .

$160 .00

906 .74

=„440 .86

($2,534 .12)

N .A .

440 .86 ( 4 .12

$900 .74

a/ Numbers enclosed in parentheses are negative . "N .A ." means non-applicable .

b/ The relationship among the components of corporate source income is that specified in Table M-1, column 2, for a typical private company .

J Consists of undistributed income of $2,236 .56 and corporation tax of $2,408 .60 (35 per cent of $6,881 .72) .

a/ This is the income of the taxpayer considered in this example .
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TABLE M- 4

CASE 3 EXAMPLE :

CALCULATION OF TAXES UNDER THE CURRENT AND PROPOSED SYSTEMS FOR A MARRIED COUPLE WITH
THREE CHILDREN WITH A COMPREHENBIVE TAX BASE INC0mE OF $100,000 DERIVED EXCLUSIVELY
FROM SHARES IN A TYPICAL PRIVATE COMPANY CAPITALIZING EARNED SURPLUS UNDER SECTION 105 a /

Tax Base and Taxer Tax Base and Taxes
Under the Current System Under the Proposed System

At At At At

Corporate Personal Corporate Persona l
Tax Base Level b Level Level Level

Income from corporate sources :

Dividends $27,956 .99 $27,956 .99 $27,956.99 $27,956.99

Section 105 distributions 27,956.99 N.A. 27,956•99 27,956 .99

Other corporate income, before corporation tax 30,107 .53 , N.A. 30,107.53 30,107.53

Goodwill gains on stock held by taxpayer - N.A. 13,978.49

Total corporate source base $86,021.51 $27,956.99 $86,021 .51 $100,000 .00 d/

Family alloaances - N.A. - 216.0 0

Total income .$86,021 .51 $27,956 .99 $86,021 .51 $100,216 .00

Deductions :

Family exemptions - 2,900.00 - N.A .

Standard deduction - 100 .00 - 50 .00

Total deductions - 3,000 .0 0 - $ 50 .00

Net tax base ^ 6 021. 1 $24,956.99 $86,021.51 100 166 .00

Taxes

Gross tax (before credits) $30, 107•53 $ 8,530.65 $43,010.76 $38,760 .00

Additional tax on section 105 distributions 4,193.55 - N.A. -

Non-refundable tax credits :

Credits for dependants - N.A. - 220.00

Dividend tax credit - $ 5,591 .40 - N .A.

5,591-40 $ 220.00

Tax after credits - $ 2,939 .25 - $38,540.00

Refundable credit for corporation taxes - N.A. _ - 3,010.76

Personal income tax - $ 2,939.25 - ($ 4,470.76)

Old age security tax 120 .00 If . A .

Total tax L34,301-08 05 •25 $43,010 .7 6 ($ 4,470 .76)

Total taxes $37,360.33 $38,540.00

Undistributed or unallocated income - -

a/ Numbers enclosed in parentheses are negative . "N .A ." means not applicable .

~ The relationship among the components of corporate source income is that specified in Table M-1, column 2, for a typical private company .

c/ Consists of corporation tax only ( 35 per cent of $86,021 .51) .

d/ This is the income of the taxpayer considered in this example .
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TABLE M, 1- 1

CHANGES IN TAX LIABILITIES UNDER THE PROPOSED TAX SYSTEM (INCLUDING TAXES
PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PUBLIC COMPAN Y

GROSS
CORPORAT E

SOURCE INCOME

UNAT-
TACHED
INDIVI-
DUAL

STATUS OF TAXPAYE R

MARRIED COUPL E

NUMBER OF CHILDRE N

0 1 2 3 5 8

1500 CURRENT TAX (1966 RATES) 591 . 591. 591 . 591 . 591. 591 . 591 .
TAX UNDER OUR PROPOSALS 54 . 0. 0. 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -537 . -591. -591 . -591 . -591. -591. -591 .

2000 CURRENT TAX (1966 RATES) 789 . 789. 789. 789. 789 . 789. 789.
TAX UNDER OUR PROPOSALS 128. 0. 0. 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -661 . -789. -789. -789. -789 . -789 . -789 .

2500 CURRENT TAX (1966 RATES) 986 . 986. 986. 986. 986. 986. 986.
TAX UNDER OUR PROPOSALS 212 . 46. 0. 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -774 . -940. -986. -986. -986. -986. -986 .

3000 CURRENT TAX (1966 RATES) 1183 . 1183. 1183. 1183. 1183. 1183. 1183 .
TAX UNDER OUR PROPOSALS 297. 111 . 21. 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -886 . -1072 . -1162 . -1183 . -1183 . -1183 . -1183 .

3500 CURRENT TAX (1966 RATES) 1380 . 1380. 1380. 1380. 1380. 1380. 1380 .
TAX UNDER OUR PROPOSALS 395. 189. 101 . 52. 4. 0. 0.
INCREASE OR DECREASE IN TAX -985 . -1191 . -1279 . -1328. -1376. -1380 . -1380 .

4000 CURRENT TAX (1966 RATES 1577. 1577. 1577. 1577. 1577. 1577. 1577 .
TAX UNDER OUR PROPOSALS 495. 269. 181 . 134. 87. 0. 0.
INCREASE OR DECREASE IN TAX -1082 . -1308 . -1396 . -1443 . -1490 . -1577 . -1577 .

5000 CURRENT TAX (1966 RATES) 1971 . 1971 . 1971 . 1971. 1971 . 1971 . 1971 .
TAX UNDER OUR PROPOSALS 714. 448. 361 . 315. 269. 176. 37.
INCREASE OR DECREASE IN TAX -1257 . -1523 . -1610 . -1656. -1703. -1795 . -1934 .

6500 CURRENT TAX (1966 RATES) 2571 . 2563. 2563. 2563. 2563. 2563. 2563 .
TAX UNDER OUR PROPOSALS 1063 . 737. 651 . 606. 560. 469. 332 .
INCREASE OR DECREASE IN TAX -1508 . -1826 . -1911 . -1957. -2002. -2094 . -2230 .

8000 CURRENT TAX (1966 RATES) 3175 . 3154. 3154. 3154. 3154. 3154. 3154 .
TAX UNDER OUR PROPOSALS 1423 . 1037. 952. 907 . 862. 772. 637.
INCREASE OR DECREASE IN TAX -1752 . -2117 . -2202 . -2247 . -2292 . -2382 . -2517 .

10000 CURRENT TAX (1966 RATES) 3979 . 3943. 3943. 3943. 3943. 3943. 3943 .
TAX UNDER OUR PROPOSALS 1942 . 1457. 1372 . 1328. 1284. 1195. 1063 .
INCREASE OR DECREASE IN TAX -2037 . -2486 . -2571 . -2615. -2659. -2747 . -2880 .

12000 CURRENT TAX (1966 RATES) 4784 . 4744. 4732 . 4731. 4731 . 4731 . 4731 .
TAX UNDER OUR PROPOSALS 2501 . 1896. 1812 . 1770. 1727. 1641 . 1513 .
INCREASE OR DECREASE IN TAX -2283 . -2848 . -2920 . -2961. -3004. -3090 . -3218 .

15000 CURRENT TAX (1966 RATES) 5991 . 5951 . 5939. 5927. 5915. 5914. 5914 .
TAX UNDER OUR PROPOSALS 3400 . 2615. 2533. 2492. 2452. 2371 . 2249 .
INCREASE OR DECREASE IN TAX -2591 . -3336 . -3406 . -3435. -3463. -3543 . -3665 .

20000 CURRENT TAX (1966 RATES) 8003 . 7963. 7951 . 7939. 7927. 7903. 7885 .
TAX UNDER OUR PROPOSALS 4999 . 3964. 3884. 3846 . 3808. 3733. 3620 .
INCREASE OR DECREASE IN TAX -3004 . -3999 . -4067 . -4092 . -4118 . -4170 . -4265 .

25000 CURRENT TAX (1966 RATES) 9976 . 9974. 9962 . 9950. 9938. 9914. 9878 .
TAX UNDER OUR PROPOSALS 6748 . 5512. 5435. 5400. 5365. 5296. 5191 .
INCREASE OR DECREASE IN TAX -3229 . -4463 . -4528 . -4550. -4573. -4619 . -4687 .

30000 CURRENT TAX (1966 RATES) 11948 . 11948 . 11948 . 11948. 11948 . 11926 . 11890 .
TAX UNDER OUR PROPOSALS 8597 . 7260. 7185. 7153. 7120. 7055. 6957 .
INCREASE OR DECREASE IN TAX -3351 . -4688 . -4762 . -4795. -4828. -4871 . -4933 .

40000 CURRENT TAX (1966 RATES) 15890 . 15890 . 15890. 15890 . 15890 . 15890 . 15890 .
TAX UNDER OUR PROPOSALS 12496 . 11058 . 10986 . 10956 . 10927 . 10867 . 10778 .
INCREASE OR DECREASE IN TAX -3395 . -4832 . -4904 . -4934. -4%3. -5023 . -5112 .

50000 CURRENT TAX (1966 RATES) 19833 . 19833 . 19833 . 19833 . 19833 . 19833 . 19833 .
TAX UNDER OUR PROPOSALS 16694 . 15256 . 15187 . 15158 . 15130 . 15073 . 14988 .
INCREASE OR DECREASE IN TAX -3139 . -4577 . -4646 . -4674. -4703. -4759 . -4844 .

70000 CURRENT TAX (1966 RATES) 28155 . 27755. 27718 . 27718 . 27718 . 27718 . 27718 .
TAX UNDER OUR PROPOSALS 25692 . 24254 . 24187 . 24160. 24133 . 24080 . 23999 .
INCREASE OR DECREASE IN TAX -2463 . -3501 . -3531. -3558 . -3584. -3638 . -3719 .

100000 CURRENT TAX (1966 RATES) 41398 . 40948 . 40813 . 40678 . 40543 . 40273 . 39868 .
TAX UNDER OUR PROPOSALS 40091 . 38653 . 38588 . 38564 . 38540 . 38492 . 38420 .
INCREASE OR DECREASE IN TAX -1308 . -2296 . -2225 . -2114. -2003. -1781 . -1448 .

200000 CURRENT TAX (1966 RATES) 86586 . 86086 . 85936 . 85786 . 85636 . 85336 . 84886 .
TAX UNDER OUR PROPOSALS 90090 . 88652 . 88588 . 88564 . 88540 . 88492 . 88420 .
INCREASE OR DECREASE IN TAX 3504 . 2566. 2652 . 2778. 2904. 3156. 3534 .

350000 CURRENT TAX (1966 RATES) 156767 . 156167 . 155987 . 155807 . 155627 . 155267 . 154727 .
TAX UNDER OUR PROPOSALS 165090 . 163652 . 163588 . 163564 . 163540 . 163492 . 163420 .
INCREASE OR DECREASE IN TAX 8323 . 7485. 7601 . 7757. 7913. 8225. 8693 .

600000 CURRENT TAX (1966 RATES) 277024 . 276374 . 276179. 275984 . 275789 . 275399 . 274814 .
TAX UNDER OUR PROPOSALS 290090 . 288652 . 288588 . 288564 . 288540 . 288492 . 288420 .
INCREASE OR DECREASE IN TAX 13066 . 12278. 12409 . 12580 . 12751 . 13093 . 13606 .

1000000 CURRENT TAX (1966 RATES) 474861 . 474161 . 473951 . 473741 . 473531 . 473111 . 472481 .
TAX UNDER OUR PROPOSALS 490090 . 488652 . 488588 . 488564 . 488540 . 488492 . 488420 .
INCREASE OR DECREASE IN TAX 15229 . 14491 . 14637 . 14823 . 15009 . 15381 . 15939 .

Note : See oss„mp t ions in Table M-1 .
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TABLE M, 1- 2

EFFECTIVE AVERAGE TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS (INCLUDING
TAXES PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PUBLIC COMPAN Y

GROSS
CORPORAT E

SOUR CE INCOME

UNAT-
TACHED
INDIVI-
DUAL

STATUS OF TAXPAYE R

1500 CURRENT TAX (1966) RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

2000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

2500 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

3000 CURRENT TAX (1966 RATES)

TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

3500 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

4000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

5000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

6500 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

8000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

10000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

12000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

15000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

20000 CU RRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

25000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

30000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

40000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

50000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

70000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

100000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

200000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

350000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

600000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

1000000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RATE

MARRIED COUPL E

NUMBER OF CHILDRE N

0 1 2 3 5 8

0.394 0.394 0.394 0.394 0.394 0.394 0.394

0.036 0.000 0.000 0.000 0.000 0.000 0.000

-0.358 -0.394 -0.394 -0.394 -0.394 -0.394 -0.394

0.394 0.394 0.394 0.394 0.394 0.394 -0.394
0.064 0.000 0.000 0.000 0.000 0.000 0.000

-0.331 -0.394 -0.394 -0.394 -0.394 -0.394 -0.394

0.394 0.394 0.394 0.394 0.394 0.394 0.394
0.085 0.018 0.000 0.000 0.000 0.000 0.000

-0.310 -0.376 -0.394 -0.394 -0.394 -0.394 -0.394

0.394 0.394 0.394 0.394 0.394 0.394 0.394

0.099 0.037 0.007 0.000 0.000 0.000 0.000
-0.295 -0.357 -0.387 -0.394 -0.394 -0.394 -0.394

0.394 0.394 0.394 0.394 0.394 0.394 0.394
0.113 0.054 0.029 0.015 0.001 0.000 0.00 0

-0.281 -0.340 -0.366 -0.379 -0.393 -0.394 -0.394

0.394 0.394 0.394 0.394 0.394 0.394 0.394
0.124 0.067 0.045 0.033 0.022 0.000 0.000

-0.271 -0.327 -0.349 -0.361 -0.373 -0.394 -0.394

0.394 0.394 0.394 0.394 0.394 0.394 0.394
0.143 0.090 0.072 0.063 0.054 0.035 0.00 7

-0.251 -0.305 -0.322 -0.331 -0.341 -0.0359 -0 .387

0.396 0.394 0.394 0.394 0.394 0.394 0.394
0.164 0.113 0.100 0.093 0.086 0.072 0 .05 1

-0.232 -0.281 -0.294 -0.301 -0.308 -0.322 -0.343

0.397 0.394 0.394 0.394 0.394 0.394 0.394
0.178 0.130 0.119 0.113 0.108 0.097 0.08 0

-0.219 -0.265 -0.275 -0.281 -0.287 -0.298 -0.315

0.398 0.394 0.394 0.394 0.394 0.394 0.394
0.194 0.146 0.137 0.133 0.128 0.120 0.10 6

-0.204 -0.249 -0.257 -0.261 -0.266 -0.275 -0.288

0.399 0.395 0.394 0.394 0.394 0.394 0.394
0.208 0.158 0.151 0.147 0.144 0.137 0.12 6

-0 .190 -0.237 -0.243 -0.247 -0.250 -0.257 -0.268

0.399 0.397 0.396 0.395 0.394 0.394 0.394
0.227 0.174 0.169 0.166 0 .163 0.158 0.150

-0.173 -0.222 -0.227 -0.229 -0.231 -0.236 -0.244

0.400 0.398 0.398 0.397 0.396 0.395 -0.394
0.250 0.198 0.194 0.192 0 .190 0.187 0.18 1

-0 .150 -0.200 -0.203 -0.205 -0.206 -0.208 -0.213

0.399 0.399 0.398 0.398 0.398 0.397 0.395
0.270 0.220 0.217 0.216 0.215 0.212 0.208

-0.129 -0.179 -0.181 -0.182 -0.183 -0.185 -0.187

0.398 0.398 0.398 0.398 0.398 0.398 0.396
0.287 0.242 0.240 0.238 0.237 0.235 0.232

-0.112 -0.156 -0.159 -0.160 -0 .161 -0.162 -0.164

0.397 0 .397 0.397 0.397 0.397 0.397 0.397
0.312 0.276 0.275 0.274 0.273 0.272 0.26 9

-0.085 -0.121 -0.123 -0.123 -0.124 -0.126 -0.128

0.397 0.397 0.397 0.397 0.397 0.397 0.397
0.334 0.305 0.304 0.303 0.303 0.301 0.30 0

-0.063 -0.092 -0.093 -0.093 -0.094 -0.095 -0.097

0.402 0.396 0.396 0.396 0.396 0.396 0 .396
0.367 0.346 0.346 0.345 0.345 0.344 0.34 3

-0.035 -0.050 -0.050 -0.051 -0.051 -0.052 -0.053

0.414 0.409 0.408 0.407 0.405 0.403 0.399
0.401 0.387 0.386 0.386 0.385 0.385 0 .38 4

-0.013 -0.023 -0.022 -0.021 -0.020 -0.018 -0.014

0.433 0.430 0.430 0.429 0.428 0.427 0.424
0.450 0.443 0.443 0.443 0.443 0.442 0.442
0.018 0.013 -0.013 0.014 0.015 0.016 0.018

0.448 0.446 0.446 0.445 0.445 0.444 0.442
0.472 0.468 0.467 0.467 0.467 0.467 0.467
0.024 0.021 0.022 0.022 0.023 0.024 0.025

0.462 0.461 0.460 0.460 0.460 0.459 0.458
0.483 0.481 0.481 0.481 0.481 0.481 0.481
0 .022 0.020 0.021 01021 0.021 0.022 0.023

0.475 0.474 0.474 0.474 0.474 0.473 0.472
0.490 0.489 0.489 0.489 0.489 0.488 0.488

0.015 -0.014 0.015 0.015 0.015 0.015 0.01 6

Note : See assumptions In Table M-1 .
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TABLE M, 1-3 -

EFFECTIVE MARGINAL TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS (INCLUDING
TAXES PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PUBLIC COMPAN Y

GROSS
CORPORAT E

SOURCE INCOME

UNAT-
TACHED
INDIVI-
DUAL

STATUS OF TAXPAYE R

1500 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

2000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

2500 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

3000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

3500 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

4000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

5000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

6500 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

8000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

10000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

12000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

15000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

20000 CURRENT TAX (1966 RATES)
TAX UNDER OUR . PROPOSA LS
CHANGE IN MARGINAL RAT E

25000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

30000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

40000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

50000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

70000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

100000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

200000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

350000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

600000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RAT E

1000000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN MARGINAL RATE

MARRIED COUPLE

NUMBER OF CHILDRE N

0 1 2 3 5 8

0 .399 0.399 0.399 0.399 0.399 0.399 0 .399
0.147 0.000 0.000 0.000 0.000 0.000 0 .000

-0.252 -0.399 -0 .399 -0 .399 -0 .399 -0 .399 -0 .399

0 .399 0.399 0.399 0.399 0.399 0.399 0 .399
0 .168 0.091 0.000 0.000 0.000 0.000 0 .000

-0.231 -0.308 -0 .399 -0 .399 -0 .399 -0 .399 -0 .399

0 .399 0.399 0.399 0.399 0.399 0.399 0 .399
0 .170 0.130 0.041 0.000 0.000 0.000 0 .000

-0 .229 -0 .269 -0 .358 -0 .399 -0.399 -0 .399 -0 .399

0 .399 0.399 0.399 0.399 0.399 0.399 0 .399
0.197 0.157 0.160 0.104 0.007 0.000 0 .000

-0 .202 -0 .242 -0 .239 -0 .295 -0.392 -0 .399 -0 .399

0.399 0.399 0.399 0.399 0.399 0.399 0 .399
0.200 0.160 0.161 0 .16-1 0.167 0.000 0 .000

-0.199 -0.239 -0 .238 -0 .235 -0 .232 -0 .399 -0 .399

0.399 0.399 0.399 0.399 0.399 0.399 0 .399
0.218 0.178 0.180 0.180 0.180 0.166 0 .00 0

-0 .181 -0.221 -0 .219 -0 .219 -0 .219 -0 .233 -0 .399

0.400 0.399 0.399 0.399 0.399 0.399 0 .399
0.229 0.189 0.190 0.190 0.190 0.190 0 .191

-0 .171 -0 .210 -0 .209 -0 .209 -0.209 -0 .209 -0 .209

0.407 0.399 0.399 0.399 0.399 0.399 0 .399
0.240 0.200 0.200 0.200 0.200 0.200 0 .200

-0.167 -0.199 -0 .199 -0 .199 -0.199 -0 .199 -0 .199

0.407 0.399 0 .399 00 .399 0.399 0.399 0 .399
0.258 0.209 0.210 0.210 0.210 0.210 0 .21 0

-0.149 -0.190 -0 .189 -0 .189 -0.189 -0 .189 -0 .189

0.407 0.401 0.399 0.399 0.399 0.399 0 .399
0 .278 0.219 0.220 0.220 0.220 0.220 0 .22 0

-0.129 -0.182 -0 .179 -0 .179 -0.179 -0 .179 -0.179

0 .407 0.407 0.407 0.399 0.399 0.399 0 .399
0 .298 0.238 0.240 0.240 0.240 0.240 0 .24 0

-0 .109 -0.169 -0 .167 -0 .159 -0.159 -0 .159 -0 .159

0 .407 0.407 0.407 0.407 0.407 0.399 0 .399
0 .318 0.267 0.270 0.270 0.270 0.270 0 .27 0

-0 .089 -0.140 -0 .137 -0 .137 -0 .137 -0 .129 -0 .129

0 .404 0.407 0.407 0.407 0.407 0.407 0 .399
0 .347 0.306 0.310 0.310 0.310 0.310 0 .31 0

-0.057 -0.101 -0 .097 -0 .097 -0.097 -0 .097 -0 .089

0 .399 0.403 0.407 0.407 0.407 0.407 0 .407
0 .368 0.346 0.350 0.350 0.350 0.350 0 .35 0

-0 .031 -0.057 -0 .057 -0 .057 -0.057 -0 .057 -0 .057

.0 .399 0.399 0.399 0.399 0.399 0.407 0 .407
0 .388 0.377 0.380 0.380 0.380 0.380 0 .38 0

-0.011 -0.022 -0 .019 -0 .019 -0 .019 -0 .027 -0 .027

0 .399 0.399 0.399 0.399 0.399 0.399 0 .399
0 .417 0.416 0.420 0.420 0.420 0.420 0 .420
0 .018 0.017 0.021 0.021 0.021 0.021 0 .021

0 .399 0.399 0.399 0.399 0.399 0.399 0 .399
0 .438 0.438 0.440 0.440 0.440 0.440 0 .440
0 .039 0.039 0.041 0.041 0.041 0.041 0 .041

0 .439. 0.439 0.399 0.399 0.399 0.399 0 .399
0 .460 0.460 0.460 0.460 0.460 0.460 0 .460
0 .021 0.021 0.061 0.061 0.061 0.061 0 .061

0 .450 0.450 0.450 0.450 0.450 0.450 0 .450
0 .499 0.499 0.500 0.500 0.500 0.500 0 .500
0 .049 0.049 0.050 0.050 0.050 0.050 0 .050

0 .460 0.460 0.460 0.460 0.460 0.460 0 .460
0 .500 0.500 0.500 0.500 0.500 0.500 0.500
0 .040 0.040 0.040 0.040 0.040 0.040 0 .040

0 .480 0.480 0.480 0.480 0.480 0.480 0 .480
0 .500 0.500 0.500 0.500 0.500 0.500 0.500
0 .020 0.020 0.020 0.020 0.020 0.020 0 .020

0 .490 0.490 0.490 0.490 0.490 0.490 0 .490
0 .500 0.500 0 .500 0.500 0.500 0.500 0 .500
0 .010 0.010 0.010 0.010 0.010 0.010 0.010

0 .500 0.500 0.560 0.500 0.500 0.500 0.500
0 .500 0.500 0.500 0.500 0.500 0.500 0 .500
0 .000 0.000 0.000 0.000 0.000 0.000 0 .00 0

Note : See assumptions in Table M-i .
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TABLE M, 2- 1

CHANGES IN TAX LIABILITIES UNDER THE PROPOSED TAX SYSTEM ( INCLUD ING TAXES PAID BY
CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PRIVATE COMPAN Y

NOT MAKING USE OF SECTION 105 CAPITALIZATION S

UNAT-
GROSS TACHED

CORPORATE INDIVI-
SOURCE INCOME DUAL

STATUS OF TAXPAYER

MARRIED COUPL E

NUMBER OF CHILDRE N

0 1 2 3 5 8

1500 CURRENT TAX (1966 RATES) 452. 452. 452 . 452. 452. 452. 452.
TAX UNDER OUR PROPOSALS 54 . 0. 0. 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -398 . -452. -452. -452. -452. -452. -452 .

2000 CURRENT TAX (1966 RATES) 602 . 602. 602 . 602. 602. 602. 602.
TAX UNDER OUR PROPOSALS 128. 0. 0. 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -475 . -602. -602. -602. -602. -602. -602 .

2500 CURRENT TAX (1966 RATES) 753 . 753. 753 . 753. 753. 753. 753.
TAX UNDER OUR PROPOSALS 212. 46. 0. 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -541 . -707. -753. -753 . -753. -753. -753 .

3000 CURRENT TAX (1966 RATES) 903 . 903. 903 . 903. 903. 903. 903.
TAX UNDER OUR PROPOSALS 297. 111. 21. 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -607 . -793. -883. -903. -903. -903. -903 .

3500 CURRENT TAX (1966 RATES) 1054 . 1054 . 1054 . 1054 . 1054. 1054. 1054 .
TAX UNDER OUR PROPOSALS 395. 189. 101. 52. 4. 0. 0.
INCREASE OR DECREASE IN TAX -659 . -865. -953. -1002. -1050. -1054. -1054 .

4000 CURRENT TAX (1966 RATES) 1205 . 1204. 1204 . 1204. 1204. 1204. 1204 .
TAX UNDER OUR PROPOSALS 495. 269. 181 . 134. 87. 0. 0.
INCREASE OR DECREASE IN TAX -710 . -935. -1023 . -1070. -1117. -1204. -1204 .

5000 CURRENT TAX (1966 RATES) 1517 . 1505. 1505. 1505. 1505. 1505. 1505 .
TAX UNDER OUR PROPOSALS 714. 448. 361. 315. 269. 176. 37.
INCREASE OR DECREASE IN TAX -803 . -1057 . -1144 . -1191 . -1237. -1329. -1468 .

6500 CURRENT TAX (1966 RATES) 1986 . 1957. 1957. 1957. 1957. 1957. 1957 .
TAX UNDER OUR PROPOSALS 1063 . 737. 651. 606. 560. 469. 332.
INCREASE OR DECREASE IN TAX -923. -1220 . -1306 . -1351 . -1397. -1488. -1625 .

8000 CURRENT TAX (1966 RATES) 2454 . 2414. 2409. 2409. 2409. 2409. 2409 .
TAX UNDER OUR PROPOSALS 1423 . 1037. 952. 907. 862. 772. 637.
INCREASE OR DECREASE IN TAX -1031 . -1377 . -1457. -1502. -1547. -1637. -1771 .

10000 CURRENT TAX (1966 RATES) 3079. 3039. 3027. 3015. 3011. 3011. 3011 .
TAX UNDER OUR PROPOSALS 1942 . 1457. 1372. 1328. 1284. 1195. 1063 .
INCREASE OR DECREASE IN TAX -1137 . -1582 . -1655. -1687. -1727. -1816. -1948 .

12000 CURRENT TAX (1966 RATES) 3703 . 3663. 3651 . 3639. 3627. 3613. 3613 .
TAX UNDER OUR PROPOSALS 2501 . 1896. 1812. 1770. 1727. 1641. 1513 .
INCREASE OR DECREASE IN TAX -1202 . -1767 . -1839 . -1870 -1900 . -1972. -2100.

15000 CURRENT TAX (1966 RATES) 4636 . 4600. 4588. 4576. 4564. 4540. 4516 .
TAX UNDER OUR PROPOSALS 3400. 2615. 2533. 2492. 2452. 2371. 2249 .
INCREASE OR DECREASE IN TAX -1236 . -1985 . -2055 . -2083. -2112. -2169. -2267 .

20000 CURRENT TAX (1966 RATES) 6142 . 6142. 6142. 6137. 6125. 6101. 6065 .
TAX UNDER OUR PROPOSALS 4999 . 3964. 3884. 3846. 3808. 3733. 3620 .
INCREASE OR DECREASE IN TAX -1143 . -2178. -2258 . -2291. -2317. -2368. -2445 .

25000 CURRENT TAX (1966 RATES) 7647. 7647. 7647. 7647. 7647. 7647. 7626 .
TAX UNDER OUR PROPOSALS 6748 . 5512. 5435. 5400. 5365. 5296. 5191 .
INCREASE OR DECREASE IN TAX -899 . -2135. -2212 . -2247. -2282. -2351. -2435 .

30000 CURRENT TAX (1966 RATES) 9152 . 9152. 9152. 9152. 9152. 9152. 9152 .
TAX UNDER OUR PROPOSALS 8597 . 7260. 7185. 7153. 7120. 7055. 6957 .
INCREASE OR DECREASE IN TAX -556 . -1893. -1967 . -2000. -2032. -2097. -2195 .

40000 CURRENT TAX (1966 RATES) 12163 . 12163 . 12163 . 12163 . 12163 . 12163 . 12163 .
TAX UNDER OUR PROPOSALS 12496 . 11058 . 10986 . 10956 . 10927 . 10867 . 10778 .
INCREASE OR DECREASE IN TAX 332 . -1105 . -1177 . -1207. -1236. -1296. -1385 .

50000 CURRENT TAX (1966 RATES) 15579 . 15186 . 15174 . 15174 . 15174 . 15174 . 15174 .
TAX UNDER OUR PROPOSALS 16694 . 15256 . 15187 . 15158 . 15130 . 15073 . 14988 .
INCREASE OR DECREASE IN TAX 1115 . 70. 13. -15. -44. -100. -185.

70000 CURRENT TAX (1966 RATES) 22893 . 22443 . 2230B. 22173 . 22038 . 21768. 21363 .
TAX UNDER OUR PROPOSALS 25692 . 24254 . 24187 . 24160 . 24133 . 24080 . 23999 .
INCREASE OR DECREASE IN TAX 2799 . 1811. 1879. 1987. 2096. 2312 . 2636 .

100000 CURRENT TAX (1966 RATES) 34115 . 33615 . 33465 . 33315 . 33167 . 32897 . 32492 .
TAX UNDER OUR PROPOSALS 40091 . 38653 . 38588 . 38564 . 38540 . 38492 . 38420 .
INCREASE OR DECREASE IN TAX 5976 . 5038. 5123. 5249. 5373. 5595. 5928 .

200000 CURRENT TAX (1966 RATES) 73350 . 72800 . 72635 . 72470 . 72305 . 71975. 71480 .
TAX UNDER OUR PROPOSALS 90090 . 88652 . 88588 . 88564 . 88540 . 88492 . 88420 .
INCREASE OR DECREASE IN TAX 16740 . 15852 . 15953 . 16094 . 16235. 16517 . 16940 .

350000 CURRENT TAX (1966 RATES) 135364 . 134714 . 134519 . 134324 . 134129 . 133739 . 133154 .
TAX UNDER OUR PROPOSALS 165090 . 163652 . 163588 . 163564 . 163540 . 163492 . 163420 .
INCREASE OR DECREASE IN TAX 29726 . 28938 . 29069 . 29240 . 29411 . 29753 . 30266 .

600000 CURRENT TAX (1966 RATES) 244166 . 243466 . 243256 . 243046 . 242836 . 242416 . 241786 .
TAX UNDER OUR PROPOSALS 290090 . 288652 . 288588 . 288564 . 288540. 288492 . 288420 .
INCREASE OR DECREASE IN TAX 45924 . 45186 . 45332 . 45518 . 45704 . 46076 . 46634 .

1000000 CURRENT TAX (1966 RATES) 423184 . 422434 . 422209 . 421984 . 421759 . 421309 . 420634 .
TAX UNDER OUR PROPOSALS 490090 . 488652 . 488588 . 488564 . 488540 488492 . 488420.
INCREASE OR DECREASE IN TAX 66906 . 66218 . 66379 . 66580 . 66781 . 67183 . 67786 .

Note ; See assamptions in Table M-1 .



785

TABLE M, 2- 2

EFFECTIVE AVERAGE TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS (INCLUDING TAXES
PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PRIVATE COMPANY NOT MAKING

USE OF SECTION 105 CAPITALIZATION S

STATUS OF TAXPAYE R

GROSS
CORPORAT E

SOURCE INCOME

UNAT-
TACHED
INDIVI-
DUAL

MARRIED COUPL E

1500 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

2000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

2500 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

3000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

3500 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

4000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

5000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

6500 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

8000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

10000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

12000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

15000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

20000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

25000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

30000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

40000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

50000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

70000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

100000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PRr)POSALS
CHANGE IN EFFECTIVE RAT E

200000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

350000 CURRENT TAX (19(6 RATES)
TAX UNDER OUR F ROPOSALS
CHANGE IN EFFE, :TIVE RAT E

600000 CURRENT TAX (1 166 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFF' CTIVE RAT E

1000000 CURRENT TAX (1966 RATES)
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RATE

Now See assumptions in Table M-1 .

NUMBER OF CHILDREN

0 1 2 3 5 8

0 .301 0.301 0.301 0.301 0.301 0.301 0 .301
0 .036 0.000 0.000 0.000 0.000 0.000 0 .000

-0 .265 -0 .301 -0.301 -0.301 -0 .301 -0 .301 -0 .301

0 .301 0.301 0.301 0.301 0.301 0.301 0 .301
0 .064 0.000 0.000 0.000 0.000 0.000 0 .000

-0 .237 -0 .301 -0 .301 -0.301 -0 .301 -0 .301 -0 .301

0 .301 0.301 0.301 0.301 0.301 0.301 0 .301
0 .085 0.018 0.000 0.000 0.000 0.000 0 .000

-0 .216 -0 .283 -0 .301 -0.301 -0 .301 -0 .301 -0 .301

0 .301 0.301 0.301 0.301 0.301 0.301 0 .301
0 .099 0.037 0.007 0.000 0.000 0.000 0 .000

-0 .202 -0 .264 -0.294 -0.301 -0 .301 -0 .301 -0 .301

0 .301 0.301 0.301 0.301 0.301 0.301 0 .301
0 .113 0.054 0.029 0.015 0.001 0.000 0 .000

-0 .188 -0.247 -0.272 -0.286 -0.300 -0 .301 -0 .301

0 .301 0.301 0.301 0.301 0.301 0.301 0 .301
0 .124 0.067 0.045 0.033 0.022 0.000 0 .000

-0 .178 -0 .234 -0 .256 -0.268 -0.279 -0 .30) -0 .301

0 .303 0.301 0.301 0.301 0.301 0.301 0 .301
0 .143 0.090 0.072 0.063 0.054 0.035 0 .007

-0 .161 -0 .211 -0 .229 -0.238 -0.247 -0 .266 -0 .294

0 .305 0.301 0.301 0.301 0.301 0.301 0 .301
0 .164 0.113 0.100 0.093 0.086 0.072 0 .051

-0 .142 -0 .188 -0 .201 -0 .208 -0.215 -0 .229 -0 .250

0 .307 0.302 0.301 0.301 0.301 0.301 0 .301
0 .178 0.130 0.119 0.113 0.108 0.097 0 .080

-0 .129 -0 .172 -0.182 -0.188 -0.193 -0 .205 -0 .221

0 .308 0.304 0.303 0.301 0.301 0.301 0 .301
0 .194 0.146 0.137 0.133 0.128 0.120 0 .106

-0 .114 -0 .158 -0 .165 -0 .169 -0.173 -0 .182 -0 .195

0 .309 0.305 0.304 0.303 0.302 0.301 0 .301
0.208 0.158 0.151 0.147 0.144 0.137 0 .12 6

-0.100 -0 .147 -0 .153 -0 .156 -0.158 -0 .164 -0 .175

0.309 0.307 0.306 0.305 0.304 0.303 0 .301
0 .227 0.174 0.169 0.166 0.163 0.158 0 .15 0

-0.082 -0 .132 -0 .137 -0 .139 -0.141 -0 .145 -0 .151

0 .307 0.307 0.307 0.307 0.306 0.305 0 .303
0 .250 0.198 0.194 0.192 0.190 0.187 0 .18 1

-0 .057 -0 .109 -0 .113 -0 .115 -0 .116 -0.118 -0.122

0 .306 0.306 0.306 0.306 0.306 0.306 0 .305
0 .270 0.220 0.217 0.216 0.215 0.212 0.20 8

-0 .036 -0 .085 -0 .08B -0 .090 -0 .091 -0.094 -0.097

0 .305 0.305 0.305 0.305 0.305 0.305 0.305
0 .287 0.242 0.240 0.238 0.237 0.235 0.23 2

-0.019 -0.063 -0.066 -0.067 -0.068 -0.070 -0.073

0.304 0.304 0.304 0.304 0.304 0.304 0.304
0.312 0.276 0.275 0.274 0.273 0.272 0.269
0.008 -0.028 -0.029 -0.030 -0.031 -0.032 -0.035

0.312 0.304 0.303 0.303 0.303 0.303 0.303
0.334 0.305 0.304 0.303 0.303 0.301 0.300
0.022 0.001 0.000 0.000 -0.001 -0.002 -0.004

0.327 0.321 0.319 0.317 0.315 0.311 0 .305
0.367 0.346 0.346 0.345 0.345 0.344 0.343
0.040 0.026 0.027 0.028 0.030 0.033 0 .038

0.341 0.336 0.335 0.333 0.332 0.329 0.325
0.401 0.387 0.386 0.386 0.385 0.385 0.384
0.060 0.050 0.051 0.052 0.054 0.056 0.059

0.367 0.364 0.363 0.362 0.362 0.360 0.357
0.450 0.443 0.443 0.443 0.443 0.442 0.442
0.084 0 .079 0.080 0.080 0.081 0.083 0.085

0.387 0.385 0.384 0.384 0.383 0.382 0.380
0.472 0.468 0.467 0.467 0.467 0.467 0.467
0.085 0.083 0.083 0.084 0.084 0.085 0.086

0.407 0.406 0.405 0.405 0.405 0.404. 0.403
0.483 0.481 0.481 0.481 0.481 0.481 0 .481
0.077 0.075 0.076 0.076 0.076 0.077 0 .078

0.423 0.422 0.422 0.422 0.422 0.421 0.421
0.490 0.489 0.489 0.489 0.489 0.488 0 .488
0.067 0.066 0.066 0.067 0.067 0.067 0 .068
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TABLE M, 2- 3

EFFECTIVE MARGINAL TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS (INCLUDING
TAXES PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PRIVATE

COMPANY NOT MAKING USE OF SECTION 105 CAPITALIZATIONS
STATUS OF TAXPAYE R

GROSS
CORPORAT E

SOURCE INCOME

UNAT-
TACHED
INDIVI-
DUAL

MARRIED COUPL E

NUMBER OF CHILDRE N

0 1 2 3 5 8

1500 CURRENT TAX (1966 RATES) 0.430 0.430 0.430 0.430 0.430 0.430 0 .430
TAX UNDER OUR PROPOSALS 0 .147 0.000 0.000 0.000 0.000 0.000 0 .000
CHANGE IN MARGINAL RATE -0 .283 -0 .430 -0 .430 -0 .430 -0 .430 -0 .430 -0 .430

2000 CURRENT TAX (1966 FATES) 0 .430 0.430 0.430 0.430 0.430 0.430 0 .430
TAX UNDER OUR PROPOSALS 0 .16B 0 .091 0.000 0.000 0.000 0.000 0 .000
CHANGE IN MARGINAL RATE -0 .262 -0 .339 -0 .430 -0 .430 -0 .430 -0 .430 -0 .430

2500 CURRENT TAX (1966 RATES) 0 .430 0 .430 0.430 0.430 0.430 0.430 0 .430
TAX UNDER OUR PROPOSALS 0 .170 0.130 0.041 0.000 0.000 0.000 0 .000
CHANGE IN MARGINAL RATE -0 .260 -0 .300 -0 .389 -0 .430 -0 .430 -0 .430 -0 .430

3000 CURRENT TAX (1966 RATES) 0 .430 0 .430 0 .430 0 .430 0 .430 0.430 0 .43 0
TAX UNDER OUR PROPOSALS 0 .197 0 .157 0.160 0.104 0.007 0.000 0 .000
CHANGE IN MARGINAL RATE -0 .233 -0 .273 -0 .270 -0 .326 -0 .423 -0 .430 -0 .430

3500 CURRENT TAX (1966 RATES) 0 .432 0.430 0.430 0.430 0.430 0.430 0 .43 0
TAX UNDER OUR PROPOSALS 0 .200 0.160 0.161 0.164 0 .167 0.000 0 .000
CHANGE IN MARGINAL RATE -0 .232 -0 .270 -0 .269 -0 .266 -0 .263 -0 .430 -0 .430

4000 CURRENT TAX (1966 RATES) 0 .441 0.430 0 .430 0.430 0.430 0.430 0 .43 0
TAX UNDER OUR PROPOSALS 0 .218 0.178 0.180 0.180 0.180 0.166 0 .000
CHANGE IN MARGINAL RATE -0 .223 -0 .252 -0 .250 -0 .250 -0 .250 -0 .265 -0 .430

5000 CURRENT TAX (1966 RATES) 0 .441 0.430 0.430 0.430 0.430 0.430 0 .43 0
TAX UNDER .OUR PROPOSALS 0.229 0.189 0.190 0.190 0.190 0.190 0 .191
CHANGE IN MARGINAL RATE -0 .212 -0 .241 -0 .240 -0 .240 -0 .240 -0 .240 -0 .240

6500 CURRENT TAX (1966 RATES) 0 .441 0.430 0 .430 0.430 0.430 0.430 0 .430
1 AX UNDER OUR PROPOSALS 0 .240 0.200 0 .200 0.200 0.200 0.200 0 .200
CHANGE IN MARGINAL. RATE -0 .201 -0 .230 -0 .230 -0 .230 -0 .230 -0 .230 -0 .230

8000 CURRENT TAX (1966 RATES) 0 .441 0.441 0.430 0.430 0.430 0.430 0 .43 0
TAX UNDER OUR PROPOSALS 0 .258 0.209 0.210 0.210 0.210 0.210 0 .210
CHANGE IN MARGINAL RATE -0 .183 -0 .232 -0 .220 -0.220 -0 .220 -0 .220 -0 .220

10000 CURRENT TAX (1966 RATES) 0.441 0.441 0.441 0.441 0.430 0.430 0.43 0
TAX UNDER OUR PROPOSALS 0 .278 0.219 0.220 0.220 0.220 0.220 0 .220
CHANGE IN MARGINAL RATE -0 .163 -0 .222 -0 .221 -0 .221 -0 .210 -0 .210 -0 .210

12000 CURRENT TAX (1966 RATES) 0.441 0.441 0.441 0.441 0.441 0.430 0 .43 0
TAX UNDER OUR PROPOSALS 0 .298 0.238 0.240 0.240 0.240 0.240 0 .240
CHANGE IN MARGINAL RATE -0 .143 -0 .203 -0 .201 -0 .201 -0 .201 -0.190 -0 .190

15000 CURRENT TAX (1966 RATES) 0.430 0.441 0.441 0.441 0.441 0.441 0 .43 0
TAX UNDER OUR PROPOSALS 0 .318 0.267 0.270 0.270 0.270 0.270 0.270
CHANGE IN MARGINAL RATE -0 .112 -0 .174 -0 .171 -0.171 -0 .171 -0 .171 -0 .160

20000 CURRENT TAX (1966 RATES) 0.430 0.430 0.430 0.439 0.441 0.441 0.44 1
TAX UNDER OUR PROPOSALS 0 .347 0.306 0.310 0.310 0.310 0.310 0.310
CHANGE IN MARGINAL RATE -0 .083 -0 .124 -0 .120 -0.129 -0 .131 -0 .131 -0 .131

25000 CURRENT TAX (1966 RATES) 0 .430 0.430 0.430 0.430 0.430 0 .430 0.44 1
TAX UNDER OUR PROPOSALS 0 .368 0.346 0.350 0.350 0.350 0.350 0 .350
CHANGE IN MARGINAL RATE -0 .062 -0 .084 -0 .080 -0 .080 -0 .080 -0 .080 -0 .091

30000 CURRENT TAX (1966 RATES) 0.430 0.430 0.430 0.430 0.430 0 .430 0 .43 0
TAX UNDER OUR PROPOSALS 0.388 0.377 0.380 0.380 0.380 0.380 0 .380
CHANGE IN MARGINAL RATE -0 .042 -0 .053 -0 .050 -0 .050 -0 .050 -0 .050 -0 .050

40000 CURRENT TAX (1966 RATES) 0 .430 0.430 0.430 0.430 0.430 0.430 0 .43 0
TAX UNDER OUR PROPOSALS 0 .417 0.416 0.420 0.420 0.420 0 .420 0.420
CHANGE IN MARGINAL RATE -0 .013 -0.014 -0 .010 -0 .010 -0 .010 -0 .010 -0 .010

50000 CURRENT TAX (1966 RATES) 0 .486 0 .474 0.430 0.430 0 .430 0 .430 0.43 0
TAX UNDER OUR PROPOSALS 0 .438 0.438 0.440 0.440 0.440 0 .440 0 .440
CHANGE IN MARGINAL RATE -0 .048 -0 .036 -0 .010 -0.010 -0 .010 -0 .010 -0 .010

70000 CURRENT TAX (1966 RATES) 0 .500 0.500 0.500 0.500 0.500 0.500 0 .50 0
TAX UNDER OUR PROPOSALS 0 .460 0.460 0.460 0.460 0.460 0 .460 0.460
CHANGE IN MARGINAL RATE -0 .040 -0.040 -0 .040 -0.040 -0 .040 -0 .040 -0.040

100000 CURRENT TAX (1966 RATES) 0 .514 0.514 0.514 0.514 0.510 0.500 0.50 0
TAX UNDER OUR PROPOSALS 0 .499 0.499 0.500 0.500 0.500 0.500 0 .500
CHANGE IN MARGINAL RATE -0 .015 -0 .015 -0 .014 -0.014 -0 .010 0 .000 0.000

200000 CURRENT TAX (1966 RATES) 0 .528 0.528 0.528 0.528 0.528 0.528 0.52 8
TAX UNDER OUR PROPOSALS 0 .500 0.500 0.500 0.500 0.500 0 .500 0 .500
CHANGE IN MARGINAL RATE -0 .028 -0 .028 -0 .028 -0.028 -0 .028 -0 .028 -0 .028

350000 CURRENT TAX (1966 RATES) 0.556 0.556 0.556 0.556 0.556 0.556 0.55 6
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 0 .500
CHANGE IN MARGINAL RATE -0 .056 -0 .056 -0 .056 -0.056 -0 .056 -0 .056 -0 .056

600000 CURRENT TAX (1966 RATES) 0.570 0.570 0.570 0.570 0.570 0.570 0 .57 0
TAX UNDER OUR PROPOSALS 0 .500 0.500 0.500 0.500 0.500 0.500 0 .500
CHANGE IN MARGINAL RATE -0 .070 -0 .070 -0 .070 -0 .070 -0 .070 -0 .070 -0 .070

1000000 CURRENT TAX (1966 RATES) 0 .584 0.584 0.584 0.584 0.584 0.584 0 .584
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 0 .500
CHANGE IN MARGINAL RATE -0.084 -0 .084 -0 .084 -0.084 -0 .084 -0.084 -0 .08 4

Note : See assumptions in Table M-1 .
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TABLE M, 3- 1

CHANGES IN TAX LIABILITIES UNDER THE PROPOSED TAX SYSTEM (INCLUDING TAXES PAID BY
CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PRIVATE COMPANY

CAPITALIZING HALF ITS EARNINGS UNDER SECTION 10 5
STATUS OF TAXPAYE R

GROSS
CORPORAT E

SOURCE INCOME

UNAT-
TACHED
INDIVI-
DUAL

MARRIED COUPL E

NUMBER OF CHILDRE N

0 1 2 3 5 8

1500 CURRENT TAX (1966 RATES) 515. 515. 515. 515. 515. 515. 515.
TAX UNDER OUR PROPOSALS 54 . 0. 0., 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -461 . -515. -515. -515. -515. -515. -515 .

2000 CURRENT TAX (1966 RATES) 686 . 686. 686. 686. 686. 686. 686.
TAX UNDER OUR PROPOSALS 128. 0. 0. 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -559. -686. -686. -686. -686. -686. -686 .

2500 CURRENT TAX (1966 RATES) 858 . 858 . 858. 858. 858. 858. 858.
TAX UNDER OUR PROPOSALS 212. 46. 0. 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -646. -812. -858. -858. -858. -858. -858 .

3000 CURRENT TAX (1966 RATES) 1029 . 1029 . 1029. 1029. 1029. 1029. 1029 .
TAX UNDER OUR PROPOSALS 297. 111. 21. 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -733. -919. -1009 . -1029 . -1029. -1029 . -1029 .

3500 CURRENT TAX (1966 RATES) 1201 . 1201. 1201. 1201. 1201. 1201. 1201 .
TAX UNDER OUR PROPOSALS 395. 189. 101. 52. 4. 0. 0.
INCREASE OR DECREASE IN TAX -806 . -1012. -1100 . -1148 . -1197. -1201 . -1201 .

4000 CURRENT TAX (1966 RATES) 1373 . 1372. 1372. 1372. 1372. 1372. 1372 .
TAX UNDER OUR PROPOSALS 495. 269. 181. 134. 87. 0. 0.
INCREASE OR DECREASE IN TAX -878 . -1103 . -1191. -1238 . -1285. -1372 . -1372 .

5000 CURRENT TAX (1966 RATES) 1727 . 1715. 1715. 1715. 1715. 1715. 1715 .
TAX UNDER OUR PROPOSALS 714. 448. 361. 315. 269. 176. 37.
INCREASE OR DECREASE IN TAX -1013 . -1267. -1354 . -1400 . -1447. -1539 . -1678 .

6500 CURRENT TAX (1966 RATES) 2258 . 2230. 2230. 2230. 2230. 2230. 2230 .
TAX UNDER OUR PROPOSALS 1063 . 737. 651. 606. 560. 469. 332.
INCREASE OR DECREASE IN TAX -1195 . -1493 . -1578. -1624 . -1669. -1761 . -1897 .

8000 CURRENT1AX (1966 RATES) 2790 . 2750. 2744. 2744. 2744. 2744. 2744 .
TAX UNDER OUR PROPOSALS 1423 . 1037. 952. 907. 862. 772. 637.
INCREASE OR DECREASE IN TAX -1367 . -1713 . -1792. -1837 . -1882. -1972 . -2107 .

10000 CURRENT TAX (1966 RATES) 3498 . 3458 . 3446. 3434. 3430. 3430. 3430 .
TAX UNDER OUR PROPOSALS 1942 . 1457 . 1372. 1328. 1284. 1195. 1063 .
INCREASE OR DECREASE IN TAX -1556 . -2001 . -2074. -2106 . -2147. -2235 . -2367 .

12000 CURRENT TAX (1966 RATES) 4206 . 4166 . 4154. 4142. 4130. 4116. 4116 .
TAX UNDER OUR PROPOSALS 2501 . 1896. 1812. 1770. 1727. 1641. 1513 .
INCREASE OR DECREASE IN TAX -1705 . -2270 . -2342. -2373 . -2403. -2475 . -2603 .

15000 CURRENT 1AX (1966 RATES) 5265. 5229. 5217. 5205. 5193. 5169. 5145 .
TAX UNDER OUR PROPOSALS 3400 . 2615. 2533. 2492. 2452. 2371. 2249 .
INCREASE OR DECREASE IN TAX -1865 . -2614 . -2684. -2713 . -2741. -2798 . -2896 .

20000 CURRENT TAX (1966 RATES) 6980 . 6980. 6980. 6976. 6964. 6940. 6904 .
TAX UNDER OUR PROPOSALS 4999 . 3964. 3884. 3846. 3808. 3733. 3620 .
INCREASE OR DECREASE IN TAX -1981 . -3017 . -3096. -3130 . -3155. -3207 . -3284 .

25000 CURRENT TAX (1966 RATES) 8695 . 8695. 8695. 8695. 8695. 8695. 8675 .
TAX UNDER OUR PRCPOSALS 6748 . 5512. 5435. 5400. 5365. 5296. 5191 .
INCREASE OR DECREASE IN TAX -1948 . -3184. -3261 . -3295 . -3330. -3400 . -3484 .

30000 CURRENT TAX (1966 RATES) 10410 . 10410. 10410 . 10410 . 10410 . 10410 . 10410 .
TAX UNDER OUR PROPOSALS 8597 . 7260. 7185. 7153. 7120. 7055. 6957 .
INCREASE OR DECREASE IN TAX -1814 . -3151. -3225 . -3258 . -3290. -3356 . -3453 .

40000 CURRENT TAX (1966 RATES) 13840 . 13840 . 13840 . 13840 . 13840 . 13840 . 13840 .
TAX UNDER OUR PROPOSALS 12496 . 11058 . 10986 . 10956 . 10927 . 10867 . 10778 .
INCREASE OR DECREASE IN TAX -1345 . -2782. -2854 . -2884 . -2914. -2973 . -3063 .

50000 CURRENT TAX (1966 RATES) 17676 . 17282. 17271 . 17271 . 17271 . 17271 . 17271 .
TAX UNDER OUR PROPOSALS 16694 . 15256 . 15187 . 15158 . 15130 . 15073 . 14988 .
INCREASE OR DECREASE IN TAX -982 . -2026. -2084 . -2112 . -2140. -2197 . -2282 .

70000 CURRENT TAX (1966 RATES) 25828 . 25378 . 25243 . 25108 . 24973 . 24703 . 24298 .
TAX UNDER OUR PROPOSALS 25692 . 24254 . 24187 . 24160 . 24133 . 24080 . 23999 .
INCREASE OR DECREASE IN TAX -136 . -1124. -1056. -948. -840. -624. -299 .

100000 CURRENT TAX (1966 RATES) 38308 . 37808 . 37658 . 37508 . 37360 . 37090 . 36685 .
TAX UNDER OUR PROPOSALS 40091 . 38653 . 38588 . 38564 . 38540 . 38492 . 38420 .
INCREASE OR DECREASE IN TAX 1782 . 844. 930. 1056. 1180. 1402. 1735 .

200000 CURRENT TAX (1966 RATES) 81737 . 81187 . 81022 . 80857 . 80692 . 80362 . 79867 .
TAX UNDER OUR PROPOSALS 90090 . 88652. 88588 . 88564 . 88540 . 88492 . 88420 .
INCREASE OR DECREASE IN TAX 8353 . 7465. 7566. 7707. 7848. 8130. 8553 .

350000 CURRENT TAX (1966 RATES) 150041 . 149391 . 149196 . 149001 . 148806 . 148416 . 147831 .
TAX UNDER OUR PROPOSALS 165090 . 163652 . 163588 . 163564 . 163540 . 163492 . 163420 .
INCREASE OR DECREASE IN TAX 15049 . 14261 . 14392 . 14563 . 14734 . 15076 . 15589 .

600000 CURRENT TAX (1966 RATES) 269327 . 268627 . 268417 . 268207 . 267997 . 267577 . 266947 .
TAX UNDER OUR PROPOSALS 290090 . 288652 . 288588 . 288564 . 288540 . 288492 . 288420 .
INCREASE OR DECREASE IN TAX 20763 . 20025 . 20171 . 20357 . 20543 . 20915 . 21473 .

1000000 CURRENT TAX (1966 RATES) 465119 . 464369 . 464144 . 463919 . 463694 . 463244 . 462569.
TAX UNDER OUR PROPOSALS 490090 . 488652 . 488588 . 488564 . 488540 . 488492 . 488420 .
INCREASE OR DECREASE IN TAX 24971 . 24283 . 24444 . 24645 . 24846 . 25248 . 25851 .

Note: See assumptions in Table M-1 .
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TABLE M, 3- 2

EFFECTIVE AVERAGE TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS (INCLUDING
TAXES PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PRIVATE COMPANY

CAPITALIZING HALF ITS EARNINGS UNDER SECTION 10 5

STATUS OF TAXPAYE R

GROSS
CORPORAT E

SOURCEINCOME

UNAT-
TACHED
INDIVI-
DUAL

MARRIED COUPL E

NUMBER OF CHILDRE N

0 1 2 3 5 8

1500 CURRENT TAX (1966 RATES) 0 .343 0.343 0.343 0.343 0.343 0.343 0 .343
TAX UNDER OUR PROPOSALS 0.036 0.000 0.000 0.000 0 .000 0.000 0 .000
CHANGE IN EFFECTIVE RATE -0 .307 -0 .343 -0.343 -0 .343 -0 .343 -0 .343 -0 .343

2000 CURRENT TAX (1966 RATES) 0 .343 0.343 0.343 0.343 0 .343 0.343 0 .34 3
TAX UNDER OUR PROPOSALS 0.064 0.000 0.000 0.000 0 .000 0.000 0 .000
CHANGE IN EFFECTIVE RATE -0 .279 -0 .343 -0.343 -0 .343 -0 .343 -0 .343 -0 .343

2500 CURRENT TAX (1966 RATES) 0.343 0.343 0.343 0.343 0 .343 0.343 0 .343
TAX UNDER OUR PROPOSALS 0.085 0.018 0.000 0.000 0 .000 0.000 0 .000
CHANGE IN EFFECTIVE RATE -0.258 -0 .325 -0.343 -0 .343 -0 .343 -0 .343 -0 .343

3000 CURRENT TAX (1966 RATES) 0 .343 0.343 0.343 0.343 0 .343 0.343 0 .34 3
TAX UNDER OUR PROPOSALS 0 .099 0.037 0.007 0.000 0 .000 0.000 0 .000
CHANGE IN EFFECTIVE RATE -0 .244 -0 .306 -0.336 -0 .343 -0.343 -0 .343 -0 .343

3500 CURRENT TAX (1966 RATES) 0 .343 0.343 0.343 0.343 0 .343 0.343 0 .34 3
TAX UNDER OUR PROPOSALS 0 .113 0.054 0.029 0.015 0 .001 0.000 0 .000
CHANGE IN EFFECTIVE RATE -0 .230 -0 .289 -0.314 -0 .328 -0.342 -0 .343 -0 .343

4000 CURRENT TAX (1966 RATES) 0 .343 0.343 0.343 0.343 0 .343 0.343 0 .34 3
TAX UNDER OUR PROPOSALS 0 .124 0.067 0.045 0.033 0 .022 0.000 0 .000
CHANGE IN EFFECTIVE RATE -0 .219 -0 .276 -0.298 -0 .310 -0 .321 -0 .343 -0 .343

5000 CURRENT TAX (1966 RATES) 0 .345 0.343 0.343 0.343 0 .343 0.343 0 .34 3
TAX UNDER OUR PROPOSALS 0 .143 0.090 0.072 0.063 0 .054 0.035 0 .007
CHANGE IN EFFECTIVE RATE -0 .203 -0 .253 -0.271 -0 .280 -0 .289 -0 .308 -0 .336

6500 CURRENT TAX (1966 RATES) 0 .347 0.343 0.343 0.343 0 .343 0.343 0 .34 3
TAX UNDER OUR PROPOSALS 0 .164 0.113 0.100 0.093 0 .086 0.072 0 .051
CHANGE IN EFFECTIVE RATE -0 .184 -0.230 -0.243 -0 .250 -0.257 -0 .271 -0 .292

8000 CURRENT TAX (1966 RATES) 0 .349 0.344 0.343 0.343 0 .343 0.343 0 .34 3
TAX UNDER OUR PROPOSALS 0 .178 0.130 0.119 0.113 0 .108 0 .097 0 .080
CHANGE IN EFFECTIVE RATE -0 .171 -0 .214 -0 .224 -0 .230 -0 .235 -0.246 -0 .263

10000 CURRENT TAX (1966 RATES) 0 .350 0.346 0.345 0.343 0.343 0.343 0 .34 3
TAX UNDER OUR PROPOSALS 0 .194 0.146 0.137 0.133 0.128 0.120 0 .106
CHANGE IN EFFECTIVE RATE -0 .156 -0 .200 -0 .207 -0 .211 -0 .215 -0 .223 -0 .237

12000 CURRENT TAX (1966 RATES) 0 .351 0.347 0.346 0.345 0.344 0.343 0 .34 3
TAX UNDER OUR PROPOSALS 0 .208 0.158 0.151 0 .147 0.144 0.137 0 .126
CHANGE IN EFFECTIVE RATE -0 .142 -0 .189 -0.195 -0 .198 -0 .200 -0 .206 -0 .217

15000 CURRENT TAX (1966 RATES) 0 .351 0.349 0.348 0.347 0 .346 0.345 0 .34 3
TAX UNDER OUR PROPOSALS 0 .227 0.174 0.169 0.166 0.163 0.158 0 .150
CHANGE IN EFFECTIVE RATE -0 .124 -0 .174 -0.179 -0.181 -0 .183 -0 .187 -0.193

20000 CURRENT TAX (1966 RATES) 0 .349 0.349 0.349 0 .349 0.348 0.347 0.34 5
TAX UNDER OUR PROPOSALS 0.250 0.198 0.194 0.192 0 .190 0.187 0 .181
CHANGE IN EFFECTIVE RATE -0.099 -0 .151 -0.155 -0 .156 -0 .158 -0 .160 -0 .164

25000 CURRENT'TAX (1966 RATES) 0 .348 0.348 0.348 0.348 0 .348 0.348 0 .34 7
TAX UNDER OUR PROPOSALS 0.270 0.220 0.217 0.216 0 .215 0.212 0 .208
CHANGE IN EFFECTIVE RATE -0.078 -0 .127 -0.130 -0 .132 -0 .133 -0 .136 -0 .139

30000 CURRENT TAX (1966 RATES) 0.347 0.347 0.347 0.347 0 .347 0.347 0 .34 7
TAX UNDER OUR PROPOSALS 0 .287 0.242 0.240 0.238 0 .237 0.235 0 .232
CHANGE IN EFFECTIVE RATE -0 .060 -0 .105 -0.107 -0 .109 -0 .110 -0 .112 -0 .115

40000 CURRENT TAX (1966 RATES) 0.346 0.346 0.346 0.346 0 .346 0.346 0 .346
TAX UNDER OUR PROPOSALS 0 .312 0.276 0.275 0.274 0 .273 0.272 0 .269
CHANGE IN EFFECTIVE RATE -0 .034 -0 .070 -0.071 -0 .072 -0 .073 -0 .074 -0 .077

50000 CURRENT TAX (1966 RATES) 0.354 0.346 0.345 0.345 0.345 0.345 0 .34 5
TAX UNDER OUR PROPOSALS 0 .334 0.305 0.304 0.303 0 .303 0.301 0 .300
CHANGE IN EFFECTIVE RATE -0 .020 -0 .041 -0.042 -0 .042 -0 .043 -0 .044 -0 .046

70000 CURRENT TAX (1966 RATES) 0.369 0.363 0.361 0.359 0.357 0.353 0 .34 7
TAX UNDER OUR PROPOSALS 0 .367 0.346 0.346 0.345 0.345 0.344 0 .343
CHANGE IN EFFECTIVE RATE -0 .002 -0 .016 -0.015 -0 .014 -0.012 -0 .009 -0 .004

100000 CURRENT TAX (1966 RATES) 0 .383 0.378 0.377 0.375 0.374 0.371 0 .36 7
TAX UNDER OUR PROPOSALS 0 .401 0.387 0.386 0.386 0 .385 0.385 0 .384
CHANGE IN EFFECTIVE RATE 0 .018 0.008 0.009 0.011 0 .012 0.014 0 .017

200000 CURRENT TAX (196b RATES) 0 .409 0.406 0.405 0.404 0 .403 0.402 0 .399
TAX UNDER OUR PROPOSALS 0 .450 0.443 0.443 0.443 0 .443 0.442 0.442
CHANGE IN EFFECTIVE RATE 0 .042 0.037 0.038 0.039 0 .039 0 .041 0 .043

350000 CURRENT TAX (1966 RATES) 0 .429 0.427 0.426 0.426 0 .425 0.424 0 .42 2
TAX UNDER OUR PROPOSALS 0 .472 0.468 0.467 0.467 0.467 0.467 0 .467
CHANGE IN EFFECTIVE RATE 0 .043 0.041 0.041 0.042 0.042 0.043 0.045

600000 CURRENT TAX (1966 RATES) 0 .449 0.448 0.447 0.447 0.447 0.446 0 .44 5
TAX UNDER OUR PROPOSALS 0 .483 0.481 0.481 0.481 0.481 0 .481 0,181
CHANGE IN EFFECTIVE RATE 0 .035 0.033 0.034 0 .034 0 .034 0.035 0 .036

1000000 CURRENT TAX (196b RATES) 0 .465 0.464 0.464 0.464 0 .464 0.463 0 .463
TAX UNDER OUR PROPOSALS 0.490 0.489 0.489 0.489 0 .489 0.488 0 .488
CHANGE IN EFFECTIVE RATE 0 .025 0.024 0.024 0.025 0.025 0.025 0 .026

Nofe : Sea aaavmptiona In Tuble M-1 .
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TABLE M, 3- 3

EFFECTIVE MARGINAL TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS ( INCLUDING
TAXES PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME FROM A TYPICAL PRIVATE

COMPANY CAPITALIZING HALF ITS EARNINGS UNDER SECTION 105

STATUS OF TAXPAYE R

GROSS
CORPORAT E

SOURCE INCOME

UNAT-
TACHED
INDIVI-
DUAL

MARRIED COUPL E

NUMBER OF CHILDRE N

0 1 2 3 5 8

1500 CURRENT TAX (1966 RATES) 0 .472 0.472 0.472 0.472 0.472 0.472 0.47 2
TAX UNDER OUR PROPOSALS 0.147 0.000 0.000 0.000 0.000 0 .000 0 .000
CHANGE IN MARGINAL RATE -0.325 -0 .472 -0 .472 -0 .472 -0 .472 -0 .472 -0 .472

2000 CUF'RENT TAX (1966 RATES) 0 .472 0.472 0.472 0.472 0.472 0 .472 0 .47 2
TAX UNDER OUR PROPOSALS 0 .168 0.091 0.000 0.000 0.000 0.000 0 .000
CHANGE IN MARGINAL RATE -0.304 -0 .381 -0 .472 -0 .472 -0.472 -0 .472 -0 .472

2500 CURRENT TAX (1966 RATES) 0 .472 0.472 0.472 0.472 0.472 0.472 0 .47 2
TAX UNDER OUR PROPOSALS 0.170 0.130 0.041 0.000 0.000 0.000 0 .000
CHANGE IN MARGINAL RATE -0 .302 -0 .342 -0.431 -0 .472 -0 .472 -0.472 -0 .472

3000 CURRENT TAX (1966 RATES) 0 .472 0.472 0.472 0.472 0.472 0.472 0 .47 2
TAX UNDER OUR PROPOSALS 0.197 0.157 0.160 0.104 0.007 0.000 0 .000
CHANGE IN MARGINAL RATE -0 .275 -0 .315 -0 .312 -0 .368 -0 .465 -0 .472 -0 .472

3500 CURRENT TAX (1966 RATES) 0 .474 0.472 0.472 0.472 0.472 0.472 0 .47 2
TAX UNDER OUR PROPOSALS 0 .200 0.160 0.161 0.164 0 .167 0.000 0 .000
CHANGE IN MARGINAL RATE -0 .274 -0 .312 -0.311 -0 .308 -0 .305 -0.472 -0 .472

4000 CURRENT TAX (1966 RATES) 0 .483 0.472 0.472 0.472 0.472 0.472 0 .47 2
TAX UNDER OUR PROPOSALS 0 .218 0.178 0.180 0.180 0.180 0.166 0 .000
CHANGE IN MARGINAL RATE -0.265 -0 .294 -0.292 -0 .292 -0 .292 -0 .306 -0 .472

5000 CURRENT TAX (1966 RATES) 0 .483 0.472 0.472 0.472 0.472 0.472 0 .47 2
TAX UNDER OUR PROPOSALS 0.229 0.189 0.190 0.190 0.190 0.190 0 .191
CHANGE IN MARGINAL RATE -0 .254 -0 .283 -0.282 -0 .282 -0 .282 -0 .282 -0 .282

6500 CURRENT TAX (1966 RATES) 0 .483 0.472 0.472 0.472 0.472 0.472 0 .47 2
TAX UNDER OUR PROPOSALS 0 .240 0.200 0.200 0.200 0.200 0.200 0 .200
CHANGE IN MARGINAL RATE -0 .243 -0 .272 -0 .272 -0 .272 -0.272 -0 .272 -0 .272

8000 CURRENT TAX (1966 RATES) 0 .483 0.483 0.472 0.472 0.472 0.472 0 .47 2
TAX UNDER OUR PROPOSALS 0 .258 0.209 0.210 0.210 0.210 0.210 0 .210
CHANGE IN MARGINAL RATE -0 .225 -0 .274 -0.262 -0 .262 -0 .262 -0.262 -0 .262

10000 CURRENT TAX (1966 RATES) 0 .483 0.483 0.483 0.483 0.472 0.472 0 .47 2
TAX UNDER OUR PROPOSALS 0 .278 0.219 0.220 0.220 0.220 0.220 0 .220
CHANGE IN MARGINAL RATE -0 .205 -0 .264 -0 .263 -0 .263 -0 .252 -0.252 -0 .252

12010 CURRENT TAX (1966 RATES) 0 .483 0.483 0.483 0 .483 0 .483 0.472 0 .47 2
TAX UNDER OUR PROPOSALS 0 .298 0.238 0.240 0.240 0.240 0.240 0 .240
CHANGE IN MARGINAL RATE -0 .185 -0 .245 -0.243 -0 .243 -0 .243 -0 .232 -0 .232

15000 CURRENT TAX (1966 RATES) 0 .472 0.483 0.483 0.483 0.483 0.483 0 .47 2
TAX UNDER OUR PROPOSALS 0 .318 0.267 0.270 0.270 0 .270 . 0.270 0 .270
CHANGE IN MARGINAL RATE -0 .154 -0 .216 -0 .213 -0 .213 -0.213 -0 .213 -0 .202

20000 CURRENT TAX (1966 RATES) 0 .472 0.472 0.472 0.481 0.483 0.483 0 .48 3
TAX UNDER OUR PROPOSALS 0 .347 0.306 0.310 0.310 0.310 0.310 0 .310
CHANGE IN MARGINAL RATE -0 .125 -0 .166 -0.162 -0 .171 -0.173 -0 .173 -0 .173

25000 CURRENT TAX (1966 RATES) 0 .472 0.472 0.472 0.472 0.472 0.472 0 .48 3
TAX UNDER OUR PROPOSALS 0 .368 0.346 0.350 0.350 0.350 0.350 0 .350
CHANGE IN MARGINAL RATE -0 .104 -0 .126 -0.122 -0 .122 -0 .122 -0 .122 =0 .133

30000 CURRENT TAX (1966 RATES) 0 .472 0.472 0.472 0.472 0.472 0.472 0.472
TAX UNDER OUR PROPOSALS 0 .388 0.377 0.380 0.380 0.380 0.380 0 .380
CHANGE IN MARGINAL RATE -0 .084 -0 .095 -0 .092 -0 .092 -0.092 -0 .092 -0 .092

40000 CURRENT TAX (1966 RATES) 0 .472 0.472 0 .472 0.472 0.472 0.472 0.472
TAX UNDER OUR PROPOSALS 0 .417 0.416 0.420 0.420 0.420 0.420 0 .420
CHANGE IN MARGINAL RATE -0 .055 -0 .056 -0 .052 -0 .052 -0 .052 -0 .052 -0.052

50000 CURRENT TAX (1966 RATES) 0 .528 0.516 0.472 0.472 0.472 0.472 0 .47 2
TAX UNDER OUR PROPOSALS 0 .438 0.438 0.440 0.440 0.440 0.440 0 .440
CHANGE IN MARGINAL RATE -0 .090 -0.078 -0 .032 -0.032 -0 .032 -0 .032 -0 .032

70000 CURRENT TAX (1966 RATES) 0 .542 0.542 0.542 0.542 0.542 0.542 0 .542
TAX UNDER OUR PROPOSALS 0.460 0.460 0.460 0.460 0.460 0.460 0 .460
CHANGE IN MARGINAL RATE -0 .082 -0 .082 -0 .082 -0 .082 -0 .082 -0 .082 -0.082

100000 CURRENT TAX (1966 RATES) 0.556 0.556 0.556 0.556 0.552 0.542 0 .542
TAX UNDER OUR PROPOSALS 0 .499 0.499 0.500 0 .500 0.500 0.500 0.500
CHANGE IN MARGINAL RATE -0 .057 -0.057 -0 .056 -0 .056 -0.052 -0 .042 -0 .042

200000 CURRENT TAX (1966 RATES) 0 .570 0.570 0.570 0.570 0.570 0.570 0.57 0
TAX UNDER OUR PROPOSALS 0 .500 0.500 0.500 0.500 0.500 0.500 0.500
CHANGE IN MARGINAL RATE -0 .070 -0 .070 -0 .070 -0.070 -0 .070 -0 .070 -0.070

350000 CURRENT TAX (1966 RATES) 0 .598 0.598 0.598 0.598 0.598 0.598 0.59 8
TAX UNDER OUR PROPOSALS 0 .500 0.500 0.500 0.500 0.500 0.500 0.500
CHANGE IN MARGINAL RATE -0 .098 -0 .098 -0 .098 -0 .098 -0 .098 -0 .098 -0 .098

600000 CURRENT TAX (1966 RATES) 0 .612 0.612 0.612 0.612 0.612 0.612 0.61 2
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 0.500
CHANGE IN MARGINAL RATE -0.112 -0 .112 -0 .112 -0 .112 -0 .112 -0.112 -0 .112

1000000 CURRENT TAX (1966 RATES) 0.626 0.626 0.626 0.626 0.626 0.626 0 .62 6
TAX UNDER OUR PROPOSALS 0 .500 0.500 0.500 0.500 0.500 0.500 0 .500
CHANGE IN MARGINAL RATE -0.126 -0 .126 -0 .126 -0 .126 -0 .126 -0 .126 -0.12 6

Note : See assvmptions in Table M-1 .



APPENDIX N

COMPARISONS OF TAX LIABILITIES ON CORPORATE SOURCE INCOME FROM
SHARES FOR TAX UNITS AT DIFFERENT INCOME LEVELS AND WITH
DIFFERENT FAMILY CHARACTERISTICS UNDER OUR PROPOSALS AND
UNDER THE PROPOSALS OF THE COMMITTEE OF FOUR AS MODIFIE D

This appendix provides comparisons of corporation and personal income

taxes payable by, or attributable to, tax units with income only from shares

under our proposals and under the proposals of the Committee of Four as

discussed and modified in Chapter 19 . 1/ The comparisons presented show

the differences between the total taxes payable under each proposed metho d

of taxation by taxpayers with income only from corporate shares . Differences

in average and marginal rates of tax are also shown .

Two comparisons are made :

Case 1; A typical public company distributing one half of its after-tax

income as dividends . This corresponds to Case 1 in Appendix M .

The results can be found in Tables .N, 1-1, N, 1-2 and N, 1-3

provided in this appendix .

Case 2 : A typical private company distributing one half of its after-tax

income as dividends . This corresponds to Case 2 in Appendix M .

The results can be found in Tables N, 2-1, N, 2-2 and N, 2-3

provided in this appendix .

In each case the composition of income is the same as that assumed

in the comparable cases in Appendix M, as specified in Table M-1 of that

appendix .

The tables are calculated in the same manner as are the tables pre-

sented in Appendix M . The figures entered for our proposals in this appendix

are in fact identical .with those presented in the corresponding tables

provided in Appendix M .

The method by which total taxes are computed under each system of

taxation is shown in two examples . Table N-1 shows the way in which total
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taxes are calculated for a family with two children with a comprehensive

tax base income of $10,000 derived exclusively from corporate shares of a

typical public company . The taxes derived through this calculation

are shown in the fourth column of Table N, 1-1 in the row for a

gross corporate source income of $10,000 . Table N-2 presents the corre-

sponding tax, calculations for a family with two children with a compre-

hensive tax base income of $100,000 derived exclusively from a typical

private company . The resultant taxes are shown in the fourth column of

Table N, 2-1 in the row for a gross corporate source income of $100,000 .

Under the modified Committee-of-Four proposals the 15 per cent tax

would not apply to all corporate income but only to distributions or capi-

talizations . In all of the calculations we have assumed the same

level of distributions as in Appendix M (one half of corporate after-tax

income distributed) . However, if the modified Committee-of-Four proposals

were adopted distributions probably would increase . Most shareholders

would prefer to have the corporate income distributed so as to reduce their

share gains, which would be subject to tax at higher rates for shareholders

with lower income who would be entitled to refunds of the 15 per cent tax

and shareholders with marginal tax rates of over 30 per cent . The dis-

tribution or capitalization of the remaining balance would increase the

figures shown for total taxes by 15 per cent of the amount shown as un-

distributed income at the bottom of each example given in Tables N-1 and

N-2 .

In the calculations under the modified Committee-of-Four proposals we

have used the same rates of personal income tar, for family units and the

same credits as under our proposals . We have also assumed the same treat-

ment of family allowances and the same standard deduction as under our

proposals : The corporation tax is computed under the dual rate presently

in effect, usin.g the average corporation tax rates referred to in note a/

to Table 14-1 in Appc.ndix M .

App . N
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REFERENCE

~ The principal modification is to bring into a shareholder's income

the gains on realization of shares and to apply tax to such gains

at one half of personal rates .

I

App . N
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0

TABLE N-1

CASE 1 EXAMPLE :

CALCULATION OF TAXES UNDER OUR PROPOSALS AND THE MODIFIED PROPOSALS OF THE COMMITTEE

OF FOUR FOR A MARRIED COUPLE WITH TWO CHILDREN WITH A COMPREHENSIVE TAX BASE
INCOME OF $10,000 DERIVED EXCLUSIVELY FROM SHARES IN A TYPICAL PUBLIC COMPANY a/

Tax Base and Taxes Tax Base and Taxes Under

Under Our Proposals Comittee-of-Four Proposals

At At At At

Corporate Personal Corporate Personal
Tax Base Level Level Level Level

Income from corporate sources :

Dividends $2,019.15 $2,019.15 $2,019.15 N .A .

Other corporate income, before corporation tax 5,961.70 5,961.70 5,961 .70 b~ N .A .

Goodwill gains on stock held by taxpayer - 2,019.15 2,019.15

Total corporate source base $7,980 .85 $10,000.00 f $7,980 .85 $2,019.15

Family allowances - 144.00 - 144 .00

Total income - $10,144.00 - $2,163.15

Standard deduction 50.00 50.00

Net tax base $7,980-85 t~10 0 4 .00 0 .8 $2,113 .1 5

Taxe s

Gross tax (before credits) 3,990.43 1,487.68 3,942.54 -

Additional tax on corporate distributions f N .A. - 302.87 -

Non-refundable tax credits for dependants - 160 .00 - 160 .00

Tax after dependant credits - $1,327.68 - -

Refundable credits :

of corporation taxes - 3,990.4? - N.A .

on corporate distributions - N.A. 302.87

Total tax $3,990 .43 ($2,662 .75) 24 .41 ( 02 .8

Total taxese/ $1,327.68 ~

Undistributed or unallocated income - O1 . 1

f Numbers enclosed in parentheses are negative . "N .A ." means not applicable . The relationship among the components of corporate

source income is that specified in Appendix M, Table M-1, column 2, for a shareholder in a typical public company .

~ Consists of undistributed income of $2,019 .15 and corporation tax of $3,942 .54 (49 .4 per cent of $7,980 .85)•

c/ This is the income of the taxpayer considered in this example .

d/ 15 per cent of $2,019 .15 .

e/ Under the modified Committee-of-Four proposals it is possible that the corporation would distribute or capitalize the full amount

of corporate income, to reduce to a minimum the amount that would eventually be subject to the capital gains tax . In this

example, however, there would be no increase in the total tax payable as the ehareholder would receive a refund of the

15 per cent tax paid .
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TABLE N-2

CASE 2 EXAMPLE :

CALCULATION OF TAXES UNDER OUR PROPOSALS AND THE MODIFIED PROPOSALS OF THE COMMITTEE

OF FOUR FOR A MARRIED COUPLE WITH TWO CHILDREN WITH A COMPREHENSIVE TAX BASE

INCOME OF $100,000 DERIVED EXCLUSIVELY FROM SHARES IN A TYPICAL PRIVATE COMPANY a/

Tax Base and Taxes Tax Base and Taxes Under

Under Our Proposals Committee-of-Four Proposal s

At At At At
Corporate Personal Corporate Personal

Tax Base Level Level Level Level

Income from corporate sources :

Dividends $27,956.99 $27,956 .99 $27,956.99 N .A .

Other corporate income, before corporation tax 58,064 .52 58,064 .52 58,064 .52 f N.A .

Goodwill gains on stock held by taxpayer 13,978.49 13,978.49

Total corporate source base $86,021.51 $100,000 .00 C/ $86,021 .51 $13,978 .49

Family allowances - 144 .00 - 144 .00

Total income - $100,144.00 - $14,122.49

Standard deduction 50.00 50.00

Net tax base $86,021 .51 $100,094 .00 $86,021 .51 $14,o72 .49

Taxe s

Gross tax (before credits) $43,010.76 $38,724.00 $30,107.53 $ 863 .65

Additional tax on corporate distributions d/ N .A. - 4,193•55 -

Non-refundable tax credits for dependants

Tax after dependant credit s

Refundable credits :

of corporation taxe s

on corporate distributions

Total tax

Total taxes e/

Undistributed or unallocated income

160 .00

$38,564 .00

$43,010 .76

N .A .

olo. 6 446. 6

8 64 .00

160 .00

$ 703 .6 5

N .A .

$34,01 .08 0 .6

004 .

~

a/ Numbers enclosed in parentheses are negative . "N .A ." means not applicable . The relationship among the components of corporate

source income is that specified in Appendix M, Table M-1, column 2, for a shareholder in a typical private company .

, Consists of undistributed income of $27,956 .99 and corporation tax of $30,107 .53 (35 per cent of $86,021 .51) .

C/ This is the income of the taxpayer considered in this example .

f 15 per cent of $27,956 .99 .

e/ Under the modified Committee-of-Four proposals it is possible that the corporation would distribute or capitalize the full amount
of corporate income, to reduce to a minimum the amount that would eventually be subject to the capital gains tax . If the 15 per
cent were paid on the full corporate income the $35,004 .73 of tax would increase to $39,198 .28 .
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TABLE N, 1- 1

CHANGES IN TAX LIABILITIES UNDER OUR PROPOSALS FROM THOSE WHICH WOULD ARISE UNDER THE
MODIFIED PROPOSALS OF THE COMMITTEE OF FOUR ( INCLUDING TAXES PAID BY CORPORATIONS)

FOR A TAX UNIT WITH INCOME FROM A TYPICAL PUBLIC COMPAN Y

STATUS OF TAXPAYE R

GROSS
CORPORAT E

SOURCE INCOME

UNAT-
TACHED
INDIVI-
DUAL

MARRIED COUPL E

1500 ALTERNATIVE TAX PROPOSAL 591 .
TAX UNDER OUR PROPOSALS 54 .
INCREASE OR DECREASE IN TAX -537 .

2000 ALTERNATIVE TAX PROPOSAL 789 .
TAX UNDER OUR PROPOSALS 128.
INCREASE OR DECREASE IN TAX -661 .

2500 ALTERNATIVE TAX PROPOSAL 986 .
TAX UNDER OUR PROPOSALS 212 .
INCREASE OR DECREASE IN TAX -774 .

3000 ALTERNATIVE TAX PROPOSAL 1183 .
TAX UNDER OUR PROPOSALS 297 .
INCREASE OR DECREASE IN TAX -886 .

3500 ALTERNATIVE TAX PROPOSAL 1380 .
TAX UNDER OUR PROPOSALS 395 .
INCREASE OR DECREASE IN TAX -985 .

4000 ALTERNATIVE TAX PROPOSAL 1577 .
TAX UNDER OUR PROPOSALS 495 .
INCREASE OR DECREASE IN TAX -1082 .

5000 ALTERNATIVE TAX PROPOSAL 1971 .
TAX UNDER OUR PROPOSALS 714 .
INCREASE OR DECREASE IN TAX -1257 .

6500 ALTERNATIVE TAX PROPOSAL 2563 .
TAX UNDER OUR PROPOSALS 1063 .
INCREASE OR DECREASE IN TAX -1500 .

8000 ALTERNATIVE TAX PROPOSAL 3154 .
TAX UNDER OUR PROPOSALS 1423 .
INCREASE OR DECREASE IN TAX -1731 .

10000 ALTERNATIVE TAX PROPOSAL 3943 .
TAX UNDER OUR PROPOSALS 1942 .
INCREASE OR DECREASE IN TAX -2001 .

12000 ALTERNATIVE TAX PROPOSAL 4750 .
TAX UNDER OUR PROPOSALS 2501 .
INCREASE OR DECREASE IN TAX -2249 .

15000 ALTERNATIVE TAX PROPOSAL 5970 .
TAX UNDER OUR PROPOSALS 3400 .
INCREASE OR DECREASE IN TAX -2570 .

20000 ALTERNATIVE TAX PROPOSAL 8015 .
TAX UNDER OUR PROPOSALS 4999 .
INCREASE OR DECREASE IN TAX -3016 .

25000 ALTERNATIVE TAX PROPOSAL 10829 .
TAX UNDER OUR PROPOSALS 6748 .
INCREASE OR DECREASE IN TAX -4082 .

30000 ALTERNATIVE TAX PROPOSAL 13038 .
TAX UNDER OUR PROPOSALS 8597 .
INCREASE OR DECREASE IN TAX -4441 .

40000 ALTERNATIVE TAX PROPOSAL 17484 .
TAX UNDER OUR PROPOSALS 12496 .
INCREASE OR DECREASE IN TAX -4989 .

50000 ALTERNATIVE TAX PROPOSAL 21952 .
TAX UNDER OUR PROPOSALS 16694 .
INCREASE OR DECREASE IN TAX -5258 .

70000 ALTERNATIVE TAX PROPOSAL 30917 .
TAX UNDER OUR PROPOSALS 25692 .
INCREASE OR DECREASE IN TAX -5225 .

100000 ALTERNATIVE TAX PROPOSAL 44422 .
TAX UNDER OUR PROPOSALS 40091 .
INCREASE OR DECREASE IN TAX -4331 .

200000 ALTERNATIVE TAX PROPOSAL 89973 .
TAX UNDER OUR PROPOSALS 90090 .
INCREASE OR DECREASE IN TAX 117 .

350000 ALTERNATIVE TAX PROPOSAL 159266 .
TAX UNDER OUR PROPOSALS 165090 .
INCREASE OR DECREASE IN TAX 5824 .

600000 ALTERNATIVE TAX PROPOSAL 276081 .
TAX UNDER OUR PROPOSALS 290090 .
INCREASE OR DECREASE IN TAX 14009 .

1000000 ALTERNATIVE TAX PROPOSAL 465110 .
TAX UNDER OUR PROPOSALS 490090 .

INCREASE OR DECREASE IN TAX 24980 .

NUMBER OF CHILDREN

0 1 2 3 5 8

591. 591. 591 . 591. 591. 591 .

0. 0. 0. 0. 0. 0.
-591. -591. -591 . -591. -591. -591 .

789. 789. 789. 789. 789. 789 .
0. 0. 0. 0. 0. 0.

-789. -789. -789. -789. -789. -789 .

986. 986. 986. 986. 986. 986 .
46. 0. 0. 0. 0. 0.

-940. -986. -986. -986. -986. -986 .

1183. 1183. 1183. 1183. 1183. 1183 .
111. 21. 0. 0. 0. 0.

-1072 . -1162. -1183. -1183 . -1183. -1183 .

1380. 1380. 1380. 1380. 1380. 1380 .
189. 101. 52. 4. 0. 0.

-1191 . -1279. -1328. -1376. -1380. -1380 .

1577. 1577. 1577. 1577. 1577. 1577 .
269. 181. 134. 87. 0. 0.

-1308. -1396. -1443. -1490. -1577. -1577 .

1971 . 1971 . 1971. 1971 . 1971 . 1971 .
448. 361 . 315. 269. 176. 37.

-1523. -1610. -1656. -1703. -1795. -1934 .

2563. 2563. 2563. 2563. 2563. 2563 .

737. 651 . 606. 560. 469. 332 .
-1826. -1911 . -1957. -2002. -2094. -2230.

3154. 3154 . 3154. 3154. 3154. 3154 .
1037. 952 . 907. 862. 772. 637.

-2117. -2202. -2247. -2292. -2382. -2517 .

3943. 3943. 3943. 3943. 3943. 3943 .
1457. 1372. 1328. 1284. 1195. 1063 .

-2486. -2571. -2615. -2659. -2747. -2880 .

4731. 4731. 4731. 4731. 4731. 4731 .
1896. 1812. 1770. 1727. 1641. 1513 .

-2835. -2919. -2961 . -3004. -3090. -3218 .

5914. 5914. 5914 . 5914. 5914. 5914 .
2615. 2533. 2492 . 2452. 2371. 2249 .

-3299 . -3381. -3421 . -3462. -3543. -3665 .

7885. 7885. 7885. 7885. 7885. 7885 .
3964. 3884. 3846. 3808. 3733. 3620 .

-3922 . -4001. -4039. -4077. -4152. -4265 .

10662 . 10614. 10614. 10614 . 10614 . 10614 .
5512 . 5435. 5400. 5365. 5296. 5191 .

-5151 . -5179. -5214. -5248. -5318. -5422 .

12850 . 12761 . 12736. 12736. 12736. 12736 .
7260. 7185. 7153. 7120. 7055. 6957 .

-5591 . -5576. -5584. -5616. -5681 . -5779 .

17257. 17169. 17122. 17075. 16982. 16982 .
11058. 10986. 10956. 10927. 10867. 10778.
-6199. -6183. -6166. -6149. -6114. -6204 .

21684 . 21597. 21551. 21505. 21412. 21273 .
15256. 15187. 15158. 15130. 15073. 14988 .
-6428. -6411 . -6393. -6375. -6339. -6285 .

30568 . 30483. 30437. 30391. 30300. 30163 .
24254 . 24187. 24160. 24133. 24080. 23999 .
-6314. -6296. -6277. -6258. -6221. -6165 .

43931. 43847. 43803. 43759. 43670. 43538 .
38653. 38588. 38564 . 38540. 38492. 38420 .

-5279 . -5259. -5239. -5219 . -5178. -5118 .

88929 . 88851. 88814. 88776. 88701 . 88588 .
88652. 88588. 88564. 88540. 88492. 88420 .
-277. -263. -250. -236. -209. -168 .

157875 . 157802 . 157769 . 157737. 157672 . 157574 .

163652 . 163588 . 163564 . 163540. 163492 . 163420 .

5777. 5786. 5795. 5803. 5820. 5846 .

274643 . 274576 . 274549. 274522. 274469 . 274388.
288652 . 288588 . 288564. 288540. 288492 . 288420.
14009 . 14012 . 14015. 14018. 14023. 14032 .

463672 . 463608 . 463584. 463560. 463512 . 463440 .

488652 . 488588 . 488564. 488540. 488492 . 488420 .
24980 . 24980. 24980. 24980. 24980. 24980 .

Note: See assemptions in Appendix M and oarlier in this Appendix .
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TABLE N, 1- 2

EFFECTIVE AVERAGE TAX RATES UNDER OUR PROPOSALS AND UNDER THE MODIFIED PROPOSALS
OF THE COMMITTEE OF FOUR (INCLUDING TAXES PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME

FROM A TYPICAL PUBLIC COMPAN Y

STATUS OF TAXPAYE R

GROSS
CORPORAT E

SOURCE INCOME

UNAT-
TACHED
INDIVI-
DUAL

MARRIED COUPL E

NUMBER OF CHILDRE N

0 0 1 2 3 5 8

1500 ALTERNATIVE TAX PROPOSAL 0 .394 0.394 0.394 0.394 0.394 0.394 0 .39 4
TAX UNDER OUR PROPOSALS 0 .036 0.000 0.000 0 .000 0.000 0.000 0 .000
CHANGE IN EFFECTIVE RATE -0 .358 -0.394 -0 .394 -0 .394 -0.394 -0 .394 -0 .394

2000 ALTERNATIVE TAX PROPOSAL 0.394 0.394 0.394 0 .394 0.394 0.394 0 .39 4
TAX UNDER OUR PROPOSALS 0 .064 0.000 0.000 0.000 0.000 0.000 0 .000
CHANGE IN EFFECTIVE RATE -0 .331 -0 .394 -0 .394 -0 .394 -0.394 -0 .394 -0 .394

2500 ALTERNATIVE TAX PROPOSAL 0.394 0.394 0.394 0.394 0.394 0.394 0 .39 4
TAX UNDER OUR PROPOSALS 0 .085 0.018 0.000 0.000 0.000 0.000 0 .000
CHANGE IN EFFECTIVE RATE -0 .310 -0.376 -0 .394 -0 .394 -0 .394 -0 .394 -0 .394

3000 ALTERNATIVE TAX PROPOSAL 0 .394 0.394 0.394 0 .394 0.394 0.394 0 .39 4
TAX UNDER OUR PROPOSALS 0 .099 0.037 0.007 0.000 0.000 0.000 0 .000
CHANGE IN EFFECTIVE RATE -0 .295 -0.357 -0 .387 -0 .394 -0.394 -0 .394 -0 .394

3500 ALTERNATIVE TAX PROPOSAL 0 .394 0.394 0.394 0.394 0.394 0.394 0 .39 4
TAX UNDEP. OUR PROPOSALS 0 .113 0.054 0.029 0.015 0.001 0.000 0 .000
CHANGE IN EFFECTIVE RATE -0 .281 -0.340 -0 .366 -0 .379 -0 .393 -0 .394 -0 .394

4000 ALTERNATIVE TAX PROPOSAL 0 .394 0.394 0.394 0.394 0.394 0.394 0 .39 4
TAX UNDER OUR PROPOSALS 0.124 0.067 0.045 0.033 0.022 0.000 0 .000
CHANGE IN EFFECTIVE RATE -0 .271 -0 .327 -0 .349 -0:361 -0 .373 -0 .394 -0 .394

5000 ALTERNATIVE TAX PROPOSAL 0 .394 0.394 0.394 0.394 0.394 0.394 0 .39 4
TAX UNDER OUR PROPOSALS 0 .143 0.090 0.072 0.063 0.054 0.035 0 .007
CHANGE IN EFFECTIVE RATE -0 .251 -0 .305 -0 .322 -0 .331 -0.341 -0 .359 -0 .387

6500 ALTERNATIVE TAX PROPOSAL 0 .394 0.394 0.394 0 .394 0.394 0.394 0 .39 4
TAX UNDER OUR PROPOSALS 0 .164 0.113 0.100 0.093 0.086 0.072 0 .051
CHANGE IN EFFECTIVE RATE -0 .231 -0.281 -0 .294 -0 .301 -0 .308 -0 .322 -0 .343

8000 ALTERNATIVE TAX PROPOSAL 0 .394 0.394 0.394 0.394 0.394 0.394 0 .39 4
TAX UNDER OUR PROPOSALS 0 .178 0.130 0.119 0.113 0.108 0.097 0 .080
CHANGE IN EFFECTIVE RATE -0 .216 -0 .265 -0 .275 -0 .281 -0 .287 -0 .298 -0 .315

10000 ALTERNATIVE TAX PROPOSAL 0 .394 0.394 0.394 0 .394 0.394 0.394 0 .39 4
TAX UNDER OUR PROPOSALS 0 .194 0.146 0.137 0.133 0.128 0.120 0 .106
CHANGE IN EFFECTIVE RATE -0 .200 -0.249 -0 .257 -0 .261 -0 .266 -0 .275 -0 .288

12000 ALTERNATIVE TAX PROPOSAL 0 .396 0.394 0.394 0.394 0.394 0.394 0.39 4
TAX UNDER OUR PROPOSALS 0.208 0.158 0.151 0.147 0.144 0.137 0 .126
CHANGE IN EFFECTIVE RATE -0 .187 -0 .236 -0 .243 -0.247 -0.250 -0 .257 -0 .268

15000 ALTERNATIVE TAX PROPOSAL 0 .398 0.394 0.394 0 .394 0.394 0.394 0 .39 4
TAX UNDER OUR PROPOSALS 0 .227 0.174 0.169 0.166 0.163 0.158 0 .150
CHANGE IN EFFECTIVE RATE -0 .171 -0 .220 -0 .225 -0 .228 -0 .231 -0 .236 -0.244

20000 ALTERNATIVE TAX PROPOSAL 0 .401 0.394 0.394 0.394 0.394 0.394 0.39 4
TAX UNDER OUR PROPOSALS 0 .250 0.198 0.194 0.192 0.190 0.187 0 .181
CHANGE IN EFFECTIVE RATE -0 .151 -0 .196 -0 .200 -0 .202 -0.204 -0 .208 -0 .213

25000 ALTERNATIVE TAX PROPOSAL 0 .433 0.426 0.425 0.425 0.425 0.425 0 .42 5
TAX UNDER OUR PROPOSALS 0 .270 0.220 0.217 0 .216 0.215 0.212 0 .208
CHANGE IN EFFECTIVE RATE -0 .163 -0 .206 -0 .207 -0 .209 -0.210 -0 .213 -0 .217

30000 ALTERNATIVE TAX PROPOSAL 0 .435 0.428 0.425 0.425 0.425 0.425 0 .42 5
TAX UNDER OUR PROPOSALS 0 .287 0.242 0.240 0 .238 0.237 0.235 0 .232
CHANGE IN EFFECTIVE RATE -0 .148 -0 .186 -0 .186 -0 .186 -0.187 -0 .189 -0 .193

40000 ALTERNATIVE TAX PROPOSAL 0 .437 0.431 0.429 0 .428 0.427 0.425 0 .42 5
TAX UNDER OUR PROPOSALS 0 .312 0.276 0.275 0.274 0.273 0.272 0 .269
CHANGE IN EFFECTIVE RATE -0 .125 -0.155 -0 .155 -0 .154 -0.154 -0 .153 -0 .155

50000 ALTERNATIVE TAX PROPOSAL 0 .439 0.434 0.432 0 .431 0.430 0.428 0 .42 5
TAX UNDER OUR PROPOSALS 0 .334 0.305 0.304 0.303 0.303 0.301 0 .300
CHANGE IN EFFECTIVE RATE -0 .105 -0 .129 -0 .128 -0 .128 -0.127 -0 .127 -0 .126

70000 ALTERNATIVE TAX PROPOSAL 0 .442 0.437 0.435 0.435 0.434 0.433 0 .43 1
TAX UNDER OUR PROPOSALS 0 .367 0.346 0.346 0 .345 0.345 0.344 0 .343
CHANGE IN EFFECTIVE RATE -0 .075 -0.090 -0 .090 -0 .090 -0.089 -0 .089 -0 .088

100000 ALTERNATIVE TAX PROPOSAL 0 .444 0.439 0.438 0.438 0.438 0.437 0 .435
TAX UNDER OUR PROPOSALS 0 .401 0.387 0.386 0.386 0.385 0.385 0 .384
CHANGE IN EFFECTIVE RATE -0 .043 -0 .053 -0 .053 -0 .052 -0.052 -0 .052 -0 .051

200000 ALTERNATIVE TAX PROPOSAL 0 .450 0.445 0.444 0.444 0.444 0.444 0 .44 3
TAX UNDER OUR PROPOSALS 0 .450 0.443 0.443 0.443 0.443 0.442 0 .442
CHANGE IN EFFECTIVE RATE 0 .000 -0.001 -0 .001 -0 .001 -0 .001 -0 .001 -0 .001

350000 ALTERNATIVE TAX PROPOSAL 0 .455 0.451 0.451 0.451 0.451 0.450 0 .450
TAX UNDER OUR PROPOSALS 0 .472 0.468 0.467 0.467 0.467 0.467 0 .467
CHANGE IN EFFECTIVE RATE 0 .017 0.017 0.017 0.017 0.017 0.017 0 .017

600000 ALTERNATIVE TAX PROPOSAL 0 .460 0.458 0.458 0.458 0.458 0.457 0 .45 7
TAX UNDER OUR PROPOSALS 0 .483 0.481 0.481 0.481 0.481 0.481 0 .481
CHANGE IN EFFECTIVE RATE 0 .023 0.023 0.023 0.023 0.023 0.023 0 .023

1000000 ALTERNATIVE TAX PROPOSAL 0 .465 0.464 0.464 0.464 0.464 0.464 0 .46 3
TAX UNDER OUR PROPOSALS 0 .490 0.489 0.489 0.489 0.489 0.488 0 .488

CHANGE IN EFFECTIVE RATE 0 .025 0.025 0.025 0.025 0.025 0.025 0 .025

Note : See ossumptions in Appendix M and earlier in this Appendix .
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TABLE N, 1- 3

EFFECTIVE MARGINAL TAX RATES UNDER OUR PROPOSALS AND UNDER THE MODIFIED PROPOSALS
OF THE COMMITTEE OF FOUR (INCLUDING TAXES PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME

FROM A TYPICAL PUBLIC COMPAN Y

STATUS OF TAXPAYE R

GROSS
CORPORAT E

SOURCE-INCOME

UNAT-
TACHED
INDIVI-
DUAL

MARRIED COUPL E

NUMBER OF CHILDRE N

0 1 2 3 5 8

1500 ALTERNATIVE TAX PROPOSAL 0 .399 0.399 0.399 0.399 0.399 0.399 0.39 9
TAX UNDER OUR PROPOSALS 0 .147 0.000 0.000 0.000 0.000 0 .000 0.000
CHANGE IN MARGINAL RATE -0 .252 -0 .399 -0 .399 -0.399 -0.399 -0 .399 -0.399

2000 ALTERNATIVE TAX PROPOSAL 0 .399 0.399 0.399 0.399 0.399 0.399 0.39 9
TAX UNDER OUR PROPOSALS 0 .168 0.091 0.000 0.000 0.000 0.000 0 .000
CHANGE IN MARGINAL RATE -0 .231 -0 .308 -0 .399 -0.399 -0.399 -0 .399 -0 .399

2500 ALTERNATIVE TAX PROPOSAL 0 .399 0.399 0.399 0.399 0.399 0.399 0.39 9
TAX UNDER OUR PROPOSALS 0 .170 0.130 0.041 0.000 0.000 0.000 0.000
CHANGE IN MARGINAL RATE -0 .229 -0 .269 -0 .358 -0.399 -0 .399 -0 .399 -0.399

3000 ALTERNATIVE TAX PROPOSAL 0 .399 0.399 0.399 0.399 0.399 0.399 0.399
TAX UNDER OUR PROPOSALS 0 .197 0.157 0.160 0.104 0.007 0.000 0.000
CHANGE IN MARGINAL RATE -0 .202 -0 .242 -0 .239 -0 .295 -0 .392 -0 .399 -0 .399

3500 ALTERNATIVE TAX PROPOSAL 0.399 0.399 0.399 0.399 0.399 0.399 0 .39 9
TAX UNDER OUR PROPOSALS 0 .200 0.160 0.161 0.164 0.167 0 .000 0.000
CHANGE IN MARGINAL RATE -0 .199 -0 .239 -0 .238 -0.235 -0.232 -0 .399 -0.399

4000 ALTERNATIVE TAX PROPOSAL 0 .399 0.399 0.399 0.399 0.399 0 .399 0.39 9
TAX UNDER OUR PROPOSALS 0 .218 0.178 0.180 0.180 0 .180 0.166 0.000
CHANGE IN MARGINAL RATE -0 .181 -0 .221 -0 .219 -0.219 -0 .219 -0 .233 -0.399

5000 ALTERNATIVE TAX PROPOSAL 0 .399 0.399 0.399 0.399 0.399 0.399 0.39 9
TAX UNDER OUR PROPOSALS 0 .229 0.189 0.190 0.190 0.190 0.190 0.191
CHANGE IN MARGINAL RATE -0 .170 -0 .210 -0 .209 -0.209 -0 .209 -0 .209 -0.209

6500 ALTERNATIVE TAX PROPOSAL 0 .399 0.399 0.399 0.399 0.399 0.399 0.39 9
TAX UNDER OUR PROPOSALS 0 .240 0.200 0.200 0.200 0.200 0.200 0.200
CHANGE IN MARGINAL RATE -0 .159 -0 .199 -0.199 -0.199 -0 .199 -0 .199 -0.199

8000 ALTERNATIVE TAX PROPOSAL 0 .399 0.399 0.399 0.399 0.399 0.399 0.39 9
TAX UNDER OUR PROPOSALS 0 .258 0.209 0.210 0.210 0.210 0.210 0.210
CHANGE IN MARGINAL RATE -0 .141 -0.190 -0 .189 -0.189 -0 .189 -0.189 -0.189

10000 ALTERNATIVE TAX PROPOSAL 0 .401 0.399 0.399 0.399 0.399 0.399 0.39 9
TAX UNDER OUR PROPOSALS 0 .278 0.219 0 .220 0.220 0.220 0.220 0.220
CHANGE IN MARGINAL RATE -0 .123 -0.180 -0.179 -0 .179 -0 .179 -0 .179 -0.179

12000 ALTERNATIVE TAX PROPOSAL 0 .411 0.399 0.399 0.399 0.399 0.399 0.399
TAX UNDER OUR PROPOSALS 0 .298 0.238 0.240 0.240 0.240 0.240 0 .240
CHANGE IN MARGINAL RATE -0 .113 -0 .161 -0.159 -0.159 -0 .159 -0 .159 -0 .159

15000 ALTERNATIVE TAX PROPOSAL 0 .412 0.399 0.399 0.399 0.399 0.399 0 .39 9
TAX UNDER OUR PROPOSALS 0 .318 0.267 0.270 0.270 0.270 0.270 0 .270
CHANGE IN MARGINAL RATE -0 .094 -0.132 -0.129 -0.129 -0 .129 -0 .129 -0.129

20000 ALTERNATIVE TAX PROPOSAL 0.415 0.399 0.399 0.399 0.399 0.399 0 .399
TAX UNDER OUR PROPOSALS 0.347 0.306 0.310 0.310 0.310 0.310 0 .310
CHANGE IN MARGINAL RATE -0.068 -0.093 -0.089 -0.089 -0 .089 -0 .089 -0 .089

25000 ALTERNATIVE TAX PROPOSAL 0.446 0.442 0.429 0.429 0.429 0.429 0 .429
TAX UNDER OUR PROPOSALS 0 .368 0.346 0.350 0.350 0.350 0.350 0 .350
CHANGE IN MARGINAL RATE -0 .078 -0 .096 -0 .079 -0.079 -0 .079 -0 .079 -0 .079

30000 ALTERNATIVE TAX PROPOSAL 0.448 0.444 0.445 0.429 0.429 0.429 0 .429
TAX UNDER OUR PROPOSALS 0.388 0.377 0.380 0.380 0.380 0.380 0 .380
CHANGE IN MARGINAL RATE -0.060 -0 .067 -0 .065 -0.049 -0 .049 -0 .049 -0 .049

40000 ALTERNATIVE TAX PROPOSAL 0.451 0.447 0.448 0.448 0.448 0.447 0 .429
TAX UNDER OUR PROPOSALS 0.417 0.416 0.420 0.420 0.420 0.420 0 .420
CHANGE IN MARGINAL RATE -0.034 -0 .031 -0 .028 -0 .028 -0 .028 -0 .027 -0 .009

50000 ALTERNATIVE TAX PROPOSAL 0.453 0.448 0.449 0.449 0.449 0.449 0 .449
TAX UNDER OUR PROPOSALS 0.438 0.438 0.440 0.440 0.440 0.440 0 .440
CHANGE IN MARGINAL RATE -0.015 -0 .010 -0 .009 -0 .009 -0 .009 -0 .009 -0 .009

70000 ALTERNATIVE TAX PROPOSAL 0.454 0.450 0.450 0.450 0.450 0.450 0 .450
TAX UNDER OUR PROPOSALS 0.460 0.460 0.460 0.460 0.460 0.460 0 .460
CHANGE IN MARGINAL RATE 0.006 0.010 0.010 0.010 0.010 0.010 0 .010

100000 ALTERNATIVE TAX PROPOSAL 0.458 0.452 0.452 0.452 0.452 0.452 0 .45 2
TAX UNDER OUR PROPOSALS 0.499 0.499 0.500 0.500 0.500 0.500 0 .500
CHANGE IN MARGINAL RATE 0.041 0.047 0.048 0.048 0.048 0.048 0 .048

200000 ALTERNATIVE TAX PROPOSAL 0 .465 0.461 0.461 0.461 0.461 0.461 0 .46 1
TAX UNDER OUR PROPOSALS 0 .500 0.500 0.500 0.500 0.500 0.500 0 .500
CHANGE IN MARGINAL RATE 0 .035 0.039 0.039 0.039 0.039 0.039 0.039

350000 ALTERNATIVE TAX PROPOSAL 0.469 0.468 0.468 0.468 0.468 0.468 0 .46 8
TAX UNDER OUR PROPOSALS 0 .500 0.500 0.500 0.500 0.500 0.500 0 .500
CHANGE IN MARGINAL RATE 0 .031 0.032 0.032 0.032 0.032 0.032 0 .032

600000 ALTERNATIVE TAX PROPOSAL 0 .476 0.476 0.476 0.476 0.476 0.476 0 .47 6
TAX UNDER OUR PROPOSALS 0 .500 0.500 0.500 0.500 0.500 0.500 0.500
CHANGE IN MARGINAL RATE 0 .024 0.024 0.024 0.024 0.024 0.024 0.024

1000000 ALTERNATIVE TAX PROPOSAL 0 .480 0.480 0.480 0.480 0.480 0.480 0.48 0
TAX UNDER OUR PROPOSALS 0 .500 0.500 0.590 0.500 0.500 0.500 0.500
CHANGE IN MARGINAL RATE 0 .020 0.020 0.020 0.020 0.020 0.020 0.020

Note : See ess , mptiona in Appendix M and earlier in thi . Appendix .
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TABLE N, 2- 1

CHANGES IN TAX LIABILITIES UNDER OUR PROPOSALS FROM THOSE WHICH WOULD ARISE UNDER THE
MODIFIED PROPOSALS OF THE COMMITTEE OF FOUR (INCLUDING TAXES PAID BY CORPORATIONS)

FOR A TAX UNIT WITH INCOME FROM A TYPICAL PRIVATE COMPAN Y
NOT MAKING USE OF SECTION 105 CAPITALIZATION S

STATUS OF TAXPAYE R

GROSS
CORPORAT E

SOURCE INCOME

UNAT-
TACHED
INDIVI-
DUAL

MARRIED COUPL E

NUMBER OF CHILDREN

0 1 2 3 5 8

1500 ALTERNATIVE TAX PROPOSAL 452. 452. 452. 452. 452. 452 . 452.
TAX UNDER OUR PROPOSALS 54 . 0. 0. 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -398 . -452. -452. -452. -452 . -452. -452 .

2000 ALTERNATIVE TAX PROPOSAL 602 . 602. 602. 602. 602. 602. 602.
TAX UNDER OUR PROPOSALS 128. 0. 0. 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -475. -602. -602. -602. -602 . -602. -602 .

2500 ALTERNATIVE TAX PROPOSAL 753. 753. 753. 753. 753. 753. 753.
TAX UNDER OUR PROPOSALS 212. 46. 0. 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -541 . -707. -753. -753. -753. -753. -753 .

3000 ALTERNATIVE TAX PROPOSAL 903 . 903. 903. 903. 903. 903. 903.
TAX UNDER OUR PROPOSALS 297. 111. 21. 0. 0. 0. 0.
INCREASE OR DECREASE IN TAX -607 . -793. -883. -903. -903. -903. -903 .

3500 ALTERNATIVE TAX PROPOSAL 1054 . 1054. 1054. 1054. 1054. 1054. 1054 .
TAX UNDER OUR PROPOSALS 395. 189. 101 . 52. 4. 0. 0.
INCREASE OR DECREASE IN TAX -659 . -865. -953. -1002 . -1050. -1054 . -1054 .

4000 ALTERNATIVE TAX PROPOSAL 1204 . 1204. 1204. 1204. 1204. 1204. 1204 .
TAX UNDER OUR PROPOSALS 495. 269. 181 . 134. 87. 0. 0.
INCREASE OR DECREASE IN TAX -709 . -935. -1023 . -1070. -1117 . -1204 . -1204 .

5000 ALTERNATIVE TAX PROPOSAL 1505 . 1505. 1505. 1505. 1505. 1505. 1505.
TAX UNDER OUR PROPOSALS 714. 448. 361. 315. 269. 176. 37.
INCREASE OR DECREASE IN TAX -791 . -1057 . -1144 . -1191. -1237 . -1329. -1468 .

6500 ALTERNATIVE TAX PROPOSAL 1957 . 1957. 1957. 1957. 1957. 1957. 1957 .
TAX UNDER OUR PROPOSALS 1063 . 737 . 651. 606. 560. 469. 332.
INCREASE OR DECREASE IN TAX -894 . -1220. -1306. -1351 . -1397 . -1488. -1625 .

8000 ALTERNATIVE TAX PROPOSAL 2409 . 2409. 2409. 2409. 2409. 2409. 2409 .
TAX UNDER OUR PROPOSALS 1423 . 1037. 952. 907. 862. 772. 637.
INCREASE OR DECREASE IN TAX -986 . -1372. -1457. -1502 . -1547 . -1637. -1771 .

10000 ALTERNATIVE TAX PROPOSAL 3011 . 3011. 3011. 3011 . 3011 . 3011. 3011 .
TAX UNDER OUR PROPOSALS 1942 . 1457. 1372. 1328. 1284. 1195. 1063 .
INCREASE OR DECREASE IN TAX -1069 . -1554. -1639. -1683 . -1727 . -1816. -1948 .

12000 ALTERNATIVE TAX PROPOSAL 3613 . 3613. 3613. 3613. 3613. 3613. 3613 .
TAX UNDER OUR PROPOSALS 2501 . 1896. 1812. 1770. 1727. 1641. 1513 .
INCREASE OR DECREASE IN TAX -1112 . -1717 . -1801. -1843 . -1886. -1972 . -2100 .

15000 ALTERNATIVE TAX PROPOSAL 4516. 4516. 4516. 4516. 4516. 4516. 4516 .
TAX UNDER OUR PROPOSALS 3400 . 2615. 2533. 2492. 2452. 2371. 2249 .
INCREASE OR DECREASE IN TAX -1116 . -1901 . -1983. -2024 . -2064. -2145 . -2267 .

20000 ALTERNATIVE TAX PROPOSAL 6063. 6022. 6022. 6022. 6022. 6022. 6022 .
TAX UNDER OUR PROPOSALS 4999 . 3964. 3884. 3846. 3808. 3733. 3620 .
INCREASE OR DECREASE IN TAX -1064 . -2058 . -2138. -2175 . -2213. -2288 . -2401 .

25000 ALTERNATIVE TAX PROPOSAL 8665. 8575. 8575. 8575. 8575. 8575. 8575 .
TAX UNDER OUR PROPOSALS 6748 . 5512. 5435. 5400. 5365. 5296. 5191 .
INCREASE OR DECREASE IN TAX -1917 . -3064 . -3141 . -3175. -3210 . -3280 . -3384 .

30000 ALTERNATIVE TAX PROPOSAL 10433 . 10290 . 10290 . 10290. 10290 . 10290 . 10290.
TAX UNDER OUR PROPOSALS 8597 . 7260. 7185. 7153. 7120. 7055. 6957.
INCREASE OR DECREASE IN TAX -1837 . -3031 . -3105. -3138. -3170 . -3236 . -3333 .

40000 ALTERNATIVE TAX PROPOSAL 13982 . 13804 . 13720 . 13720. 13720 . 13720 . 13720 .
TAX UNDER OUR PROPOSALS 12496 . 11058 . 10986 . 10956 . 10927 . 10867. 10778 .
INCREASE OR DECREASE IN TAX -1487 . -2746. -2734 . -2764. -2794 . -2853 . -2943 .

50000 ALTERNATIVE TAX PROPOSAL 17544 . 17339. 17250. 17202 . 17153 . 17151 . 17151 .
TAX UNDER OUR PROPOSALS 16694 . 15256. 15187 . 15158 . 15130 . 15073 . 14988 .
INCREASE OR DECREASE IN TAX -850 . -2083. -2064. -2043 . -2023 . -2077. -2162 .

70000 ALTERNATIVE TAX PROPOSAL 24701 . 24439. 24352 . 24305 . 24259 . 24166. 24027 .
TAX UNDER OUR PROPOSALS 25692 . 24254 . 24187 . 24160 . 24133 . 24080. 23999 .
INCREASE OR DECREASE IN TAX 991 . -185. -165. -145. -126. -87. -28.

100000 ALTERNATIVE TAX PROPOSAL 35481 . 35136. 35050 . 35005 . 34959 . 34868. 34731 .
TAX UNDER OUR PROPOSALS 40091 . 38653 . 38588 . 38564 . 38540 . 38492 . 38420 .
INCREASE OR DECREASE IN TAX 4609 . 3517. 3538. 3559. 3581 . 3624. 3689 .

200000 ALTERNATIVE TAX PROPOSAL 71696 . 70972 . 70889 . 70847 . 70804 . 70718 . 70590 .
TAX UNDER OUR PROPOSALS 90090. 88652 . 88588 . 88564 . 88540 . 88492 . 88420 .
INCREASE OR DECREASE IN TAX 18394 . 17680. 17699 . 17717 . 17736 . 17774 . 17830 .

350000 ALTERNATIVE TAX PROPOSAL 126613 . 125399 . 125321 . 125283 . 125246 . 125170. 125057 .
TAX UNDER OUR PROPOSALS 165090. 163652 . 163588 . 163564 . 163540 . 163493 . 163420 .
INCREASE OR DECREASE IN TAX 38477 . 38253 . 38267 . 38281 . 38294 . 163492 . 38363 .

600000 ALTERNATIVE TAX PROPOSAL 219113. 217675 . 217606 . 217576 . 217546 . 217487 . 217397 .
TAX UNDER OUR PROPOSALS 290090. 288652 . 288588 . 288564 . 288540 . 288492 . 288420 .
INCREASE OR DECREASE IN TAX 70977. 70977 . 70982 . 70988 . 70994 . 71005 . 71023 .

1000000 ALTERNATIVE TAX PROPOSAL 368653 . 367215 . 367148 . 367122 . 367095 . 367041 . 366960 .
TAX UNDER OUR PROPOSALS 490090. 488652 . 488588 . 488564 . 488540. 488492 . 488420 .
INCREASE OR DECREASE IN TAX 121437 . 121437 . 121440 . 121442 . 121445. 121451 . 121460 .

No ta: See oss mprions in Appendix M and ourlier in this Appendix .
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TABLE N, 2- 2

EFFECT I VE AVERAGE TAX RATES UNDER OUR PROPOSALS AND UNDER THE MODIFIED PROPOSALS
OF THE COMMITTEE OF FOUR (INCLUDING TAXES PAID BY CORPORATIONS) FOR A TAX UNI T

WITH INCOME FROM A TYPICAL PRIVATE COMPANY NOT MAKING USE OF SECTION 105 CAPITALIZATIONS

STATUS OF TAXPAYE R

GROSS
CORPORAT E

SOURCE INCOME

UNAT-
TACHED
INDIVI-
DUAL

MARRIED COUPL E

1500 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

2000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

2500 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

3000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

3500 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

4000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

5000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

6500 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

8000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

10000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

12000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

15000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

20000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

25000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

30000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

40000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

50000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

70000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

100000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

200000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

350000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

600000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RAT E

1000000 ALTERNATIVE TAX PROPOSAL
TAX UNDER OUR PROPOSALS
CHANGE IN EFFECTIVE RATE

NUMBER OF CHILDRE N

0 1 2 3 5 8

0.301 0.301 0.301 0.301 0.301 0.301 0.301
0.036 0.000 0.000 0.000 0.000 0.000 0.00 0

-0.265 -0.301 -0.301 -0.301 -0.301 -0.301 -0.301

0.301 0.301 0.301 0.301 0.301 0.301 0.301
0.064 0.000 0.000 0.000 0.000 0.000 0 .00 0

-0.237 -0.301 -0.301 -0.301 -0.301 -0.301 -0.301

0.301 0.301 0.301 0.301 0.301 0.301 0 .301
0.085 0.018 0.000 0.000 0.000 0.000 0 .00 0

-0.216 -0.283 -0.301 -0.301 -0.301 -0.301 -0.301

0.301 0.301 0.301 0.301 0.301 0.301 0 .301
0.099 0.037 0.007 0.000 0.000 0.000 0 .00 0

-0.202 -0.264 -0.294 -0.301 -0.301 -0.301 -0.301

0.301 0.301 0.301 0.301 0.301 0.301 0.301
0.113 0.054 0.029 0.015 0.001 0.000 0 .000

-0.188 -0.247 -0.272 -0.286 -0.300 -0.301 -0.301

0.301 0.301 0.301 0.301 0.301 0.301 0.301
0.124 0.067 0.045 0.033 0.022 0.000 0 .00 0

-0 .177 -0.234 -0.256 -0.268 -0.279 -0.301 -0.301

0.301 0.301 00.301 0.301 0.301 0.301 0 .301
0 .143 0.090 0.072 0.063 0.054 0.035 0 .00 7

-0.158 -0.211 -0.229 -0.238 -0.247 0.266 -0.294

0 .301 0.301 0.301 0.301 0.301 0.301 0 .301
0 .164 0.113 0.100 0.093 0.086 0.072 0 .05 1

-0.138 -0.188 -0.201 -0.208 -0.215 -0.229 -0.250

0.301 0.301 0.301 0.301 0.301 0.301 0 .301
0.178 0.130 0.119 0.113 0.108 0.097 0 .080

-0.123 -0.171 -0.182 -0.188 -0.193 -0.205 -0.221

0.301 0.301 0.301 0.301 0.301 0.301 0 .301
0.194 0.146 0.137 0.133 0.128 0.120 0 .10 6

-0.107 -0.155 -0.164 -0.168 -0.173 -0.182 -0.195

0.301 0.301 0.301 0.301 0.301 0.301 0 .301
0.208 0.158 0.151 0.147 0.144 0.137 0 .12 6

-0.093 -0.143 -0.150 -0.154 -0.157 -0.164 -0.175

0.301 0.301 0.301 0.301 0.301 0.301 0.301
0.227 0.174 0.169 0.166 0.163 0.158 0.15 0

-0 .074 -0.127 -0.132 -0.135 -0.138 -0.143 -0.151

0.303 0.301 0.301 0.301 0.301 0.301 0.301
0.250 0.198 0.194 0.192 , 0.190 0.187 0.18 1

-0.053 -0.103 -0.107 -0.109 -0.111 -0.114 -0.120

0.347 0.343 0.343 0.343 0.343 0.343 0.343
0.270 0.220 0.217 0.216 0.215 0.212 0.20 8

-0 .077 -0.123 -0.126 -0.127 -0.128 -0.131 -0.135

0.348 0.343 0.343 0.343 0.343 0.343 0.343
0.287 0.242 0.240 0.238 0.237 0.235 0.23 2

-0.061 -0.101 -0.103 -0.105 -0.106 -0.108 -0.111

0.350 0.345 0.343 0.343 0.343 0.343 0.343
0.312 0.276 0.275 0.274 0.273 0.272 0.26 9

-0.037 -0.069 -0.068 -0.069 -0.070 -0.071 -0.074

0.351 0.347 0.345 0.344 0.343 0.343 0.343
0.334 0.305 0.304 0.303 0.303 0.301 0.30 0
-0.017 -0.042 -0.041 -0 .041 0.040 -0.042 -0.043

0.353 0.349 0.348 0.347 0.347 0.345 0.343

0.367 0.346 0.346 0.345 0.345 0.344 0.343
0.014 -0.003 -0.002 -0.002 -0.002 -0.001 0.000

0.355 0.351 0.351 0.350 0.350 0.349 0.347
0.401 0.387 0.386 0.386 0.385 0.385 0.384
0.046 0.035 0.035 0.036 0.036 0.036 0.037

0.358 0.355 0.354 0.354 0.354 0.354 0.353
0.450 0.443 0.443 0.443 0.443 0.442 0.442
0.092 0.088 0.088 0.089 0.089 0.089 0.089

0.362 0.358 0.358 0.358 0.358 0.358 0.357
0.472 0.468 0.467 0.467 0.467 0.467 0.467
0.110 0.109 0.109 0.109 0.109 0.109 0.110

0.365 0.363 0.363 0.363 0 .363 0.362 0.362
0.483 0.481 0.481 0.481 0.481 0.481 0.481
0.118 0.118 0.118 0.118 0.118 0.118 0.118

0.369 0.367 0.367 0.367 0.367 0.367 0.367
0.490 0.489 0.489 0.489 0.489 0.488 0.488
0.121 0.121 0.121 0.121 0.121 0.121 0.12 1

Note : See assumptions in Appendix M and earlier in this Appendix .
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TABLE N, 2- 3

EFFECTIVE MARGINAL TAX RATES UNDER OUR PROPOSALS AND UNDER THE MODIFIED PROPOSALS OF
THE COMMITTEE OF FOUR ( INCLUDING TAXES PAID BY CORPORATIONS) FOR A TAX UNIT WITH INCOME

FROM A TYPICAL PRIVATE COMPANY NOT MAKING USE OF SECTION 105 CAPITALIZATION S

STATUS OF TAXPAYE R

GROSS
CORPORAT E

SOURCE INCOME

UNAT-
TACHED
INDIVI-
DUAL

MARRIED COUPL E

1500 ALTERNATIVE TAX PROPOSAL 0 .430
TAX UNDER OUR PROPOSALS 0 .147
CHANGE IN MARGINAL RATE -0 .283

2000 ALTERNATIVE TAX PROPOSAL 0 .430
TAX UNDER OUR PROPOSALS 0.168
CHANGE IN MARGINAL RATE -0 .262

2500 ALTERNATIVE TAX PROPOSAL 0 .430
TAX UNDER OUR PROPOSALS 0 .170
CHANGE IN MARGINAL RATE -0 .260

3000 ALTERNATIVE TAX PROPOSAL 0 .430
TAX UNDER OUR PROPOSALS 0 .197
CHANGE IN MARGINAL RATE -0 .23 3

3500 ALTERNATIVE TAX PROPOSAL 0 .430
TAX UNDER OUR PROPOSALS 0 .200
CHANGE IN MARGINAL RATE -0 .230

4000 ALTERNATIVE TAX PROPOSAL ° 0 .430
TAX UNDER OUR PROPOSALS 0 .218
CHANGE IN MARGINAL RATE -0 .21 2

5000 ALTERNATIVE TAX PROPOSAL 0 .430
TAX UNDER OUR PROPOSALS 0 .229
CHANGE IN MARGINAL RATE -0 .20 1

6500 ALTERNATIVE TAX PROPOSAL 0 .430
TAX UNDER OUR PROPOSALS 0 .240
CHANGE IN MARGINAL RATE -0 .190

8000 ALTERNATIVE TAX PROPOSAL 0 .430
TAX UNDER OUR PROPOSALS 0 .258
CHANGE IN MARGINAL RATE -0 .17 2

10000 ALTERNATIVE TAX PROPOSAL 0 .430
TAX UNDER OUR PROPOSALS 0 .278
CHANGE IN MARGINAL RATE -0.15 2

12000 ALTERNATIVE TAX PROPOSAL 0 .430
TAX UNDER OUR PROPOSALS 0.298
CHANGE IN MARGINAL RATE -0.13 2

15000 ALTERNATIVE TAX PROPOSAL 0 .438
TAX UNDER OUR PROPOSALS 0.318
CHANGE IN MARGINAL RATE -0.12 0

20000 ALTERNATIVE TAX PROPOSAL 0 .438
TAX UNDER OUR PROPOSALS 0.347
CHANGE IN MARGINAL RATE -0.09 1

25000 ALTERNATIVE TAX PROPOSAL 0 .483
TAX UNDER OUR PROPOSALS 0.368
CHANGE IN MARGINAL RATE -0 .11 5

30000 ALTERNATIVE TAX PROPOSAL 0 .484
TAX UNDER OUR PROPOSALS 0 .388
CHANGE IN MARGINAL RATE -0 .09 6

40000 ALTERNATIVE TAX PROPOSAL 0 .484
TAX UNDER OUR PROPOSALS 0 .417
CHANGE IN MARGINAL RATE -0 .06 7

50000 ALTERNATIVE TAX PROPOSAL 0 .486
TAX UNDER OUR PROPOSALS 0 .438
CHANGE IN MARGINAL RATE -0 .04 8

70000 ALTERNATIVE TAX PROPOSAL 0 .487
TAX UNDER OUR PROPOSALS 0 .460
CHANGE IN MARGINAL RATE -0 .02 7

100000 ALTERNATIVE TAX PROPOSAL 0 .489
TAX UNDER OUR PROPOSALS 0 .499
CHANGE I N MARGINAL RATE 0 .01 0

200000 ALTERNATIVE TAX PROPOSAL 0 .493
TAX UNDER OUR PROPOSALS 0 .500
CHANGE IN MARGINAL RATE 0 .007

350000 ALTERNATIVE TAX PROPOSAL 0 .497
TAX UNDER OUR PROPOSALS 0 .500
CHANGE IN MARGINAL RATE 0 .003

600000 ALTERNATIVE TAX PROPOSAL 0 .501
TAX UNDER OUR PROPOSALS 0 .500
CHANGE IN MARGINAL RATE -0 .00 1

1000000 ALTERNATIVE TAX PROPOSAL 0 .504
TAX UNDER OUR PROPOSALS 0 .500
CHANGE IN MARGINAL RATE -0 .004

NUMBER OF CHILDRE N

0 1 2 3 5 8

0.430 0.430 0.430 0.430 0.430 0.430

0.000 0.000 0.000 0.000 0.000 0.00 0
-0.430 -0.430 -0.430 -0.430 -0.430 -0.430

0.430 0.430 0.430 0.430 0.430 0.430

0.091 0.000 0.000 0.000 0.000 0.000
-0.339 -0.430 -0 .430 -0 .430 -0 .430 -0 .430

0 .430 0.430 0.430 0.430 0.430 0 .430
0.130 0.041 0.000 0.000 0.000 0 .000

-0.300 -0.389 -0.430 -0.430 -0.430 -0.430

0.430 0.430 0.430 0.430 0.430 0 .430
0.157 0.160 0.104 0.007 0.000 0 .000

-0.273 -0.270 -0 .326 -0 .423 -0 .430 -0 .430

0 .430 0.430 0.430 0.430 0.430 0 .430
0 .160 0.161 0.164 0.167 0.000 0 .000

-0.270 -0.269 -0 .266 -0 .263 -0 .430 -0 .430

0.430 0.430 0.430 0.430 0.430 0 .430
0 .178 0.180 0.180 0.180 0.166 0 .000

-0 .252 -0 .250 -0.250 -0 .250 -0 .265 -0 .430

0 .430 0 .430 0.430 0.430 0.430 0 .430
0 .189 0 .190 0.190 0.190 0.190 0 .19 1

-0 .241 -0 .240 -0 .240 -0 .240 -0 .240 -0 .240

0 .430 0.430 0.430 0.430 0.430 0 .430
0 .200 0.200 0.200 0.200 0.200 0 .200

-0 .230 -0 .230 -0 .230 -0 .230 -0 .230 -0 .230

0 .430 0.430 0.430 0.430 0.430 0 .430
0 .209 0.210 0.210 0.210 0.210 0 .21 0

-0.221 -0.220 -0.220 -0.220 -0.220 -0.220

0.430 0.430 0.430 0.430 0.430 0 .430
0.219 0.220 0.220 0.220 0.220 0 .220

-0 .211 -0.210 -0 .210 -0 .210 -0 .210 -0 .210

0 .430 0.430 0.430 0.430 0.430 0 .430
0 .238 0.240 0.240 0.240 0.240 0 .24 0

-0 .192 -0.190 -0 .190 -0.190 -0 .190 -0.190

0 .430 0.430 0.430 0.430 0.430 0 .430
0 .267 0.270 0.270 0.270 0.270 0 .27 0

-0 .163 -0.160 -0 .160 -0.160 -0 .160 -0 .160

0 .430 0.430 0.430 0.430 0.430 0.430
0 .306 0.310 0.310 0.310 0.310 0 .31 0

-0.124 -0.120 -0.120 -0.120 -0.120 -0.120

0.472 0.472 0.472 0.472 0.472 0.472
0.346 0.350 0.350 0.350 0.350 0.35 0

-0 .126 -0.122 -0 .122 -0 .122 -0 .122 -0.122

0 .472 0.472 0.472 0.472 0.472 0.472
0 .377 0.380 0.380 0.380 0.380 0.38 0

-0 .095 -0.092 -0 .092 -0 .092 -0.092 -0 .092

0 .481 0.472 0.472 0.472 0.472 0 .472
0 .416 0.420 0.420 0.420 0.420 0 .42 0

-0.065 -0.052 -0 .052 -0 .052 -0 .052 -0 .052

0.483 0.483 0.483 0.483 0.472 0 .472
0.438 0.440 0.440 0.440 0.440 0 .44 0

-0.045 -0.043 -0 .043 -0 .043 -0 .032 -0 .032

0.485 0.485 0.485 0.485 0.485 0.485
0.460 0.460 0.460 0.460 0.460 0 .46 0

-0.025 -0.025 -0.025 -0.025 -0.025 -0.025

0.486 0.486 0.486 0.486 0.486 0 .486
0.499 0.500 0.500 0.500 0.500 0 .500
0.013 0.014 0.014 0.014 0.014 0 .014

0.489 0.489 0.489 0.489 0.489 0 .489
0.500 0.500 0.500 0.500 0.500 0 .500
0.011 0.011 0.011 0.011 0.011 0 .011

0.494 0.494 0.494 0.494 0.494 0 .496
0.500 0.500 0.500 0.500 0.500 0 .500
0.006 0.006 0.006 0.006 0.006 0 .004

0.501 0.501 0.501 0.501 0.501 0 .501
0.500 0.500 0.500 0.500 0.500 0 .500

-0 .001 -0.001 -0.001 -0.001 -0 .001 -0 .001

0 .504 0.504 0.504 0.504 0.504 0 .504
0 .500 0.500 0.500 0.500 0.500 0 .500

-0 .004 -0.004 -0 .004 -0.004 -0 .004 -0 .004

Note : Sae assumptions in Appendix M and earlier in this Appendix .
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ABATEMENTS, to corporations for dividends paid, Committee-of-Four proposal,

38-44-

ABSORPTION COSTING, 288 .

ACCOUNTING METHODS AND PRINCIPIES, application of accounting practices in

determining income from business or property, 216-220, 285, 581-584;

cash basis versus accrual method for computing comprehensive tax base,

249-252, 440-445 ; definition of "accounting practices", 288; use in

segregating exploration and development costs, 301; of financial

institutions, 384; in the construction industry, 460-465; for the

integration of corporation and personal income taxes, proposals,

661-701 .

ACCRUAL METHOD, of accounting, see ACCOUNTING METHODS AND PRINCIPIES.

ACTUARIAL RESERVES, defined, 404; present investment yield assumptions,

408-409; alternatives to present tax treatment, 419-421; proposed

tax treatment, 422-424; adjustment of surplus accounts at the

effective date, 431 .
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ADJUSTED COST BASIS, see COST BASIS .

AIMINISTRATION, of tax on life insurance companies, 427; of international

taxation, 561-566.

ADVISORY COM14ITTFE ON OVERSEAS INVESTMENr, 511 .

AGRICULTURAL ORGANIZATIONS, see NON-PROFIT ORGANIZATIONS .

ALBERTA, oil production, 326 ; revenues from oil resources, 349 .

ALLOCATED SURPLUS ACCOUNT, 52 .

ALLOCATION OF CORPORATE INCOME, see CORPORATIONS .

AMALGAMATIONS, corporate, see REORGANIZATIONS .

ANNUITIES, provided under trusts, 185 ; investment yield assumptions for

life insurance companies, 407; issued by life insurance companies ,

421-422 .

APPEALS, JUDICIAL, under section 138A, 14, 603, 712; re tax-exempt status

of charitable organizations, 135; re qualification as new and small

business, 279 .

ARTIFICIAL TRANSACTIONS, share transfers, 72-73; caused by corporate losses,

260; affecting prices, 264.

ASSOCIATED CORPORATIONS, use to avoid tax, effect of full-integration

proposals, 9 ; present and past provisions, 280-281; comments on

present legislation, 710-714 ; election to be taxed as partnership,

718.

ATHABASKA TAR SANDS, effect on oil reserves and need for tax concessions,

326-327•

AUSTRALIA, tax convention with, 567 ; surplus-stripping legislation, 612 .
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AVERAGING, see INCOME AVERAGING and BLOCK AVERAGING .

AVOIDANCE OF TAX, through tax havens, see TAX HAVENS; through multiple

trusts, see MULTIPLE TRUSTS ; by income-splitting, see INCOME-

SPLITTING; by surplus-stripping, see SURPIUS-STRIPPING ; effect of

present system of taxing organizations, 4; effect of full-integration

proposals, 9, 29, 36-37; through present failure to tax share gains,

18; by use of low corporation tax rate, 19, 280, 710-714; possibilities

under proposed corporation tax system, 57, 71-72, 666; by use of

trusts, 151, 154-155, 180-181, 195-199, 202, 536, 555, 591 ; through

exploration outside Canada, 348 ; use of section 28(1)(d), 511; through

foreign business corporations, 558-559 ; international, 561-563.

BAD DEBTS, see DOUBTFUL ACCOUNTS .

BANK OF CANADA, 381-382.

BANKS, assets, 381; tax treatment of, 382-402 ; present tax treatment,of

reserves, 385-387; evaluation of present treatment of reserves,

387-396; proposed reserves, 397-399; exclusion from mortgage reserve

provisions, 400 .

BASIC HERDS, present tax treatment, 440-445.

BELGIUM, tax convention with, 567.

BENEFICIARIES, of trusts, see TRUSTS .

BENEFITS, to members of non-profit organizations, 129-130 ; to trust

beneficiaries, 180; unallocated, from corporations, treatment under

integration proposals, 697-698 .

BEQUESTS, see also GIFTS; proposed withholding tax on bequests to non-

residents, 488 .
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BIlJCK AVERAGING, see also INCOME AVERAGING; in calculating tax of prospective

beneficiary on accumulated trust income, 171 .

BOARD OF DIRECTORS, allocation of corporate income, 55 ; revocation of

election to be taxed as partnership, 69 .

BOARDS OF TRADE, see NON-PROFIT ORGANIZATIONS .

BRANCH TAX, extension to life insurance companies, 426 ; application to

foreign general insurance companies, 471; general application, 502 .

BRAZIL, proposed treaty with, 569 .

BRITISH COUJMBIA, logging tax deduction, 459~

BRITISH NORTH AMERICA ACT, 147, 348.

BUSINESS INCOME, foreign, see FOREIGN DIRECT INVESTMENT INCOME ; losses,

see BUSINESS LOSSES ; of charitable organizations, 134; of a trust,

167; general, 215-293; the present system in general, 216-218 ;

appraisal of present system, 218 ; main problem areas, 218-267 ;

application of accounting practices, 218-220 ; inclusions in the

tax base, 220-223; timing of revenue, 224-227; deductibility of

costs, 227-232, 283-284; timing of costs, 232-252; transactions

not at arm's length, 263-267 ; new and small businesses, 267-282 ;

recommendations, 282-287; of life insurance companies, tax treat-

ment, 412-416, 422-426, 429-430 ; international, present treatment

in the United States, United Kingdom and Canada, 497, 499-502 ;

of non-residents, present Canadian tax treatment, and proposals, 502,

545-546's "carrying on business" defined, 543-545 .

BUSINESS LOSSES, present treatment, 217-218; proposed treatment, 252-263,

285 ; losses of a personal expenditure nature, 255-258; separate

businesses, 258-260; consolidated returns, 260-261; transferability

of losses, 261-263; treatment under integration proposals, 696-697 .
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BUSINESS PROFITS WAR TAX ACT, 733.

BUSINESS TRUSTS, see UNIT HOLDERS' TRUSTS .

C

CAISSES POPULAIRES, see CREDIT UNIONS AND CAISSES POPULAIRES .

CANADIAN AND BRITISH INSURANCE COMPANIES ACT, 413, 467 .

CANADIAN BAR ASSOCIATION, 37, 229, 292 .

CANADIAN INSTITUTE OF CHARTERED ACCOUNTANTS, 37, 219-220, 225, 229,

241-242, 378, 581-584 .

CANADIAN LIFE INSURANCE OFFICERS ASSOCIATION, 416 .

CANADIAN METAL MINING ASSOCIATION, 377 .

CANADIAN NATIONAL RAIIWAYS, 125 .

CANADIAN NATIONAL TELEGRAPHS, 125 .

CANADIAN PACIFIC RAIIWAYS, 125 .

CANADIAN PACIFIC TELEGRAPHS, 125 .

CANADIAN PETROLEUM ASSOCIATION, 301, 304, 379, 738 .

CANADIAN UNIVERSITIES FOUNDATION, 128 .

CANCELLATION OF DEBT, present taxability, 223 .

CAPITAL, of trusts, 152-153 .

CAPITAL COST ALLOWANCES, effect of purchasing assets rather than shares, 15 ;

accelerated or deferred, effect on shareholders, 57 ; proposed re-

valuation of underlying assets on share purchase, 65; for trusts, 152 ;
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allocation to trust beneficiaries, 154; present deductibility of

depreciation, 217, 237-249 ; recapture, 221; proposed rules, 237-249 ;

new class for present "nothings", 243-249; use to reduce losses,

254, 262; for separate businesses, 259; accelerated, for new and

small businesses, 276-282; effect on business practices, 289 ;

adjustments of rates, 290; depreciation not allowed as exploration

and development cost, 295 ; on mining development costs, 303; for the

mining and petroleum industries, present, 305; for the mining and

petroleum industries, proposed, 332-343; for farmers, 440, 449-451 ;

for fishing, 452; for timber limits, 454-455 ; for woods assets, 455-456 ;

for computing foreign source income, 527 ; accelerated, treatment

under integration proposals, 688-691; free depreciation policy as

offset to removal of low corporation tax rate, 721; for the mining

and petroleum industries, 1939 provisions, 734 .

CAPITAL EXPENDITURES, present prohibition of deduction, 217 ; proposed

deduction in computing business income, 228-230 .

CAPITAL FORMATION, by corporations, effect of proposals, 9, 33-34•

CAPITAL GAINS, see PROPERTY GAINS .

CAPITAL MARKET, effect of present bias toward the retention of corporat e

earnings, 18; bias against the mining and petroleum industries,

309-310; bias against risk taking, as grounds for tax concessions,

325-327 .

CASH BASIS, of accounting, see ACCOUNTING METHODS AND PRINCIPLES .

CASH MU`lUALS, see INSURANCE .

CERTIFICATE, for charitable organizations, 135-136 .

CHAMBERS OF COMMERCE, see NON-PROFIT ORGANIZATIONS .
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CHANCELLOR OF THE EXCHEQUER, 6~+3-644 .

CHARITABLE CORPORATIONS, see CHARITABLE ORGANIZATIONS .

CHARITABLE DONATIONS, see also CHARITABLE ORGANIZATIONS ; exemption to charity ,

133; to non-resident charities, 147; qualifications required, 147 ;

deduction for, by insurance companies, 413 .

CHARITABLE ORGANIZATIONS, see also MUTUAL ORGANIZATIONS ; tax treatment of,

128-136, 144; "charitable" defined, 132 ; contributions to non-resident

charities, 147; exemption for charitable trusts, 191 .

CHARITABLE TRUSTS, see CHARITABLE ORGANIZATIONS .

CHILDREN, sale of depreciable farm property to, 449-451.

CLUBS, PRIVATE, see NON-PROFIT ORGANIZATIONS .

COMMITTEE-OF-FOUR PROPOSAL, 37-44, 88, 96-97, 791-795 .

COMMITTEE OF WAYS AND MEANS OF THE UNITED STATES HOUSE OF REPRESENTATIVES ,

768 .

COMPENSATION, for non-performance of contract, 221 .

COMPREHENSIVE TAX BASE, inclusion of corporate income, 4-7 ; inclusion of

amounts distributable from trust, 161 ; appraisal of present rules

for computing business income, 218 ; effect of adoption on business

income, 223; inclusion of foreign income, 483, 485 .

CONCESSIONS, tax, see TAX CONCESSIONS .

CONCLUSIONS AND RECOMMENDATIONS, see RECOMMENDATIONS .

CONSTRUCTION, income tax treatment of income from, 460-465 ; recommendations ,

474 .

CONTINGENCIES, allowance for, 227 .
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CONVERSION, of shares, proposed tax treatment, 54.

CO-OPERATIVES, see also MUTUAL ORGANIZATIONS ; incidence of tax on income, 3 ;

effect of present tax treatment, 18; general, 108-118; the co-operative

form of organization, 108-109; applicability of an income tax, 109-111 ;

history of tax treatment, 111-112; analysis of tax treatment, 112-114 ;

proposed treatment, 114-118, 142 ; method of financing, 145 .

CORPORATE REORGANIZATIONS, see REORGANIZATIONS .

CORPORATION INCOME TAX, for proposals, see INTEGRATION OF TAX ; see also

BUSINESS INCOME, FINANCIAL INSTITUTIONS, LIFE INSURANCE COMPANIES,

MINING AND PETROLEUM, MUTUAL ORGANIZATIONS, TAX-EXEMPT ENTITIES ;

general, 3-98; incidence, 3; present system, 10-19; the double

taxation argument, 19-27; effect on allocation of resources, 20,

95; the dual rate of tax, 35-36, 94, 703-724; other alternatives,

44-46, 625-639; treatment in other countries, 47-49 .

CORPORATION TAX ACCOUNTS, 679-680, 682, 684-687, 690-691, 693, 696-7oo.

CORPORATIONS, see CORPORATION INCOME TAX ; for tax proposals, see also

INTEGRATION OF TAX; investment companies, see INVESTMENT COMPANIES ;

personal, see PERSONAL CORPORATIONS ; corporate acquisitions and

reorganizations, see REORGANIZATIONS ; surplus-stripping, see

SURP IxJS-STRIPPING .

CORPORATIONS AND LABOUR UNIONS RETURNS ACT, 552 .

COST BASIS, of shares, effect of allocating corporate earnings to share-

holders, 7, 50-56, 665; of shares, effect of treating corporation as

partnership, 68; of member's interest in co-operative, revaluation,

118; of property given to trust, 179; of property received on re-

version of trust property, 182 ; of non-resident trust becoming

resident, 198; of shares, write-dovn for exploration and development

costs, 345-346; of vendor of mining property, 353; of insurance
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company shares, reduction when dividends paid from existing

surpluses, 431; of farm land, adjustment at the effective date,

444; adjustments for foreign direct investments, 522 ; of shares

in foreign subsidiaries, effect of distributions, 536-537 ; of shares

issued as stock dividend, 663-664; of shares, effect of special

transition tax, 727 .

CREDIT UNIONS AND CAISSES POPULAIRES, see also MUTUAL ORGANIZATIONS ;

present tax treatment, 18 ; general, 118-122; form of organization

and operation, 118-119; applicability of an income tax, 120-121 ;

proposed treatment, 121-122, 142-143; form of capital investment,

145; assets, 381 .

CREDITS, investment, see INVESTMENT CREDITS ; to trust beneficiaries for

initial tax paid, see INITIAL TAX; for foreign taxes, see FOREIGN

TAX CREDIT; proposed, to resident shareholders, for corporation

income tax paid, 7, 31, 50; to shareholders, for dividends, present,

10-11; increase in dividend tax credit as alternative to integration

proposal, 46, 721-722; for corporation income tax, distributions

eligible for, 51-55, 662-667 ; for intercorporate dividends, 60 ;

for corporation income tax, determination of tax rate, 67-68 ;

for withholding taxes on patronage dividends, 114; for corporation

income tax, denial to governments, 126; to trust beneficiary, for

tax in respect of dividend, interest, or foreign income of trust,

154, 159, 169; to trust, for corporation income tax, withholding

tax, or foreign tax, 169; to non-resident trust, for Canadian

withholding tax, and foreign taxes, 198; for mining taxes, 350 ;

for dividends, as an incentive to insurance companies, 415, 426 ;

for corporation income tax on life insurance companies, 425 ; for

logging taxes, 459; for corporation income tax, alternative methods,

634-637.



812

CROWN CORPORATIONS, present and proposed tax treatment, 124-126 .

CURRENT INCOME, of trust, defined, 153 .

D

DEDUCTIONS, of patronage dividends, 106, 112, 121 ; for distributions by

non-profit organizations, 139-140; by trusts, present, 154; by

trusts, for expenditures to provide benefits, proposed, 180 ;

in computing business income, present, 216-218; in computing

business income, proposals, 227-252, 283-284; exploration and

development costs, 295, 300-302; for farm expenses, 445-448 ;

for investments in timber resources, 453; for head office expenses

of foreign insurance companies, 470-471 .

DEGREE OF CANADIAN OWNERSHIP, proposed effect on withholding tax rates ,

547 .

DENMARK, tax convention with, 567 .

DEPARZMENT OF FINANCE, request for study of surplus-stripping, 94 ;

special international groups, 563-565 .

DEPARTMENT OF INSURANCE, 406-407, 419, 426-427, 471 .

DEPAR'IMENT OF NATIONAL HEALTH AND WELFARE, 135.

DEPARTMENT OF NATIONAL REVENUE, attacks on surplus-stripping transactions ,

14; recognition of charities, 132-133, 135 ; unreasonable expenses,

231; provision of forms for taxpayers on cash basis, 251; figures

for hobby farm losses, 447; taxation of construction income, 462 ;

special international groups, 563-565 ; rulings under section 138A ,

605.
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DEPLETION ALLOWANCES, allocation to trust beneficiaries, 154 ; present deducti-

bility, 217; for the mining and petroleum industries, 295-297 ,

733-741; percentage depletion as a method of compensating for the

exhaustion of mineral or petroleum deposits, 299-300 ; as subsidies

to declining communities, 321; based on gross earnings of mining and

petroleum companies, 322-323; inefficiency of percentage depletion,

328-331; proposed elimination, 331, 333, 335-338, 347 ; on timber

limits, 454; on foreign income, 526 .

DEPRECIABLE ASSETS, deduction for expenditures on, 237-243 ; repeal of

present provisions affecting non arm's length transactions, 265-266;

used in mining or petroleum, proposed treatment, 303, 332, 335,

338-339, 355-358; sale to child, 449-452 .

DEPRECIATION, see CAPITAL COST ALLOWANCES .

DESIGNATED SURPLUS, as measure to block surplus-stripping, 13 ; creation

upon a corporate acquisition, 15 ; defect of present provisions, 19 ;

removal of present provisions, 37 ; legislation, 601-604; effects

of legislation, 608-609 .

DEVELOPMENT COSTS, in the mining and petroleum industries, see EXPLORATION

AND DEVEIAPMENT COSTS .

DIRECT COSTING, 288-289 .

DISALLOWED EXPENSES, treatment under integration proposals, 697-698.

DISCOVERY VAIITE, proposed taxation of, 298-300 .

DIVIDEND STRIPPING, see SURPLUS-STRIPPING .

DIVIDEND TAX CREDIT, see CREDITS .
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DIVIDENDS, from foreign direct investment, see FOREIGN DIRECT INVESTMENT

INCOME; patronage, see PATRONAGE DIVIDENDS; stock, see STOCK

DIVIDENDS; inclusion in annual tax base, 4; paid to non-residents,

withholding tax on, 6, 502, 549-550 ; example of proposed tax on

shareholders, 7-8; present tax treatment, 10-11; deemed, on corporate

reorganizations, 16; flowing through investment companies, 17 ;

effect of integration proposal on cash dividends, 33 ; Committee-of-

Four proposal, 38; proposal to allow as deduction from corporate

income, 44, 630-634; cash, proposed tax treatment, 51; paid in

debentures or other obligations of company, 52; from foreign sources,

58, 486, 489, 501, 509-512; intercorporate, proposed tax treatment,

60; on preferred shares, proposed tax treatment, 61-62; out of

income previously attributed to shareholders, 68; received by

trust, 177; deduction for depletion allowances, 296; deduction

for, by insurance companies, 413 ; from "designated surplus", 602,

609; treatment in the United Kingdom, 641-646; treatment in France,

646-651; treatment in Germany, 651-655; treatment in the United

States, 655-657 .

DOMINION BUREAU OF STATISTICS, 302 .

DONATIONS, see CHARITABIE DONATIONS .

DOUBIE TAXATION, dividend tax credit as relief measure, 11 ; as argument

against present system of taxing corporate income, 19-27, 85-87 ;

comment of Rowell-Sirois Report, 95; elimination of, for shareholders,

under current provisions, 268 ; under the present system of taxing

corporate source income, 617-624.

DOUBTFUL ACCOUNTS, reserves for, 226 ; use of allowance by financial

institutions, 387 ; evaluation of present provisions, for financial

institutions, 388-396 .

DUES, union, deductibility, 140 .
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EIECTIONS, to be taxed as partnership, by corporation, 68-70, 91, 718-719;

by trust beneficiary, to be taxed on trust income, 157, 159, 168,

173-174, 188, 193-195, 197-198 ; by prospective trust beneficiaries,

to have trust income taxed at beneficiaries' rate, 157, 160, 170-174,

193, 198, 200-201; by trust beneficiaries, to receive interest from

government, 160, 173-174; by non-resident trust beneficiaries, re

withholding taxes, 162, 554; by business trust, to be treated as

partnership, 194; by non-resident trust with resident beneficiaries,

197 ; with respect to foreign direct investment income, 487, 528;

by portfolio investors in foreign securities, 487, 534-537; by

non-residents, to be taxed as resident, 488, 555-557 ; for non-

residents with respect to realty rentals, 502; by resident becoming

non-resident, 556-557; under section 105, 726 .

EIECTRONIC EQUIPMENT, nse in processing tax information, 565-566.

EMPLOYMENT, effect of tax concessions to mining and petroleum in dustries ,

312 -

EA'lPIA)2WT INCOME, proposed tax on non-residents, 488, 503, 551-554;

international, present treatment in the United States, United

Kingdom and Canada, 497-500; foreign, present Canadian treatment,

502; foreign, proposed treatment, 509 .

END-USE TAX, on electricity or gas, 127 .

ENGIAND, see UNITED KINGDOM .

ENTERTAINMENT EXPENSE, of business, proposed rules, 231 .

EQUITIES, effect of integration proposal on demand for Canadian equities ,

30-32 .
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EQUITY, of tax on corporate income, 3-4 ; considerations in taxing foreign

source income, 503-505; considerations in taxation of non-residents,

537-541; of the dual rate of corporation income tax, 708-710.

ESTATE PLANNING, use of personal corporations, 17 .

ESTATE TAX, on gifts to trusts, 150 ; on property held in trust at effective

date, 158, 165; on reversionary interests in trust funds, 180; as

basis for not taxing insurance proceeds as income, 416-417 .

ESTATE TAX ACT, renunciations and releases, 187 .

ESTATES, payments from, to non-residents, 554-555 ; taxation in the

United Kingdom and United States, 585-590 .

EXCHEQUER COURT, the Anaconda case, 236 ; taxation of contract income ,

463; determination of tax avoidance, 601; appeals under section 138A,

603; section 138A(2), 712 .

EXEMPT INCOME, expenditures to produce, 217, 230 .

EXEMPTIONS, for tax-exempt entities, see TAX-EXEWT ENTITIES; for corporate

distributions, as alternative to integration proposal, 45 ; for co-

operatives, 111-112, 117; for provincial payments to utility companies,

128; for charities and non-profit organizations, 128-141; for certain

trusts, 191 ; trust beneficiaries, 191-192; for new mines, 295, 297,

305, 328-331, 333, 335-338, 733-741; for prospectors and grubstakers,

347, 351-353; lifetime, for gains on sale of residential and farm

property, 450-451; for mutual insurers, 468-469; from branch tax ,

for foreign insurance companies, 471; for foreign dividends, 486,

489, 510-512 ; for tax-exempt foreign investors, 550 ; for foreign

business corporations, 558.

EXPLORATION AND DEVELOPMENT COSTS, present tax treatment, 295, 304-305;

general discussion, 300-302; in mining, 302; in petroleum, 303-304 ;
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the accounting neutrality argument for immediate write-off, 307-308 ;

funds raised for, immediate write-down of shares, 310 ; efficiency of

rapid write-off as a tax concession, 330; proposed treatment, 332-333,

335, 338-339, W-348, 355-356 ; deduction for shareholders, 345-346;

exploration outside Canada, 348 ; discussion of treatment, 733-741.

EXPORT TRADE CORPORATIONS, 500 .

EXPORTS, effect of tax concessions for the mining and petroleum industries ,

313-314 .

EXTRACTIVE INDUSTRIES, see MINING AND PETROIOUM .

F

FACTORY MUTUALS, see INSURANCE .

FAMILIES, proposed tax rates, 7 ; treatment of family unit as prospective

trust beneficiary, 172 .

FAMILY UNIT, see FAMILIES .

FARM PROPERTY, adjustment of cost basis at effective date, 444 .

FARMERS, use of cash method, 249-252, 440-445; effect of proposed loss

rules, 257; number of, income reported, and income tax paid,

439; tax treatment of, 439-451; special problems in valuing

livestock, 442-444; transitional features, 444-445; personal

aspects of farming, 445-448; specific expenditures, 445-446;

"hobby" farming, 446-448; income averaging, 448-449; capital

cost allowance, 449; sale of depreciable property to child,

449-451; revenue effects of proposals, 451; sale of farm land,

451; recommendations, 472-473 .

FARMERS' AND FISHERMEN'S GUIDE, 445 .



818

FEDERAL-PROVINCIAL RELATIONS, implications of integration proposal, 71 .

FEES, membership, deductibility, 140; membership, taxability to organization,

141; estate, trust and agency, 384; to non-residents, 552-554 .

FINANCE ACT, 500; 641-642 .

FINANCE AND CONSUMER IAAN COMPANIES, see also FINANCIAL INSTITUTIONS ;

assets, 381; tax treatment of, 382-402.

FINANCIAL INSTITUTIONS, see also BANKS, CREDIT UNIONS AND CAISSES POPUIAIRES,

FIRE AND CASUALTY INSURANCE COMPANIES, LIFE INSURANCE COMPANIES,

PENSION PLANS; investments in new and small businesses, 273; general,

381-438; defined, 381; table of assets, 381; banks, trust companies,

mortgage loan companies, and finance and consumer loan companies,

382-402; main tax considerations, 383-385 ; present tax treatment of

reserves, 385-387; evaluation of present tax treatment of reserves,

387-396; allowances for doubtful accounts, 388-396; deduction of bad

debts, 396; appraisal of tax treatment, 396-402; proposals re banks,

397-399; proposals re mortgages, 400-401; proposals re other financial

institutions and other accounts, 401-402; life insurance companies,

402-431; recommendations, 431-432 .

FINANCIAL STATEKENTS, use in computing foreign source income, 527 ; of

corporation, under integration proposals, 678-680 .

FINANCING, costs, new capital cost allowance class for, 247 .

FINLAND, tax convention with, 567.

FIRE AND CASUALTY INSURANCE COMPANIES, assets in Canada, 381 .

FISHERMEN, tax treatment of, 452 ; recommendations, 472-473 .

FIXED ASSETS, see DEPRECIABLE ASSETS .
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FOREIGN BUSINESS CORPORATIONS, 500-501, 557-559 .

FOREIGN DIRECT INVESTMENT, see also FOREIGN DIRECT INVESTMENT INCOME; defined ,

486; proposed taxation of dividends from, 486-487 ; required reporting,

487 ; present treatment in the United States, United Kingdom and Canada,

500 .

FOREIGN DIRECT INVESTMENT INCOME, proposals, 58-59, 486-491, 515-534 ;

present tax treatment, 501, 509-512 ; "full gross-up and credit" as

an alternative to present treatment, 512-515 ; defined, 515-516;

procedures proposed, 516-522; rate of foreign tax credit for foreign

direct investment income credit, 522-526 ; computation of foreign

source income for Canadian tax purposes, 526-528 ; problems arising

from lack of control by foreign direct investors, 528-529 ; taxes

"in lieu" of income tax, 529 ; integration of foreign taxes with

Canadian individual income tax, 530-531 ; effect of proposals,

531-533; business income, 533-534; of a resident trust, 555 .

FOREIGN EXCHANGE, taxability of profits, 221 .

FOREIGN INCOME, from property, see PROPERTY INCOME; from employment, see

EMPIA7 M[EPiT INCOME; from direct investments, including business

income, see FOREIGN DIRECT INVESTMENT INCOME; dividends, see

DIVIDENDS; tax treatment of as a major issue, 482-485; principal

proposals, 486-491; present Canadian treatment, 500-503; taxation

of, general, 503-537; equity considerations, 503-505; economic

considerations, 505-508; computation of, 526-528; portfolio

investment income, 534-537.

FOREIGN INCOME ACCOUNTS, 679-680.

FOREIGN INVES4MENT, direct, by Canadians, see FOREIGN DIRECT INVESTMENT

INCOME; in the resource industries, •307, 314-317, 322-324; the

effect of raising Canadian taxes on non-residents, 507-508, 538-541,

546-551.
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FOREIGN INVESTORS TAX ACT OF 1966, 768-769 .

FOREIGN PERSONAL HOLDING COMPANIES, 747-748 .

FOREIGN SOURCE INCOME, see FOREIGN INCOME .

FOREIGN TAX ACCOUNTS, 679-68o .

FOREIGN TAX CREDIT, with respect to foreign direct investment income, see

FOREIGN DIRECT INVESTMENT INCOME ; to trust or trust beneficiary,

154, 177-178, 198-199; for insurance companies, 413, 424; as major

issue in international taxation, 482-485; for property income

and employment income, 508-509; for foreign portfolio investment

income, 534-537; to non-residents filing Canadian tax returns, 556.

FOREIGN TAXATION, see also specific country headings ; of corporate profits,

641-659 .

FORESTRY, measurement of income, 452; tax treatment of, 452-460; public

and private ownership, 453; deduction of cost, 453-457; timber

limits or rights, 454-455,' woods assets, 455-456; carrying charges,

456-457 ; reforestation, 457; proceeds from disposal of timber limits

or rights, 458-459; concessions to the industry, 459; provincial

logging taxes, 459; revenue effects of proposals, 460 ;

recommendations, 473.

FORGIVENESS OF DEBT, see CANCELLATION OF DEBT.

FRANCE, treatment of corporate source income, 47-49 ; treatment of losses,

291; tax convention with, 567; surplus-stripping legislation, 610 ;

taxation of corporate profits, 646-651.

FRATERNAL BENEFIT SOCIETIES, tax exemption, 413 .

FRATERNAL ORDERS, see NON-PROFIT ORGANIZATIONS .

FULL COSTING, 304 .
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GENERAL BUSINESS INCOME, see BUSINESS INCOME .

GERMANY, treatment of corporate source income, 47; treatment of losses ,

291; tax convention with, 567 ; surplus-stripping legislation, 610,

612; taxation of corporate profits, 651-655 .

GIFT TAX, on gifts to trusts, 150; on property held in trust at effective

date, 158, 165 .

GIFTS, in trust, see TRUSTS; received by business, 223; by owner of

business, 231; of farm property to child, 451; to non-residents,

proposed tax treatment, 488, 554-555 .

G00DWILL, present problems, 223; proposed deductibility, 244-249 .

GOODWILL GAINS, 30, 40, 42, 97, 773-797.

GOVERNMENT REGULATION, for financial institutions, 383 .

GOVERNMENTAL ORGANIZATIONS, present and proposed tax treatment, 124-128, 143 .

GROSS REVENUE TAX, for tax-exempt organizations, 139 .

GROSS-UP, of foreign direct investment income, see FOREIGN DIRECT INVESTMENT

INCOME ; of amounts distributed by trusts, for initial tax, see INITIAL

TAX; of corporate income paid or allocated to shareholders, 7; dis-

tributions eligible for, 51-55, 662-666 ; for intercorporate dividends,

60; of dividends received by trust, 177; of foreign portfolio invest-

ment income, 534-537; of dividends, under possible alternative methods

of taxing corporate source income, 634-637; grossing-up ratio, 701.

GRUBSTAKERS, proposed treatment, 347, 351-353.

GUARANTEES, allowance for, 225 .
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HEAD OFFICE EXPENSES, of foreign insurance companies, 470-471 .

HOBBY BUSINESSES, proposed treatment of losses, 255-258; hobby farm losses,

440, 446-448 .

HOME OIL COMPANY, 737, 741 .

HOUSING CORPORATIONS, see NON-PROFIT ORGANIZATIONS .

I

IMPERIAL OIL CO. LTD., 737, 741 .

IMPUTED INCOME, as solution to problem of taxing mutual organizations, 105 ,

107-108, 118; for credit unions and caisses populaires, 122 ; for non-

profit organizations, 139 .

INCENTIVE INCcmE ACCOUNTS, 679, 694 .

INCENTIVES, tax, see TAX CONCESSIONS .

INCOME, see also COMPREHENSIVE TAX BASE, BUSINESS INCOME, INVESTMENT

INCOME, PROPERTY INCOME; of trusts, compared with income for tax

purposes, 152-153; from mineral and petroleum extraction,

determination of, 298-304; use of accounting principles or

practices in determining, 581-584 .

INCOME ADJUSTMENT ACCOUNT, assumed deposit by prospective trust

beneficiary, 171 .

INCOME AVERAGING, farmers and fishermen, 440, 448-449, 452.

INCOME SPLITTING, use of personal corporations, 17; use of trusts ,

188-189 .
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INCOME TAX ACT, removal of designated surplus provisions and sections 105,

105A, 105B, 105C, and 138A, 37; section 75, 104; exemption for

governmental organizations, 124; recognition of charities, 132 ;

section 84, 146; taxation of trusts, 154; income from reversionary

interests, 180-181; attribution of income, 188-189 ; treatment of

multiple trusts, 190; section 63(4b), 199; charging section, 216;

1965 amendments, 229; identification of separate businesses, 259 ;

provisions relating to mining and petroleum, 295-296 ; prospector

and grubstaker exemption, 351; cash basis for interest income, '

384; mortgage reserves, 386; mutualization of insurance companies ,

413; farming provisions, 440; sale of depreciable property to child,

449; policy reserves, 466; exemption for mutual insurance companies,

468-469; branch tax, 471 ; exemption for foreign dividends, 501 ,

510-512; definition of residence, 541 ; definition of "carrying on

business", 543-544; special tax under section 110B, 546; 1966

amendment to exemption for non-resident investors, 550 ; foreign

business corporation, 558 ; non-resident-owned investment corporation,

559; determination of income, 581; avoidance of associated-corporation

provisions through business trusts, 591 ; introduction of Act and

surplus-stripping provisions, 601; present dividend tax credit

provisions, 636-637; associated corporations, 711 .

INCOME TAX REGUTATIONS, depletion allowances, 296 ; depreciation for farmers,

440; inventory valuation of cattle, 444; timber limits, 454; policy

reserves, 466; reduction in withholding tax for foreign insurance

companies, 471; for computing foreign source income, 527; depletion

allowances, 734.

INCOME WAR TAX ACT, 111, 132, 237, 468, 511, 601, 733 .

INCORPORATION COSTS, new capital cost allowance class for, 247 .

INDEMNITIES, see GUARANTEES .
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INDIA, proposed treaty with, 569 .

INDIRECT TAXES, use in new countries, 513 .

INDIVIDUALS, proposed tax rates, 7 .

INIAJSTRIAL DEVELOPMENT BANK, 381-382 .

INFANTS, as prospective trust beneficiaries, 172 .

INHERITANCES, see GIFTS .

INITIAL TAX, on income of trusts, 155-211; rate, 157, 159, 167-170,

199-202; election by beneficiary to avoid, 157, 159, 168, 173-174,

188, 193-195, 197-198; election by prospective beneficiary to use

beneficiary's tax rate, 157, 160, 170-174, 193, 198, 200-202 ; not

applicable to gifts where beneficiary is member of donor's family

unit, 157, 160, 167, 174-175, 182; application of tax, 157-162,

165, 167, 169, 188, 190, 192-195, 198-202 ; gross-up and credit

for, 158-159, 161-162, 166, 168, 175-177, 182-183, 185, 188, 194 ;

calculation where separate funds exist or specific property is held,

158-159; interest on, 160-161, 173-174; treatment as withholding

tax, 161, 168, 176; on income applicable to non-resident beneficiaries,

162, 199-202; determination of amount paid on distributions from

trusts, 165-167, 176-177; calculation where there are two or more

prospective beneficiaries, 171 ; calculation where prospective

beneficiary is infant or unborn, 172; payment in instalments, 172 ;

tax credits against, 177-178, 198-200 ; where beneficiary is exempt

organization, 191-192; on payments to non-residents from trusts and

estates, 554-555.

INSPECTOR GENERAL OF BANKS, 385 .

IPTSTAIMENT SALES, 221, 225.
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INSURANCE, life, see LIFE INSURANCE ; premiums, see PREMIUMS; fire,

taxability of proceeds, 221; accident and sickness, tax treatment

of insurance companies, 421-422, 427 ; general, income tax treatment

of companies, 465-472; general, policy reserves, 466-467; mutual

general insurance companies, 467-470; foreign companies, 470-472;

general, recommendations, 474 .

INTANGIBIES, costs of, proposed deductibility, 248-249.

INTEGRATION OF TAX, need for integration of tax on organizations with that

on individuals and families, 3-4, 82-83 ; personal and corporation

income taxes, basic proposals, 6-9, 83-84; illustration of the full-

integration system, 8; specific advantages of full-integration

system, 8-9, 84-85; effect on consumers, suppliers and shareholders,

25-27, 86; and capital gains, 27-28, 88; effect on costs and prices,

29-30, 86; effect of proposal on the demand for Canadian equities,

30-32; credit for corporation income tax, to intermediaries, 31 ;

effect on the supply of Canadian equities, 32-34 ; effect on the

rate of investment, 34; financing of, 34-35; effect on the dual

rate of corporation tax, 35-36; effect on tax avoidance, 36-37 ;

effect on equity and neutrality between organizations, 37 ;

comparison with Committee-of-Four proposal, 37-44, 88; alternative

proposals, 44-46, 88-89; further aspects of the proposal, 49-70,

89-91; various forms of distribution, 52-55, 662-667 ; some problems

in the proposal, 70-81, 91-92; effect on new and small businesses,

274; restriction to domestic shareholders, 483 ; foreign corporation

taxes, 514-515, 530-531; accounting and reporting procedures,

661-701; basic elements of the proposal, 661-676; sale of shares

before distribution or allocation, 667-672; sale of shares after

allocation but before distribution, 672-676; a method of accounting

and reporting, 676-684; accounting by the corporation, 678-680 ;

order of distribution, .680-682; reporting to the shareholders, 682-684 ;
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illustration of ordinary business income taxed at regular corporate

rate, 684-687; illustration of effect of accelerated capital cost

allowances, 688-691; illustration of treatment of transitional surplus

and other differences between financial and tax surplus, 691 ;

illustration of effect of tax incentives other than accelerated capital

cost allowances, 692-695; treatment of investment tax debits, 695 ;

treatment of business losses, 696-697 ; treatment of disallowed

expenses, 697-698; effect of changes in corporation tax rate, 698-700 .

INTEREST, paid on money borrowed for corporate acquisition, 15, 65-66;

flowing through investment companies, 17; on income bonds, proposed

tax treatment, 62; paid and charged by credit unions and caisses

populaires, 119, 121-122; payable by government re taxes levied

on gifts or bequests to trusts, 160-161; on tax paid in instalments,

172; expense, proposed deductibility, 230; income of consumer loan

companies, method of accounting, 384 ; taxation of income from funds

on deposit with insurance companies, 427; paid non-residents ,

withholding tax, 488, 502, 547, 549-551 ; from subsidiary to parent,

deemed dividend, 549 .

INTERMEDIARIES, full credit for corporation tax paid, 31 .

INTERNAL REVENUE CODE, 589-590, 655, 743-771 .

INTERNAL REVENUE SERVICE, restriction of information to , 569.

INTERNATIONAL ECONOMIC RELATIONS, effect of proposals on capital movements, 484 .

INTERNATIONAL INCOME, see FOREIGN INCCME .

INTERNATIONAL TAXATION, general, 481-491; major issues, 482-485; principal

proposals, 486-491 ; neutrality as an international concept, 491-496 ;

present treatment of international income in the United States, the

United Kingdom and Canada, 496-503; taxation in Canada as the country

of destination, 503-537; taxation in Canada as the country of source,

537-560 ; administration, 561-566; the tax treaties, 566-570;

recommendations, 570-577.
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INVENTORIES, valuation at effective date, for trusts, 165 ; proceeds

brought into income, 221; proposed valuation rules, 233-237; cost

of, proposed deductibility, 248 ; agreement between vendor and

purchaser, 266; methods of valuation, 288-289; of farmers, effect

of cash basis of accounting, 441; of cattle breeders, method of

valuation, 444 .

INVESTMENT, foreign direct, see FOREIGN DIRECT INVESTMENT .

effect of corporation tax rate changes, 24; effect of integration

of personal and corporation income taxes, 34; in the mining and

petroleum industries, 306-307 ; foreign, by Csnadians, effect of

tax concessions to extractive industries, 317-320; life insurance

company policy, 405 .

INVESTMENT COMPANIES, present tax treatment, 17; removal of present

provisions, 61 .

INVESTMENT CREDITS, treatment under integration proposals, 692-695 .

INVESTMENT INCOME, see also PROPERTY INCOME; foreign direct, see

FOREIGN DIRECT INVESTMENT INCOME; foreign portfolio, see FOREIGN

INCOME; of insurance companies, 408-409, 412, 414-415, 426 ;

of foreign insurance companies, 470-471; franked, 641, 645-646 .

INVESTMENT RESERVE, as offset to removal of low corporation tax rate ,

720-721.

INVESTMENT TAX ON BUSINESS, treatment under integration proposals, 695 .

INVESTMENT TRUSTS, see TRUSTS .

IREIAND, tax convention with, 567 .

ITALY, proposed treaty with, 569 .

IVES COMMISSION, 12 .

J

JAPAN, tax convention with, 567 .
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LABOUR ORGANIZATIONS, see NON-PROFIT ORGANIZATIONS .

LFIND, costs, proposed deductibility from business income, 243 .

LEASE-OPTIONS, 242-243, 290 .

LEGAL EXPENSES, new capital cost allowance class for, 247 .

LEGISLATION, to prevent surplus-stripping, Canadian, 600-610 ; to prevent

surplus-stripping, foreign, 610-612 .

LIFE INSURANCE, see also LIFE INSURANCE COMPANIES ; participating and non-

participating, 405 ; as a business, 407 .

LIFE INSURANCE COMPANIES, see also LIFE INSURANCE ; policy reserves, see

ACTUARIAL RESERVES ; as intermediaries, credit for corporation income

taxes, 31 ; assets, 351, 402 ; tax treatment of, 402-431 ; characteristics

of these companies, 402-407 ; saving aspects, 403 ; role of the insurer,

403-405 ; investment policy, 405; participating and non-participating

insurance, 405 ; mutualization, 405-407, 413, 415 ; stock and mutual

life insurance companies, 405-406; international aspects, 407; public

interest, 407; investment yields, 407-409, 423 ; main tax considera-

tions, 407-412; mutual aspect, 409-411 ; investment conduit aspect, 411 ;

effect of tax treatment on industry practice, 412; present tax treat-

ment, 412-417 ; present tax exemption for mutual companies and fraternal

benefit societies, 413 ; premium tax, 414; present tax revenue, 414 ;

foreign methods of taxation, 417-418 ; alternatives to present tax

treatment, 419-421 ; annuities, and accident and sickness insurance,

421-422 ; proposed tax treatment, 422-428 ; proposed treatment of busi-

ness income, 422-426 ; proposed treatment of policy dividends, 426 ;

proposed treatment of investment income, 426 ; proposed treatment of

branches of non-resident companies, 426 ; administration of tax, 427 ;



829

proposed treatment of accident and sickness insurance income, 427 ;

proposed treatment of interest on funds left on deposits, 427 ; effect

of proposals on tax revenue, 427-423 ; transitional provisions, 429-431 ;

surpluses accumulated tax free in the past, 430-431 ; recommendations,

432-4 53 ; effect of transition tax, 731 .

LIQUIDATION, of corporation, proposed tax treatment of distribution, 54 .

LIVESTOCK, see FARBIZNG .

LOAN FUND, for exploration in the North, 321 .

LOANS, to shareholders, proposed tax treatment, 54 .

LOGGING TAXES, provincial, 459 •

LOSS CARRY-OVERS, of corporations, proposed rules, 60 ; losses originating

from the provision of consumer goods and services to mutual organiza-

tion members, 106, 117-118; for credit unions and caisses populaires,

122; for non-profit organizations, 131; for trusts, 178-179 ; business

losses, 252-263, 291 ; for farms, 446-448; under integration proposals,

696-697.

LOSSES, see also BUSINESS LOSSES, LOSS CARRY-OVERS ; application against

intercorporate dividends, 60 ; corporate, allocation to shareholders,

68-70; of mutual organizations, from the provision of consumer goods

and services to members, 106-107, 117-118; of credit unions and caisses

populaires, 122 ; of non-profit organizations, 130-131 ; of trusts, 178-179;

effect of present tax treatment on the mining and petroleum industries,

309; in the mining and petroleum industries, proposals, 336, 358-359;

on loans of financial institutions, problems in determining, 384 ; from

hobby farms, 440, 446-448 .

MARINE INSURANCE, see also INSURANCE, 472 .

MASSACH(JSh'T!'S TRUSTS, see UNIT HOLDERS' TRUSTS .
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MEXICO, proposed treaty with, 569 .

t+ffNING AND PETROLEUM, for exploration and development costs, see EXPLORATION

AND DEVELOPMENT COSTS, general, 295-380; the determination of income

from mineral and petroleum extraction, 298-304; discovery value, 298-300;

depreciable assets used in mining, 303; property costs, 304, 332-333,

335,339-343,346-347,353-358 ; present tax treatment, 304-305 ; arguments

for special tax provisions, 306-324,369-372; special tax provisions to

provide accounting neutrality, 307-308 ; special tax provisions to off-

set the tax system bias against risk taking, 308-309 ; special tax pro-

visions to offset the capital market bias against risk taking, 309-310 ;

special tax provisions to offset corporation tax discrimination against

mineral and petroleum extraction, 310-311 ; special tax provisions to

produce social and economic benefits, 311-324 ; a summary of our views,

325-327 ; efficiency of the present major tax concessions, 327-331,

372-376 ; the proposed tax treatment, 331-367 ; three-year exemption and

the depletion allowance, proposals, 336-338 ; property gains, proposals,

343-344 ; prospector and grubstaker exemption, 347 ; shareholder deple-

tion, 347; special aspects of the proposed tax treatment, 347-355 ;

exploration outside Canada, 348 ; payments to the provinces, 348-350 ;

purchase and sale of mineral and petroleum rights and properties, 350-354;

application of mining and petroleum provisions to particular types of

taxpayers, 354-355 ; proposed tax treatment compared with proposals for

other industries, 355-359 ; effect of the proposed tax treatment 359-367 ;

recommendations, 368-376 ; effect of transition tax, 731 ; tax concessions

to, 733-741 .

MINING SURVEY, 377.

MINING TAXES, provincial, 349-350 •

MINISTER OF FINANCE, authority to pay provinces percentage of income tax on

utility corporations, 127-128 ; introduction of dual corporation tax
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rate, 267 ; determination of requirements for contingency reserves,

385-386 ; statement re dual rate of corporation tax, . 703 ; statements

re exploration and development cost incentives, 735 .

MINISTER OF NATIONAL REVENUE, use of section 138A, 14, 599, 603-606 ;

establishment of depletion allowances, 733-734 .

MINISTERIAL DISCRETION, under multiple trust provisions, 190-191 ; for

depreciable assets under Income War Tax Act, 237 ; re associated corpo-

rations, 280-281, 711-714 ; re "chief source of income" test, 447 ;

effect of 1948 legislation, 601 ; in connection with surplus-stripping,

603-606 ; re depletion allowances, 733-735 .

MINORS, trust income used for benefit of, proposed treatment, 169 ; attri-

bution of income, 188-189 .

M.N.R . v. JOHN COLFORD CONTRACTING CO . LTD ., 463 .

MORTALITY GAINS AND LOSSES, of insurance companies, 408-409 .

MORTGAGE LOAN COMPANIES, see also FINANCIAL INSTITUTIONS; assets, 381 ;

tax treatment of, 382-402 ; mortgage reserves, 386, 400-401 .

MORTGAGES, reserves against, 386, 400-401 .

MULTIPLE TRUSTS, use to avoid tax, 190-191 .

MUNICIPALITIES, income tax exemption for, 124 .

MUTUAL FUNDS, assets, 381 .

MUTUAL INSURANCE COMPANIES, see also INSURANCE; 18, 122-123, 143, 467-470 .

MUTUAL ORGANIZATIONS, see also CHARITABLE ORGANIZATIONS, CREDIT UNIONS AN D

CAISSES POPULAIRES , CO-OPERATIVES, MUTUAL INSURANCE COMPANIES, NON-

PROFIT ORGANIZATIONS ; proposed treatment, 9; present treatment, 18;

general, 99-147; defined, 99; the nature of the problem, 99-108 ;
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producer co-operatives performing a marketing function, 100-101 ;

producer co-operatives performing a supply function, 101 ; consumer co-

operatives, 101-102 ; other forms, 102; assessment of present tax treat-

ment, 102-105 ; proposals, 105-108, 142-144 ; election to be taxed as

corporation, 106 .

NATURAL GAS, see MINING AND PETROLEUM .

NETHERLANDS, treatment of losses, 291 ; tax convention with, 567; surplus-

stripping legislation, 610 .

NEW AND SMALL BUSINESSES, effect of proposed limitation on business loss

deductions, 257 ; proposed treatment, 267-282, 286-287 ; dual corporate rate,

267-276 ; rapid write-off of capital cost, 276-282 ; mining and petroleum,

334 ; treatment of mining and petroleum property costs, 341 .

NEW YORK STOCK EXCHANGE, study of return on investments, 40 .

NEW ZEALAND, tax convention with, 567 .

NON ARM'S LENGTH TRANSACTIONS, inadequacy of present rules relating t o

business transactions, 218; proposed treatment of, in computing business

income, 263-267, 285-286; sale of depreciable property to child, 449-452 ;

international, 561-563, 565-

NON-PROFIT ORGANIZATIONS, charitable, see CHARITABLE ORGANIZATIONS ; tax

treatment, general, 128-141, 144.

NON-RESIDENT-OWNED INVESTMENT CORPORATIONS, 503, 559-560 .

NON-RESIDENTS, special tax on branch profits, see BRANCH TAX ; results of not

taxing on corporate income, 5-6; proposed tax rate on corporate income, 6 ;

effect of proposals, 9, 29, 31-32, 55, 62-63, 324, 365 ; present tax on
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dividends, 10; transactions with, problems under proposed corporation

tax system, 72-73 ; periodic allocation of taxed corporate income, 73 ;

transitional problems, 75-76 ; trust beneficiaries, 162-164, 199-202 ;

residence of trusts created by, 196 ; advantages in Canadian mining and

petroleum industries, 322-324 ; property gains on mining or petroleum

properties, 344; life insurance aspects, 407 ; insurance companies,

proposed tax treatment, 426, 470-472 ; tax treatment of, as a major

issue, 482-485 ; taxation of Canadian income, principal proposals,

486-491; present Canadian tax treatment, 502-503 ; exemption from special

withholding tax on foreign direct investment income of Canadian corpo-

rations, 530-531 ; equity and neutrality considerations, 537-541 ;

Canadian source income, proposed tax treatment, 537-560 ; taxation of,

general, 537-560 ; the concept of residence, 541-543 ; carrying on

business in Canada, 543-545 ; taxation of business income, 545-546 ;

taxation of property income, 546-551; taxation of personal service

income, 551-554 ; taxation of gifts to and payments from trusts and

estates, 554-555 ; optional filing of a Canadian tax return, 555-557 ;

treatment of foreign business corporations, and non-resident-owned

investment corporations,557-560 ; shareholders, reporting by corpo-

rations, 683-684, 686-687 ; application of transition tax, 727, 730 .

NON-TARABLE SURPLUS ACCOUNTS, 68o, 686-687.

NORWAY, tax convention with, 567 .

"NOTHINGS", goodwill, see GOODWILL; proposals, 229-230, 243-249, 449, 455 •

0

OBSOLESCENCE, present deductibility, 217 .

OIL COMPANIES, integrated, 322-323, 361 .

OIL INDUSTRY, see MINING AND PETROLEUM .
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OIL RIGHTS, deduction of cost, present, 304 ; payments for, 349 ; tax treat-

ment, 353-354 .

OLD AGE SECURITY ACT, 703 .

ONTARIO, tax on Canadian government corporations, 126 ; logging tax deduction ,

455 .

ORCHARDS, proposed deduction of capital cost, 449 .

OVERSEAS TRADE CORPORATIONS, 500-

PARTNERSHIPS, treatment of corporations as, as alternative to integration

proposal, 44-45 ; election by corporation to be taxed as, 68-70, 91,

718-719 .

PATRONAGE DIVIDENDS, present tax treatment, 18, 102-105 ; included in incomes

of members of co-operatives, 101 ; proposed tax treatment, 105-106, 116 ;

deduction by co-operatives, 111-113 ; of credit unions and caisses

populaires, 119-122 ; present withholding tax, 503 .

PAYMENT OF TAX, by trust, on gifts of other than cash or marketable

securities, 172; deferred, as offset to removal of law corporation

tax rate, 719-720 .

PEMSEL v. SPECIAL CONNISSIONERS FOR INCOME TAX, 132 .

PENALTIES, proposed, for non-compliance with dividend-reporting regulations ,

71-72 .

PENSION PLANS, as intermediaries, credit for corporation tax, 31 ; tax

exemption for, 191 ; fund assets, 381 .

PENSIONS, to non-residents, proposed withholding tax, 488 .
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PERMANENT ESTABLISHMENT, real property of non-residents deemed to be, 344 ;

as requirement in most tax treaties, 544, 567-568 .

PERSONAL CONSUMPTION EXPENDITURES, pre sent deductibility, 217; deductibility

not recommended, 227-228, 230-231 ; business losses as, 255-258; of

farmers, 445-448 .

PERSONAL CORPORATIONS, present tax treatment, 16-17 ; removal of present

provisions, 61 .

PERSONAL EXPENSES, see PERSONAL CONSUMPTION EXPENDITURES .

PERSONAL INCOME TAX, see INTEGRATION OF TAX .

PETROLEUM, see MINING AND PETROLEUM .

POLICY DIVIDENDS, deduction for by mutual insurance companies, and with-

holding tax, 122-123 ; components of, 409-411; tax treatment, 411 ;

transitional provisions and withholding tax, 411 ; deductible in com-

puting premium tax, 414 ; proposed tax treatment, 426, 469 ; paid by

mutual general insurance companies, 468 .

POLICY RESERVES, see ACTUARIAL RESERVES .

POSSESSIONS CORPORATIONS, 747 .

POSTPONEMENT FEES, on income of ' non-profit organizations from portfolio

investment, 140-141 .

POTASH DEVELOPMENT, 739 .

POWERS OF APPOINTMENT, under trust instrument, 185-186 .

POWERS OF ENCROACHMENT, see POWERS OF APPOINTMENT .

PREMIUM NOTE MUTUALS . see INSURANCE .

PREMIUM TAX, 414, 416, 418, 422 .
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PREMIUMS, insurance, premium tax on, 414; insurance, 467-470 .

PRICES, effect of integration of personal and corporation income taxes, 29-30 .

PRICING OUT, by co-operatives, 103-104, 110; by credit unions and caisses

populaires, 119, 121 .

PRIVY COUNCIL, 235 .

PROFESSIONS, continued restricted use of cash method, 249-252 .

PROFITS, from a business, determination of, 21 6 .

PROPERTY GAINS, share gains, see SHARE GAINS OR LOSSES ; accrued in trust at

effective date, 161, 165; present exclusion from business income, 216 ;

inclusion in business income, 220-223 ; discovery value, 298-300; mining

and petroleum, proposal, 336, 343-344 ; on exploration and development

costs, 339; on farm property, 451 ; from sales of timber limits, 458-459 ;

by non-resident, 497, 545 ; taxability of foreign gains, 503-505, 526 .

PROPERTY INCOME, see also DIVIDENDS, FOREIGN DIRECT INVESTMENT INCOME ,

INTEREST, INVESTMENT INCOME, RENT ; of a trust, 167 ; international,

present treatment in the United States, United Kingdom, and Canada,

497-503, 546-551 ; foreign, proposed treatment, 508 ; of non-residents,

proposed, 546-551-

PROPERTY IASSES, see LOSSES .

PROSPECTING COSTS, see EXPLORATION AND DEVELOPMENT COSTS .

PROSPECTORS, proposed taxation of, 344, 347, 351-353 .

PROVINCES, income tax treatment of provinces and their agencies, 125-126 ;

levies on natural resources, 348-350 ; premium taxes, 414; 416, 418, 422 .

PUBLIC UTILITIES, present and proposed tax treatment, 126-128, 143 .

PUBLIC UTILITIES INCOME TAX TRANSFER ACT, 127 .
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QUALIFYING CORPORATIONS, mining and petroleum, 295, 377•

QUEBEC, mining tax base, 350; logging tax deduction, 459 .

QUEBEC SAVINGS BANKS, see BANKS .

RATES OF TAX, withholding taxes, see WITHHOLDING TAXES ; need for 50 per

cent rate on corporate income, 5-6 ; proposed rates on income of corpo-

rations, individuals, and families, 7 ; on corporate source income,

proposed, 9; on corporations, present, 11; on surplus-stripping pro-

cedures, 13; the dual corporate rate, 19, 35-36, 94, 267-276, 703-724 ;

on corporate distributions, Committee-of-Four proposal, 38 ; corporate,

in other countries, 47-49 ; on foreign source income, 58-59 ; for pur-

poses of corporation income tax credit, 67-68 ; rigidity resulting from

the integration proposal, 71 ; proposed, for mutual organizations, 106 ;

proposed, for credit unions and caisses populaires, 121 ; proposed, for

utilities, 127-128; proposed, for non-profit organizations, 140 ; post-

ponement fee on non-profit organizations, 141 ; proposed, for trusts

151, 157, 159, 162-163, 167-178, 192-193, 199-202 ; for trusts, present,

154; on gifts to trusts for benefit of non-resident, 162, 201 ; re-

duction by use of multiple trusts, 190; on trust income from direct

foreign investment, 199-200 ; on trust income payable to non-resident,

200 ; on Canadian income of non-residents, present, 485 ; on employment

income of non-residents, 551-554 ; on payments from "designated surplus",

602; treatment of change,s in corporate rate under integration pro-

posals, 698-700 .

REBATES, to low and middle income shareholders, for corporation incom e

tax, 31 .
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RECEIPT FORMS, for charitable donations, 135 .

RECOMMENDATIONS, corporations, 82-93; mutual organizations and tax-exempt

entities, 142-144; trusts, 203-209 ; general business income, 282-287;

mining and petroleum, 368-376; financial institutions, including life

insurance companies, 431-433 ; farming and fishing, 472-473 ; forestry,

473; general insurance, 474; construction, 474 ; for international

taxation, 570-577.

EEDEMPTION, of shares, proposed tax treatment, 54 .

REFORESTATION, treatment of costs, 457 .

REFUNDS, to shareholders, resulting from credit for corporation tax paid ,

7, 31, 662-663, 701; of tax in respect of dividend, interest or foreign

income of trust, 159; of excess initial tax on trust, 162; for trust,

resulting from tax credits, 178; to non-resident trust beneficiaries,

200, 554; of special tax on foreign direct investment income, 487, 518 ;

of withholding taxes on foreign direct investment income, 522, 531 ;

to non-residents, for tax on employment income, 552 ; to non-residents,

of withholding tax, 556.

REGISTERED RETIREMENT INCO14E PLANS, credit for corporation taxes, 31 ;

assumed contribution by prospective trust beneficiary, 171; tax

exemption for, 191; continuation by resident who becomes non-resident ,

556 .

REGISTERED RETIREMENT SAVINGS PLANS, tax exemption for, 191 .

REGULATIONS, for cash distributions by co-operatives, 114-115 ; re personal

expenses, 230-231; capital cost classes, 238 ; need for in life insurance

industry, 426.

RELATED PERSONS, present provisions, 263 .

RENT, present withholding tax, 502; proposed withholding tax rates, 547 .
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REORGANIZATIONS, corporate, present tax treatment, 15-16 ; corporate, effect

of proposed tax system, 65-66 ; proposed effect on development costs,

339 ; statutory amalgamations and surplus-stripping, 602 .

RESERVES, see also ACTUARIAL RESERVES ; under section 85B, 225-227 ; proposals,

226-227; of financial institutions, present tax treatment, 385-387 ; of

financial institutions, evaluation of present tax treatment, 387-396 ;

of financial institutions, proposals, 396-402 .

RESIDENCE, of trusts, 195-198 ; effect on tax concession for new and small

businesses, 278; as basic test of income tax liability, 501 ; proposed

as the basis for determining liability to tax, 541-543 .

RESOURCE INDUSTRIES, see MINING AND PETROLEUM .

RETAINED EARNINGS, transition tax on, see TRANSITION TAX; of corporations,

allocation to shareholders, 7, 535 ; effect of full-integration tax

0
system, 8, 29-44; present tax treatment, 11-15 ; present methods of

realizing, 18; special tax on, as alternative to inte gration proposal,

46 ; capitalization of, proposed tax treatment, 51-55 ; influence on

share gains or losses under proposed system, 63-65 ; transitional

problems, 76 ; of co-operatives, at transition date, 118 ; order of

distribution, for credit unions and caisses populaires, 122 ; value to

members of credit unions and caisses populaires, 146 ; of foreign sub-

sidiaries, transitional provisions, 536-537 .

RETIREMENT INCOME PLANS, see also ANNUITIES, PENSION PLANS, REGISTERED

RETIREMENT SAVINGS PLANS, REGISTERED RETIREMENT INCOME PLANS ; as

intermediaries, credit for corporation taxes, 31,61 .

RETURNS, reporting of securities held and transactions, 56 ; of income, by

credit unions and caisses populaires, 121 ; for non-profit organizations,

138; by trusts, 155, 168 ; by income beneficiary of trust re alternative

election, 174 ; from non-resident trust electing to be taxed as resident, 197 ;
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consolidated, 260-261 ; by non-residents, of employment income, 551 ;

by non-residents, optional filing, 555-557; by non-residents, on net

income basis, 557 ; of international transactions, 565-566; forms for

reporting to shareholders, 682-684; United States information returns,

766-767.

REVENUE ACT OF 1962, see INTERNAL REVENUE CODE, and UNITED STATES .

REVENUES, FEDERAL, effect of not taxing corporate income, 5-6 ; effect of

integrated corporation and personal income tax, 77-81; effect of

present tax concessions to the mining and petroleum industries, 297 ;

from income tax on life insurance companies, 414 ; from proposed taxes

on insurance companies, 427-428; effect of farming proposals, 451 ;

effect of forestry proposals, 460; effect of increasing withholding

tax rates, 547 ; effect of abolishing low rate of corporation tax, 715 .

REVERSIONS, of trust property, 180-183 .

RISKY VENTURES, see also NEW AND SMALL BUSINESSES ; possible use of govern-

ment subsidies for business losses, 253; investments in, 273 ; mining

and petroleum extraction, 306 ; capital market bias against, 325-327 .

ROYAL COMMISSION ON BANKING AND FINANCE, 273, 379, 391, 393 .

ROYAL COMMISSION ON CANADA'S ECONOMIC PROSPECTS, 322.

ROYAL COMMISSION ON CO-OPERATIVES, 111-112, 120, 468 .

ROYAL COMMISSION ON THE TAXATION OF PROFITS AND INCOME, 642 .

ROYALTIES, on oil production, 349; paid to non-residents, proposed with-

holding tax, 488, 547; present withholding tax on, 503 .

SECURITIES, cost, proposed deductibility from business income, 248 ; federal
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and provincial government, exemption for non-residents, 550 .

SERVICES, withholding tax on payments to non-residents, 488, 491 .

SHARE GAINS OR LOSSES, see also PROPERTY GAINS ; inclusion of gains or losses

in annual tax base, 4,6,7; reason for not taxing accrued gains, 5; tax

effect of allocation of corporate income to shareholders, 7 ;'present

tax treatment, 10 ; defects of present failure to tax, 18; failure to

tax as offset to double taxation of corporate income, 28 ; the effect

of the integration proposals, 28-44, 88 ; influence of retained earnings

and distributions under proposed system, 63-65 ; resulting from inte-

gration proposal, 77-81; for shareholders in mining and petroleum

corporations, as a result of proposals, 324 .

SHAREHOLDERS, voice in corporate affairs, 3 ; the ideal method of taxing for

purposes of equity and neutrality, 4 ; reasons for not adopting most

equitable and neutral tax system, 5-6 ; tax base to include corporate

income paid or allocated, 7; credit for corporation tax paid, 7 ;

allocation of corporate income to, 7 ; example of proposed system of

taxing dividends, 7-8 ; present tax treatment, 10-18 ; tax considerations

on sale of company, 15-16 ; effects of defects in present system of

taxing corporate income, 18-19 ; effect of double taxation of corporate

income, 19-27; effects of integration proposal, 29-30 ; preferred,

proposed tax treatment, 61-62 ; annual information for, 66-67; transi-

tion tax on, 77-81 ; deduction for depletion allowances, 295-296 ;

deduction for exploration and development costs, 345-346 ; effect of

mining and petroleum proposals, 359-367 ; incidence of taxation under

the present system of taxing corporate source income, 617-624 .

SHARES, cost basis, see COST BASIS ; gains or losses, see SHARE GAINS OR

LOSSES; preferred, effect of proposals, 61-62 .

SOUTH AFRICA, tax convention with, 567 ; surplus-stripping legislation, 612 .

SPECIAL CO1yNIL7TEE ON CORPORATION TAXATION, see CObII4ITTEE-OF-FOUR PROPOSAL .
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SPECIAL TAX, on foreign direct investment income, 487, on corporations, re

benefits and disallowed expenses, 697-698 .

STOCK DIVIDENDS, 51, 62-63, 152, 662-664, 683, 635-686, 691, 694 .

STRIKE PAY, proposed taxability, 140 .

SUBPART F INCOME, see also UNITED STATES ; 749-762 .

SUBSIDIES, to corporations, effect on shareholders, 57 ; government ,

inclusion in income, 221; government, for business losses, 252-253 ;

for regional development, 321 ; for declining communities, 321 ; as

incentives for mineral and petroleum exploration, 327 ; as incentives,

treatment under integration proposals, 692-695 .

SUBVENTION PAYIVEN`i5, in the United Kingdom, 260 .

SUPERINTENDENT OF INSURANCE, 466-467-

SUPREME COURT, inventory valuation, 235 ; taxation of construction hold-

backs, 463; taxability of mutual insurance companies, 468 ; depletion

allowances, 741 .

SURPLUS, corporate, see RETAINED EARNINGS .

SURPLUS-STRIPPING, effect of full-integration proposals, 9 ; past and

present use of, 12-15 ; present use to realize retained earnings, 18;

effect of Committee-of-Four proposal, 38; study of, 94 ; use in closely

held corporations, 270 ; as a major weakness of present system, 597-616 ;

Canadian legislation to prevent, 600-610; foreign legislation, 610-613 ;

conclusions, 613-614 ; in connection with tran sition tax, 728 .

SURVEY COSTS, 455 .

SWEDEN, treatment of losses, 291 ; tax convention with, 567 ; surplus-

stripping legislation, 612 .

W'ITZIItLAND, proposed treaty with, 569 .
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TAX AGREE14ENTS, see TAX CONVENTIONS .

TAX APPEAL BOARD, section 138A, 609, 712 .

TAX CONCESSIONS, revenue gain from removal of, 34 ; implications for share-

holders of concessions to corporations, 5 ; for members of consumers' mutual

organizations, 106=107; low corporation tax rate and dividend tax credit ,

268; accelerated capital cost allowances for new and small businesses,

276-282 ; for the mining and petroleum industries, present, 295-298,

733-741 ; for the mining and petroleum industries, arguments for,

306-327; gross depletion, 322-323 ; mining and petroleum, efficiency

of present major concessions, 327-331 ; mining and petroleum, proposed

withdrawal, 336-338 ; effect of removal of mining and petroleum con-

cessions, 359-367 ; for financial institutions, 383 ; fo'r forestry, 459 ;

of under-developed countries, effect of proposals, 532 ; effect on

integration proposals, 692-695 .

TAX CONVENTIONS, limitation on possible inc rease in withholding tax on

dividends, 6 ; renegotiation re withholding tax on stock dividends, 63 ;

the authorization of "tax sparing", 532 ; proposed negotiations to

reduce tax rate differentials, 539 ; provisions defining "carrying on

business", 544; negotiations re withholding tax rates, 547 ; formulas

for allocating profits, 562 ; major points of existing conventions,

566-570 ; prevention of double taxation, 567-568; prevention of fiscal

evasion, 568-569 ; appraisal, 569-570 ; United States, 767-768 .

TAX HAVENS, need to eliminate loopholes, 483-485 ; proposed elimination of

the exemption for foreign dividends, 489 ; effect of proposals for

foreign direct investment income, 490, 532 ; use of, 511 ; Canada as a

tax haven, 511; the possibility of defining, 521 ; computation of

income from, 527 .
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TAX INCENTIVES, see TAX CONCESSIONS .

TAX SPARING, authorization with respect to under-developed countries, 532 .

TAX TREATIES, see TAX CONVENTIONS .

TAXABLE INCOME , see INCOME .

TAXED INCOME ACCOUNTS, 679-682, 684-687, 690-691, 693, 696-700 .

TAX-EXEMPT ENTITIES, charitable organizations, see CHARITABLE ORGANIZATIONS ;

non-profit organizations, see NON-PROFIT ORGANIZATIONS ; general, 99-147,

123-141 ; filing of income returns, 124 ; governmental organizations,

including public utilities, 124-128, 143; as trust beneficiaries,

191-192 ; possible withholding tax exemption, 488 .

TERhffNAL LOSSES, proposals, 241-242 .

TIMBER, see FORESTRY .

TRANSFERS OF PROPERTY, to spouse or minor child, tax avoidance provisions,

154.

TRANSITION SURPLUS, 725-731 .

TRANSITION TAX, on corporate source income, 77-81, 725-731 .

TRANSITIONAL PROVISIONS, for the taxation of corporate income, 75-81,

92-93, 725-732 ; for trusts, 164-165 ; for businesses on cash basis,

251-252 ; for new and small businesses, 270-282 ; for the mining and

petroleum industries, 337, 339, 341-342, 344, 347, 354 ; to adjust

bank reserves, 399; to adjust mortgage reserves, 400-401 ; policy

dividends, 411 ; for life insurance companies, 429-431; farming, 4WE-445;

for accumulated earnings of foreign subsidiaries, 536-537 ; for foreign

business corporations, 559 ; for non-resident-owned investment corpo-

rations, 560 .
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TRAVEL EXPENSES, of business, proposals, 231 .

TREASURY BOARD, tax avoidance, 601 .

TREES, Christmas, 457 .

TRIBUNAL, proposed, for determining international double taxation, 569 .

TRUST COMPANIES, see also FINANCIAL INSTITUTIONS ; residence of, 196 ;

assets, 381; tax treatment of, 382-402 .

TRUSTE ES, relationship to trust, 149, 152, 155 ; personal liability for

tax, 155 ; power to use income of trust for benefit of minor, 169 ;

property held by, 184 ; right to file election, 188 ; effect on trust

residence, 195-197; Canadian corporate, 196; carrying on business,

non-resident beneficiary, 199 ; "bare" defined, 210 .

TRUSTS, business trusts, see UNIT HOLDERS' TRUSTS ; initial tax, see INITIAL

TAX; trustees, see TRUSTEES ; incidence of,tax on trust income, 3 ;

proposed tax treatment, 9, 155, 209 ; general, 149-211 ; terminology,

152-153; present taxation of, 154-155 ; differences from corporations,

156 ; treatment of separate funds, or specific properties, 158-159, 167 ;

transitional provisions, 164-165 ; order of distribution of trust

assets 165-167 ; income currently distributable, 167-169 ; accumulated

income, 169-172 ; prospective beneficiary defined, 170-171; alternative

election, 173-174 ; gifts held in trust for a member of the donor's

family unit, 174-175 ; credit for initial tax at the cumulative average

rate, 175-177; tax credits with respect to dividends and other income,

177-178 ; losses, 178-179 ; benefits, 180 ; reversions, 180-183 ; taxation

of specific kinds of gift, 183-188 ; gifts to take effect immediately,

184 ; annuities, 185 ; powers of appointment and encroachment, 185-186;

renunciation or release, 186-187 ; remainder interests, 187-188; income

splitting and attribution of income, 188-189 ; multiple, 190-191; exempt,

191 ; exempt beneficiaries, 191-192 ; residence of, 195-197; change of

residence, 197-198 ; income from foreign sources, 198 ; payments to



846

non-resident beneficiaries, 199-202, 554-555 ; future development, 202 ;

"active", defined, 210; non-resident, proposed treatment, 536 ; foreign

taxation of income 585-590 .

UNCOLIECTIBLE ACCOUNTS, see DOUBTFUL ACCOUNTS .

UNDISTRIBUTED INCOME , see also RETAINED EARNINGS ; tax paid, 726, 730 .

UNIT HOLDERS' TRUSTS,see also TRUSTS ; transferable units, 156; attribution

of trust losses, 179; proposed tax treatment, 192-195 ; defined, 194 ;

taxation of, general, 591-596 ; general legal incidents of business

trusts, 592-594; the use of business trusts, 594-596 .

UNITED KINGDOM, comparison of proposed system of taxing corporate income with

the system recently abolished in United Kingdom, 8 ; treatment of dividends,

11; treatment of corporate source income, 47-49, 641-646; United Kingdom

Finance Act, 1965, 97-98; taxation of trusts, 155, 585-586 ; consolidated

returns, subvention payments, 260 ; treatment of losses, 291; treatment

of contingency reserves and doubtful accounts, 386-387 ; tax treatment of

life insurance companies, 418 ; present treatment of international income,

596-500; treatment of foreign direct investment income, 508-511; appli-

cation of full accrual basis to foreign income from, 521 ; computation of

income from, 527 ; tax convention with, 567; business trusts, 591-596;

surplus-stripping legislation, 611 .

UNITED STATES, see also INTERNAI, REVENUE CODE ; business purpose test, 13 ;

taxation of capital gains, 39; study of return on share investments, 40 ;

treatment of corporate source income, 47, 655-657 ; effect of Canadian

stock dividends, 63; taxation of trusts, 155, 586-590 ; consolidated

returns, 260; treatment of losses, 291; controversy over treatment of

exploration and development costs, 304; taxation of extractive in-

dustries, 322-323; treatment of contingency reserves and doubtful

accounts, 386-387; premium taxes, 416, 418; tax treatment of life

insurance companies, 417-418, 420-422 ; present treatment of international
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income, 496-500 ; treatment of foreign direct investment income, 508-511,

512-514 ; application of full accrual basis to foreign income from, 521 ;

computation of income from, 527 ; foreign tax credit rules, 533 ; with-

holding tax rate, 541, 632-633 ; foreign tax credit, 548 ; taxation of

non-resident aliens, 551; formula for allocating profits, 562 ; tax

convention with, 567; proposal re exchange of information, 569 ;

business trusts, 591-596 ; surplus-stripping legislation, 612 ; depletion

allowances, 733; oil operations, 740; taxation of foreign income, 743-771.

UNPAID AMOUNTS, proposals re section 18(1), 267 .

UNREASONABLE EXPENDITURES, present tax treatment, 217 ;-proposals, 231-232 .

V

VENEZUELA, proposed treaty with, 569 .

W

WARRANTY, allowance for, 225 .

WESTERN HEMISPHERE TRADE CORPORATIONS, 500, 746-747 .

WIDOW, as income beneficiary of trust, 188 .

WIDOWER, as income beneficiary of trust, 188 .

WILSON AND WILSON LTD. v. M .N .R ., 463 .

WINDFALIS, share gains resulting from proposals, 77 .

WITHHOLDING TAXES, on dividends paid to non-residents, 6, 10, 686, 690-691,

694-695, 699; payable where corporation tax less than 50 per cent, 50 ;

on corporate distributions out of foreign source income, 59, 486, 517,

530-531; on corporate income allocated to non-residents, 73 ; on



848

distributions by mutual organizations, 105 ; on patronage dividends, 114,

117; on interest or dividends to members of credit unions or caisses

populaires, 121; on policy dividends, 123, 411, 426; on distributions

by non-profit organizations, 139 ; on distributions to non-resident

trust beneficiaries, 162, 199 ,201, 554-555 ; effect on tax avoidance,

196 ; on foreign insurance companies, 414, 426, 471;•on interest credited

by insurance companies, 427 ; on Canadian income of non-residents,

principal recommendations, 486-491 ; foreign, refund of special tax

resulting from, 487; on property income of non-residents, 502-503,

546-551; on non-residents, proposed rate, 540-541; on employment income

of non-residents, 551-554; possible repercussions from increases in

rates, 632-633 .

WOODS ASSETS, 455-456 .




