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CHAPTER 35

EFFECTS OF OUR PROPOSALS UPON THE
REVENUE YIELD OF THE TAX SYSTEM

Our terms of reference require us to "make recommendations for improve-

ments in the tax laws and their administration that may be consistent with

the maintenance of a sufficient flow of revenue ." Because our terms of

reference are not explicit as to the meaning of a "sufficient flow of

revenue", we have interpreted this to mean that the tax system that we propose

must produce the same amount of revenue as is produced by the present system .

This approach ignores the expenditure side of the fiscal system . This

condition should not be taken as indicating our views on the adequacy or

inadequacy of the existing level of government expenditures, but only that,

as a Royal Commission on Taxation, we were not invited to examine government

expenditures . We are confident that our proposals would improve the equity

of the Canadian tax system and would enable a given amount of revenue to be

raised with wider public acceptance than under the existing system .

In this chapter we outline the effects of our proposals on the various

tax bases and the revenue gains or losses that might be expected from each

of our major recommendations . Four of the main sources of present federal

tax revenues are affected by our proposals and are included in this analysis .

These are the personal income tax, the corporation income tax, the sales and

excise taxes, and the gift and estate taxes . We do not discuss import duties

in this Report and consequently revenue from this source does not enter into

our considerations .

In the long run, the implementation of our comprehensive tax base

proposals would increase the total amount of assessable income I/ included in

the personal income tax base of residents by about 18 per cent, althoug h

more than half of this increase would be accounted for by including in the

base undistributed corporate income and gifts and bequests, items that are

to some extent currently subject to separate levies . At the same time

1
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we propose changes that would increase the corporation tax base by almost

13 per cent . The sales tax base would be substantially increased, with

almost half of the increase caused by the shifting of the tax from the manu-

facturer's level to the retail level .

These increases in the tax base would not all occur immediately upon

implementation of our recommendations, as some of them would take effect

only gradually. Therefore, in order to meet the requirement of providing

sufficient revenue for the existing level of expenditure, we have recom-

mended rates for the personal income tax and the sales tax that would

provide approximately the same revenue from our proposed tax bases during

the initial transitional period as would have been raised under the present

tax system. Once the transitional period had ended these rates would produce

significantly more revenue than the present tax system .

Consistent with our general views concerning equity, we believe that it

would be desirable to reduce the weight of sales tax . Consequently, we recom-

mend a tax on retail sales at the rate of 7 per cent, in place of the current tax

on manufacturers' sales, which is imposed at the rate of 11 per cent, and certain

excise taxes . This change would result in a reduction of roughly 8 per cent

in the revenue from the sales and excise taxes . This loss in revenue, combined

with the transitional effects of other recommendations, has caused us to recom-

mend initial income tax rates that would, in the long run, produce an increase

of approximately 7 per cent in the revenue yield of all federally impose d

direct taxes . If government expenditures continued at a level that could

be financed by revenue from current tax rates under the existing system, our

proposals would permit significant future tax reductions .

THE IANG-TERM EFFECTS OF OUR
RECOMMENDATIONS ON TAX REVENUES

In this section of the chapter, we examine the effects of our proposed

reforms upon the revenue yield of the tax system once our proposals can be

assumed to have become fully productive .
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To analyze our recommendations, we have made a detailed examination of

the tax revenue which would have been raised in 1964 had the system we pro-

pose been in full effect for all of that year, 1964 being the most recent

year for which we could obtain sufficient data for detailed estimates ?J .

The effect of growth in income upon tax revenue would likely be greater under

our proposed tax system than under the current system, so that we believ e

that the comparisons presented in this section understate the amount of revenue

which our proposals would yield when they were fully implemented .

The estimated overall effect of our proposals upon 1964 tax revenues is

shown in Table 35-1 . As this table indicates, our proposals would have increased

tax revenues by approximately $220 million in that year . We will subsequently

show that this surplus revenue would have been sufficient to absorb the transit-

ional revenue losses which would likely have occurred in the first few years

after implementation .

In this section we will analyze the revenue yield from each tax by mean s

of which revenue would continue to be collected under our proposals . We provide

first a detailed definition of the current taxes shown in Table 35-1 and reconcile

them with the actual amounts accrued in 1964 . We then describe what the long-term

effects of our recommendations would have been upon 1964 revenues from the corpo-

ration income tax, the personal income tax and the sales tax . The long-term

revenue elasticity of the tax system is discussed in the final portion of this

section .

Definition of Current 1964 Taxes

In the case of all income taxes, the present and proposed taxes have been

calculated on an accrual basis . Furthermore the tax which would have been accrued

in 1964 under the current tax system has been calculated so as to reflect the more

important changes in the Income Tax Act and Excise Tax Act that were enacted

between 1964 and 1966. When we refer to current "tax law" we mean the law a s

at December 31, 1966 ; accordingly, the term does not include the proposals

contained in the Supplementary Budget Speech, House of Commons Debates ,

December 19,1966 . All changes are assumed to have been fully effective for

all of 1964 .
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TASLE 35-1

THE EMCT OF OUR PROPOSALS ON 1964 REITENUE
FROM TAXES AFFE,`CTID BY OUR REFORM S

(millions of dollars )

Corporation income tax

Gift and estate taxes

Personal income tax

Sales and excise taxes

Revenue Under Revenue Under
the Current the Proposed

Tax System Tax System Change

1,941 2,473 532

143 - -143

2,676 2,634 - 42

1,597 1,472 -125

Total revenue from taxe s
affected by our reforms 6,357 6,579 22 2

Note: Revenue under the current tax system is assumed to be the same as

that actually accrued in 1964 except that certain modifications
in the existing tax law enacted between 1964 and 1966 have been
reflected in our estimates of current revenue from the personal
income tax and manufacturer's sales tax . These modifications are
detailed in Tables 35-2 and 35-3 . Corporation income tax includes
the tax on corporate distributions to residents made unde r
the provisions of section 105 of the Income Tax Act . Personal
income tax includes an adjustment of $50 million to reflect the
deferment of tax on corporate source income attributable to the trustees
of Registered Retirement Income Plans and to certain exempt institutions
which are now taxed at the corporate level . All taxes include old age
security taxes collected and are before abatements of tax to the
provinces .

Sources : Tables 35-6, 35-13 and 35-14 .

In addition to showing all taxes on an accrual basis, we have calculated

their revenue yield before abatements to the provinces . All tax changes

reported in this chapter consequently show the total effect of our recom-

mendations, and not just their effect on the net receipts of the federal

government .

The relationship between the personal income tax accrued in 1964 and that

which would have been accrued if the subsequent amendments had been in effect

is presented in Table 35-2. As the table shows, changes in the Income Tax Act

that were enacted between 1964 and 1966 would have reduced the 1964 revenue

yield of the personal income tax by approximately $130 million if they had
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TABLE 35-2

RECONCILIATION OF THE ACTUAL AMOUNT OF PERSONAL INCOME
TAX REVENUE FOR 1964 To THE REVENUE THAT WOULD HAV E

RPSUIfiEn IN 1964 UNDER CURRENT (1966) TAx IAw
(millions of dollars )

1964 federal income tax accruals (Note 1 )

Personalincome tax 1,985

Old age security tax 397

2,382

Personal income tax abated to provinces (Note 2) 433

Total tax on 1964 personal income
under 1964 tax law

1964 net personal income tax bas e
under 1964 tax law (Note 3) 13,311

Major changes in the base between
1964 and 1966 :

Extension of old age pensions
to all residents
aged 65 to 69 (Note 4) 242

Less : deduction for Canada Pension
Plan premiums (Note 5) 327 (85)

1964 personal income tax base unde r

1966 tax law 13,226

Total tax on revised 1964 base
at 1964 rates (Note6) 2,779

Revenue loss resulting from changes

in tax rates (Note 7) 103

2,815

Total personal income tax on revise d
1964 base at 1966 rates 2,676

Net reduction in personal income tax
that would have resulted in 1964
if the 1964-66 changes in tax law
had been in effect 128

Sample averaging errors (Note 8) 11 139

Total tax on 1964 personal income unde r
1964 tax law 2,815

Note : The provisions for the extension of old age pensions have been fully
taken into account even though the extension is to take effect only
gradually over a period of years . For an explanation of the Notes,

see Appendix A to this Volume .
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been in effect for all of 1964 . Most of this decrease would have resulted

from reductions in rates .

The effect on tax revenues of changes in the scope of the tax base

enacted between 1964 and 1966 provides an example of the need for careful,

detailed analysis in assessing the impact of a combination of large and

partially offsetting changes in the personal income tax base . Because of

the progressiveness of personal income tax rates, the revenue effect of any

change in the tax base depends very largely upon which taxpayers are affected

by the change . It is consequently difficult to make accurate revenue esti-

mates without a detailed analysis of the incidence of each change in the tax

base . A net change in the total tax base need not imply that tax revenues

change in the same direction . By the same token, a given net change in the

tax base may result in an even larger relative change in tax revenues .

To obtain estimates of revenue effects which could be regarded as

reasonably accurate, we had a set of computer programmes .prepared to cal-

culate the effect of our reforms on each of a large number of individual

taxpayers and then to summarize the aggregate results of these estimates .

These programmes were applied to data aggregated as described in Appendix B

to this Volume from a sample of 417,000 tax returns ; these returns were

unidentified as to taxpayer . The sample was supplied to us on magnetic

tape by the Department of National Revenue . Sampling rates governing the

selection of each tax return in the sample were used to "blow up" each

calculation to allow for the number of taxpayers represented by each tax

return sampled V . The estimates shown in Table 35-2 were calculated in

this manner .

The relationship between actual 1964 sales and excise tax revenues and

the estimates presented in Table 35-1 of what the revenues would have been

if the current law had been in full effect in 1964 is shown in Table 35-3 .

Adjustments are made to reflect the elimination of the sales tax on produc-

tion machinery provided for in the 1966 legislation and to reflect the
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TABLE 35-3

RECONCILIATION OF THE ACTUAL AMOUNT OF SALES AND EXCISE
TAX REVENUE FOR 1964 To THE REVENUE THAT WOULD HAVE

REsUUl'PD IN 1964 UNDER CURRENT (1966) TAx IAw
(millions of dollars )

Actual sales and excise tax revenue
in 1964

Manufacturer's sales tax 1,500

Excise taxes (to be eliminated
under our proposals )

Changes in the sales tax base
between 1964 and 1966 :

40 1, 540

Removal of the tax on production
machinery (98)

Full implementation of the tax on
building materials 155 57

Adjusted 1964 sales and excise tax revenue 1,597

Note : The effect of the sales tax changes enacted between 1964 and 1966 ,
if applied to 1964 and assuming full removal of the tax on production

machinery, would have been to eliminate the yield on production

machinery at 4 per cent for the first quarter of 1964 and 8 per

cent for the last three quarters of the year; and to add the

balance of a full 11 per cent yield on building materials in

1964 (7 per cent additional tax for one quarter and 3 per cent
additional tax for three quarters) . The actual revenue yield of
the manufacturer's sales tax in fiscal 1964-65 exceeded revenue

from this source in the calendar year 1964 by $88 million; the

difference is accounted for in part by the full taxation of

production machinery and building materials and in part by

growth in the overall base . Excise tax yields shown above for

1964 consist of yields from all excise taxes other than those
on wine and tobacco .
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taxation of building materials at the full 11 per cent rate of sales tax,

which did not apply until January 1, 1965 .

There were no ma j or changes in the base or the rates of either the

corporation income tax or the gift and estate taxes between 1964 and 1966 .

Changes in Tax Revenue Collected
at the Corporate Level

In our estimates, the tax revenue collected from corporations would be

increased as the result of two types of reforms which we recommend. First,

the net effect of a number of different changes in the scope of the base

upon which corporation tax is levied would be to increase the base b y

$560 million . Secondly, while the net effect of integrating the corpora-

tion and personal income taxes would be to reduce the taxation of corporate

source income received by residents, a necessary element of integration would

be the taxation of all of the corporation tax base at a uniform rate. By

raising the rate of tax on the first $35,000 of corporation tax base fro m

21 per cent to 50 per cent, the average rate of tax would be increased .

As is shown in Table 35-6, the net effect of both changes would be to

increase revenue collected at the corporate level by over half a

billion dollars .

The major categories of change in the corporation tax base are shown

in Table 35-4• As can be seen from the table, $520 million would be added

to the corporation tax base of a few specific industries that receive tax

concessions under the current tax system which we believe to be inequitable

and economically inefficient . Of this amount, $320 million would be added

to the tax base of the mining and petroleum industries and $200 million

would be added to the tax base of certain types of financial institutions,

principally life insurance companies .

Apart from the specific changes for the extractive industries and for

financial institutions, the net change in the corporation tax base would
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TABLE 35-4

CHANGES IN THE 1964 CORPORATION TAX BASE
(millions of dollars )

Corporation tax base under present
law (Note 9 )

Current year's profit for taxable corporation s

Less : deduction for prior year's loss

Additions to the corporation tax base

Elimination of percentage depletion
on income derived from mining and
petroleum (Note 10 )

Elimination of the three-year tax
exemption for the income from new
mines (Note 11 )

Elimination of the special provision
defining the income of life insurance
companies so that their income would be
reported on a basis similar to that of
other companies (Note 12 )

Other changes in the definition of
income of financial institutions-
the taxation of non-resident general
insurance companies and more stringent
allowances for doubtful loans for banks
and mortgage lenders (Note 13)

Inclusion in the tax base of capital
gains and losses realized by corpo-
rations (Note 14)

Other increases in the tax base
resulting from,among other things, a
reduction of tax avoidance (Note 15),
less an estimate of the effect of the
accelerated capital cost allowance for
new and small incorporated businesses (Note 16) 4 0

160

160

150

50

200

760

4,634

248

4,386

Deductions from the corporation tax bas e

Extension of the period of loss carry-
over to two years back and an unlimited
carry-forward (Note 17)

Corporation tax base under our proposals

200 560

4,946

Note : For an explanation of the Notes, see Appendix A to this Volume .
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amount to only $40 million. However, this would be the net result of

several substantial offsetting changes . Each of the offsetting changes

would affect different corporations in different ways . The effect on corpo-

rate investment of these and other changes in the taxation of corporate

source income is discussed in Chapter 37 .

The total corporate source income which would have been included in the

comprehensive tax base of resident individuals in 1964 is shown in Table 35-5 .

Because of the variation in ownership patterns in different industries, the

portion of the proposed change in the base that is attributable to non-

residents is larger (68 per cent) than their share (53 per cent) of the

existing base. The net effect of all our proposals would have been to

increase the total corporation tax base attributable to resident individuals

by $180 million. By contrast, the corporation tax base attributable to

non-residents would have been increased by $380 million .

In addition to increasing the corporation tax base, our proposals would

require that a flat rate of tax be applied to all taxable corporat e

income. As is emphasized in Chapter 19, an integration scheme could not

be fully implemented without adopting a flat rate of corporation tax .

The effect of so doing would have been to raise the average rate of corpo-

ration tax to 50 per cent from about 41 per cent for resident individuals

and from about 49 per cent for non-residents. The net effect of this

change in effective tax rates together with the increase in the corporation

tax base would have been to raise revenues from the corporation tax b y

$538 million. After allowing for the recommended elimination of section 105

taxes, taxes collected at the corporate level would have been increase d

by $532 million. Table 35-6 shows the allocation of these changes to

residents and non-residents .

Because the corporation and personal income taxes would be fully inte-

grated under our proposals, the amount of tax paid at the corporate level
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TABLE 35- 5

CORPORATE SOURCE INCOME ATTRIBUTABLE
TO RESIDENT INDIVIDUALS IN 1964

UNDER OUR PROPOSALS
(millions of dollars )

Amount of the total 1964 corporation tax base
attributable to resident individual s

Portion of the present corporation tax base
attributable to residents (Note 18 )

Portion of the net increase in the base
attributable to residents (Note 19 )

Less : allowance for the portion of the
base attributable to trustees of
Registered Retirement Income Plans,
charitable organizations, and certain
other similar organizations generally
exempt from tax, which portion woul d

not have been immediately taxable (Note 20 )

Total 1964 corporation tax base
attributable to resident individuals

Other income from corporate source s

Realized "goodwill" gains on shares
of corporations (Note 21 )

Dividends not carrying credit for
corporation tax (Note 22 )

Total corporate source income of
resident individuals

451

22

2,062

180

2,242

100

2,142

473

2,615

Note : For an explanation of the Notes, see Appendix A to this Volume .
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TABLE 35-6

CHANGES IN 1964 TAXES ACCRUED AT THE CORPORATE
LEVEL AS A RESULT OF OUR PROPOSALS

(millions of dollars )

Taxes accrued at the corporate level
in 1964) including taxes on section 105
distributions to residents (Note 23 )

Attributable to residents, including
trustees of Registered Reti rement
Income Plans, charitable organizations
and certain other organizations
(Notes 24 and 28) 860

Attributable to non-residents (Note 25) 1,081 1,941

Taxes accrued at the corporate level
under our proposals

Attributable to residents (Note 26) 1,121

Attributable to non-residents (Note 27) 1,352 2,473

Net increase in taxes accrued at the
corporate level 532

Increase attributable to residents a/ 261

Increase attributable to non-residents 271 532

Notes : For an explanation of the Notes, see Appendix A to this Volume

a/ It should be noted that the increase in taxes accrued at the
corporate level attributable to residents would have been mo re
than offset by the reduction in personal income tax resulting
from integration of the personal and corporation income taxes .
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on shares owned by residents would not in itself affect the total

taxes paid by or on behalf of residents . As is shown elsewhere

the total tax levied on corporate source income of residents would

actually be reduced under our proposals . However, our integration proposals

could not be applied to non-residents taxed by other countries . The overall

effect of our proposals on non-residents would result almost entirely from

the change in corporation tax liabilities V .

Changes in the Personal Income Tax Bas e

Because of the complexity of the effects of our proposals on the yield

of the personal income tax, we have divided this discussion into two parts .

In this subsection, we show how our proposed reforms would change the

personal income tax base ; in the next subsection we explain the effects of

our recommendations on the revenue yield from the proposed new base .

Numerous reforms altering the personal income tax base have been

recommended throughout this Report . However, most of these reforms, while

important in their effects on the equity and economic impact of the system,

would have only minor and offsetting effects on the revenue yield . In this

subsection we consider only those proposed reforms which would bear signifi-

cantly on tax revenues .

The proposals affecting the base may be divided into two major groups :

1. Reforms affecting the scope of assessable income .

2 . Reforms affecting deductions such as concessionary allowances and

family exemptions .

Many of the proposals in the second group would substitute tax credits or

rate schedules with zero rates in the lowest bracket for exemptions and for

other deductions, and thus would be changes in the way in which the base

was taxed rather than changes in the base itself . Each of these two groups

of proposals will be discussed in turn .
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The major reforms in the first group-those affecting the scope of

assessable income-are contained in the following list :

1 . Attribution of personal benefits now given in lieu of salary by

employers or written off as deductible expenses by self-employed

individuals . Included in this category are benefits received from

group life insurance, from accident and sickness insurance (other

than reimbursements of expenses), from strike funds and from unemploy-

ment insurance and workmen's compensation payments, and also the

benefits discussed in Chapters 14 and 16, namely, benefits accruing

under non-registered pension plans, stock options and deferred income

plans, death benefits, severance allowances, recreational facilities,

club dues, goods and services subsidized by an employer and the

personal benefit derived from travel and entertainment expenses .

2 . Taxation of property gains realized by individuals . Included in the

effects of this proposal are the revenue consequences of allied recom-

mendations such as the option to fully offset property losses against

income, whether realized or accrued, and the taxation of property gains

realized by non-residents on real property and rights to real property,

along with the effects of our proposals for the taxation of gambling

gains and other minor additions to the tax base .

3 . Increase in the amount of investment income included in the tax base .

The primary changes included in this category are the attribution to

life insurance policyholders of investment income accumulated for them ;

the inclusion in income of all participating dividends paid by credit

unions, co-operatives and mutual life insurance companies ; and the

effect of improved reporting requirements, including the requiremen t

to record interest on a partial accrual basis, on the amount of interest

payments and dividends included in income . Included also are certain

minor changes such as the elimination of deductions of stockholder

depletion allowances .
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4 . Inclusion of gifts and bequests . This category contains all gratuitous

transfers from outside the family unit, other than government transfer

payments . These include gifts, bequests and proceeds of insurance

policies on the lives of persons who are not members of the family unit,

in respect of some of which the donor is now taxable .

5 . Inclusion of government transfer payments . In this category are family

allowances, youth allowances and family assistance payments . While we

have recommended the inclusion of other transfer payments in the tax base

on equity grounds, their revenue significance is negligible and they have

consequently been ignored in our analysis of revenue yield .

6 . Extension of loss carry-forward provisions and acceleration of capital

cost allowances for new and small businesses . This category is concerned

with the effects of these proposals on unincorporated business profits,

and with an estimate of the increase in the tax base resulting from

other proposed reforms affecting the scope of income for unincorpo-

rated businesses .

7 . Allowance of employment expenses . These recommended reforms provide

both for liberalizing the deductibility of costs of earning employment_

income and for an optional deduction of 3 per cent of wages and salaries,

up to a maximum of $500, for taxpayers who do not itemize employment

expenses . They also provide for the deduction of unemployment insurance

premiums paid by employees .

8 . Integration of personal and corporation income taxes . Under our pro-

posals, the tax base of the individual would usually include his share

of the before-tax net income of corporations in which he owned stock,

rather than just corporate dividends received as at present. Although

this would result in an increase in the personal income tax base, it

would not in fact increase the aggregate tax .base, as corporate profits

are now subject to the corporation income tax .
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9 . Widening the integrated corporate base . As a result of integrating

corporation and personal income taxes, increases in the corporation tax

base discussed in the pre ceding subsection would result in increases in the

personal income tax base to the extent that they were attributable to

resident individuals .

The effect of each of these proposed reforms on the amount of income

from various sources included in the tax base is shown in Table 35-7. As

this table indicates, the net effect of all nine categories of reforms would

have been to add $4,894 million to the personal income tax base, the major

additions being increases in the amounts included as income from corporate

sources and from other (non-share) investments .

As noted in the discussion of each proposed reform, part of the amount

thus added to the personal income tax base is currently subject to other

taxes . In Table 35-8, the additions to the personal income tax base from

each component are broken down between gains now exempt from tax or not

reported and gains now subject to other taxes .

As this table indicates, 71 per cent of the $2,169 million of corporate

source income added to the personal income tax base is now taxed at the

corporate level; likewise, $1,200 million of other income received as gifts

and bequests is in part currently subject to gift and estate taxes . Because

the corporation tax paid on income brought into the personal income tax base

of residents would be refundable to such taxpayers or applicable as a credit

against their personal income tax under our integration proposals and because

we have recommended abolition of gift and estate taxes, these additions to

the tax base would not necessarily result in increases in tax revenues .

The proposed reforms listed up to this point would affect the tax base

through changing the scope of assessable income . From assessable income it

would be necessary to deduct concessionary allowances and family exemptions

to arrive at taxable income, and we turn now to an analysis of the effects

of our proposals concerning these allowances and exemptions .
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TABLE 35- 8

THE PRESENT TAX STATUS OF AMOUNTS ADDED

TO ASSESSABLE INCOME FOR 1964
UNDER OUR PROPOSALS

(millions of dollars)

Additions
to the

Base that
are Now
Subject Additions to Tota l

in Whole the Base Additions
or in that are to the
Part to Exempt or Personal
Other Not Now Income
Taxes Reported Tax Base

Components of income

Employment income, including the
professional or commission in-
come of self-employed taxpayers - -98 -98

Corporate source income f 1,534 635 2,169

Unincorporated business
income, including income

from farming and fishing - 39 39

Other investment income - 1,113 1,113

Other incomeb/ 1,200 471 1,671

Total additions to the
personal income tax base 2,734 2,160 4 ,82

Notes : a/ Corporate source income currently taxed at the corporate leve l

but included in the personal income tax base under our integration
proposals includes $1,534 million of before-tax corporate income
attributable to resident individuals but not paid out in dividends,
along with $4 million in stockholder depletion allowances now

deducted from dividends in computing the taxable income of

individuals.

~ Other income now subject to other taxes consists of gifts and

bequests now taxed in part under the gift and estate taxes .

Source: Appendix A of J. Bossons, Changes in Direct Taxes on the

Components of Income, a study published by the Commission.
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We have recommended frequently that allowances and exemptions be re-

placed by tax credits or be incorporated in the rate schedule . Such allow-

ances and exemptions generally purport to reflect a tax unit's ability to pay

and are more equitable if formulated as credits rather than as deductions from

income 51. In most cases the specific credits we have recommended would result

in larger average tax reductions than would the existing deductions under the

schedule of tax rates which we have proposed. However, the replacement of

deductions by credits and rate schedule adjustments necessarily woul d

produce an increase in the amount of taxable income to which tax rates and

credits were applied. To focus much attention on this change would be mis-

leading; the importance of these proposals would lie in their effect on

taxes paid at various levels of income .

The following are the major proposals pertaining to concessionary

allowances and family exemptions that would be deductible in calculating

taxable income :

1 . Replacement of personal exemptions deductible by each taxpayer by

zero rate brackets in the rate schedule . This change, essentially

little more than a change in the name of this category of untaxed

income, would apply to the $1,000 and $2,000 personal exemptions

currently deductible by single and married taxpayers, re-

spectively. The primary effect of this change would be to make

the meaning of "taxable income" more in accord with most individuals'

conception of "income" J.

2 . Replacement of exemptions for dependants by tax credits . These

proposals would substitute a number of different tax credits for the

existing exemptions for dependants .

3 . Replacement of educational deductions by tax credits . This group of

proposals includes both the substitution of a tax credit for the

deduction currently allowed for tuition fees and the provision of
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tax credits to reflect the living coats of full-time students in post-

secondary educational institutions .

4 . Changes in the allowances made for medical expenses and the removal of

the exemptions for the aged and infirm. Included in this category are

the changes proposed in the definition of deductible medical expenses

to reflect only actual cash outlays by the taxpayer, including medical

insurance premiums, elimination of the old age exemption and the special

exemptions for the blind and disabled, and removal of medical expenses

from coverage by the optional standard deduction .

5 . Changes in the deduction of charitable donations . Included in this

category are the proposals to increase control over claims for charitable

donations to ensure their validity, increase the range of donations

eligible for deduction from income and reduce the standard

deduction which would be claimable in lieu of itemizing charitable

donations .

The effects of these proposed reforms on concessionary allowances and family

exemptions deducted from total assessable income are set out in Table 35-9 ,

which shows that the personal income tax base would be nominally increased

by a total of $12,261 million as a result of these proposals . However, all

but $505 million of this amount would consist of changes in the way in

which allowances were granted and would not result in increased tax

revenues.

Table 35-10 summarizes the effects on the personal income tax base of

all the proposed reforms discussed in this subsection. Tables showing the

current and proposed tax bases by income component for taxpayers grouped

by income class and by age, occupation and sex are shown in a separate

study V.
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TABLE 35-9

THE EFFECT OF PARTICULAR PROPOSED REFORMS OF
CONCESSIONARY ALLOWANCES AND FAMILY EXEMPTIONS

DEDUCTED IN COMPUTING 1964 TAXABLE INCOME
(millions of dollars)

Replacement of certain deductions by
zero rate brackets in the rate
schedule or by tax credits

Increase in the Personal Income
Tax Base Arising From

Concessionary Family
Allowances Exemptions

Personal exemptions (Note 38) -

Exemptions for dependants (Note 39) -

Educational expenses (Note 40) 110

Changes in concessionary allowance s

Medical expenses and exemptions
for the aged and infirm (Note 41) 149

Charitable donations and the
standard deduction (Note 42) 356

Total increase in the personal
income tax base 615

9,311

2,335

11,646

Note : For an explanation of the Notes, see Appendix A to this Volume .
Because the zero rate bracket recommended for married couples and
families would be larger than the existing $2,000 personal exemption
and because the recommended credits for dependants and educational
expenses would be larger than what existing deductions are wort h
to the average taxpayer, all changes in exemptions and educational
expense deductions would result in a net decrease in tax revenue .
Only the changes in concessionary allowances would result in an
increase in tax revenues .
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TABLE 35-10

THE 1964 PERSONAL INCOPdE TAX BASE
UNDER THE CURRENT AND PROPOSED TAX SYSTEbSS

(millions of dollars )

Current Changes in the Proposed

Tax Base Tax Base Tax Bas e

Components of income

Employment income,
including the professional
or commission income of
self-employed taxpayers 23,449

Corporate source income 446

Unincorporated business income 1,186

-98 23,351

2,169 2,615

39 1,225

Income from farming and fishing 601 - 601

Other investment income 917 1,113 2,030

Other income 466 1,671 2,137

Total assessable income 27,065 4,894 31,959

Deductions from income

Family exemptions 11,646 -11,646 -

Concessionary allowances 2,193 - 615 1,578

13,839 -12,261 1,578

Net personal income tax base 13,226 17,155 30,381

Sources : Tables 35-8 and 35-9 for changes to the tax base . The amounts
shown under the current tax base were obtained by aggregating
from adjusted data for each of the 417,000 tax returns in the
1966 Taxation Statistics sample as described in Notes 1 to 8
in Appendix A to this Volume .
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Changes in Personal Income Tax Revenue

Once the change in the personal income tax base that would result from

our recommendations has been determined, it is a straightforward matter to

compute what the gross income tax would have been before deduction of tax

credits, provided that this is calculated for individual tax returns rather

than by estimating aggregate revenues from data on the aggregate tax base. We

were able to achieve this by using the computer programmes cited earlier to

process the 417,000 tax return sample supplied to us by the Department of

National Revenue V . The gross income tax payable for each tax return

having been computed, it then remained to estimate the tax credits applicable

in each case and to subtract these from the gross tax . Total revenues from

the income tax were then estimated by aggregating the taxes computed for each

return -9/ .

The only portion of this process which was not a matter of straight-

forward calculation was the estimation of applicable tax credits . The non-

refundable tax credits claimable by each taxpayer under our proposals are

the following :

1. Credits for dependants . Included in this category are the credits

for dependent children recommended in Chapter 11 and the credits for

other dependants proposed in Chapter 12 .

2 . Credits for educational expenses . These include credits equal to one

quarter of tuition fees plus $300 to reflect living costs for non-

dependent full-time students in post-secondary educational institutions,

as recommended in Chapter 12 .

3 . Credits applicable to income components . The tax credits for workin g

mothers proposed in Chapter 11 and foreign tax credits are grouped in

this category . Changes in foreign tax credits proposed in Chapter 26

have not been included because we have assumed them to be offset by

other changes ; we have consequently assumed no change in these credits .
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In addition to these non-refundable tax credits, our integration proposals

call for a refundable tax credit against personal income tax of the corpo-

ration income tax attributed to resident shareholders . The total amount of

these credits for all individuals filing tax returns in 1964 is shown in

Table 35-11 .

TABLE 35-L1 .

TAX CREDITS APPLICABLE TO PERSONAL INCOME
TAX FOR RESIDENT INDIVIDUALS IN 1964

(millions of dollars )

Non-refundable credit s

Credits for dependants (Note 43) 515

Credits for educational expenses (Note 44) 109

Credits applicable to incom e components (Note 45) 63

687

Refundable credit

Corporation income tax attributable (Note 46) 1,071

Total taxcredits 1,758

Note : For an explanation of the Notes, see Appendix A to this Volume .

Table 35-12 provides a comparison of the tax returns which would have

been filed by the average 1964 taxpayer under the current (1966) tax system

and under our proposals . The amounts for each of the various components of

income shown on each of the two tax returns are averages of income assess-

able for all taxpayers and reflect all of the changes in the tax bas e

previously discussed . Deductions, exemptions and tax credits are also

shown as averages of total deductions and credits claimable under each tax

system. For illustrative purposes, taxes under our proposals in this

example have been calculated as an average of taxes derived from the family

rate schedule and from the rate schedule for individuals .
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CALCULATION OF TAXES MR

Under the

Curren t
Deductions System

1 . Pension contributions $ 70

2 . Retirement savings 57

3 . Net medical expenses 30

4 . Charitable donations 50

5 . Standard deductions 76

6 . Alimony paid 5

7. Other deductions 3 9

Total Deductions 326

Family Exemptions 1,733

Total deductions an d
family exemptions $2 05

TAHLE 35-1 2

THE AVERAGE INDIVIDUAL TAXPAYER IN 196 4

Under the Under the Under the
Proposed Current Proposed

System Income System System

$ 70 1. Wages and salaries $3,331 $3,331

57 2. Employment expense deductions -5 -119

29 3. Professional income 102 102

31 4. Commission income 61 61

42 5. Attributable benefits N .A. 100

5 6. Farming and fishing income 90 90

2 7. Dividends 66 67

235 8. Other corporate income N .A. 255

N.A .

L2 L5

9 . Capital gains on equities N.A. 67

10 . Unincorporated business income 177 183

11 . Net rental income 20 20

12 . Other Canadian investment
income 115 244

13 . Non-business capital gains N .A. 37

14 . Foreign investment income 6 6

15 . Deductions from investmen t
income -5 -5

16 . Gifts and bequests N.A. 179

17 . Transfer payments 54 124

18 . Alimony received 3 3

19 . Miscellaneous income 12 12

Total assessable income 4,028 4,75 7

Total deductions and

family exemptions 2,059 235

Under the Under the
Current Proposed

Tax Credits System System

1 . Credits for dependants $ N .A. $ 76

2 . Dividend tax credits 12 N.A.

3 . Refundable credit for
corporation tax N .A .

4 . Other tax credits 2

159

2 6

Total tax credits 14 261

Taxable income 1 6 22

Tax Calculatio n

Personal income tax
before tax credits $ 226 $ 496

Total tax credits 14 261

Personal income tax $ 212 $ 235

Old age security tax 79 N.A .

Corporation income tax
attributable to the individual 121 159

Taxes on gifts and
bequests received 21 N.A .

Total direct taxes $ 433 $ 394

Note : All figures listed under the current system except for personal income tax, old age security tax and
corporation income tax are averages of the total amounts assessed in each category for 6,719,445 resident
taxpayers in 1964, adjusted to take account of the effect of changes in tax law enacted between 1964 and 1966 .
Amounts entered under the proposed system reflect estimates previously reported of the most importan t
effects on the tax base of the major changes in tax law proposed by the Commission . Personal income and
old age security taxes are calculated using the applicable rate schedules and are not equal to the average
personal income taxes paid or which would be paid under either system . In computing taxes under the pro-
posed system it has been assumed that the tax paid by the average taxpayer is an average of what would be
paid under the rate schedule for individuals and what would be paid under the family rate schedule . The
1966 rate schedule has been used to compute personal income tax under the current system . All taxes are
exclusive of provincial taxes but are before abatements to provinces . Some columns do not add to totals
because of rounding .
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As this table indicates, assessable income would have been

increased under our proposals by $729 for the average taxpayer . Assess-

able income less concessionary allowances but before deducting exemp-

tions would have been increased by a larger amount, namely, by $82 0

as a result of decreases in concessionary allowances and the substitution

of tax credits for educational expense deductions . In spite of this

increase in the tax base, total direct taxes would have been reduced .

The data in Table 35-12 provide only an example of the calculations

for the average taxpayer . They cannot be taken as indicative of what the

average change in taxes would have been, because average taxes paid depend

on how income is distributed among taxpayers and not just on average income .

Moreover, the example shown in Table 35- 12 is artificial in that it is a

composite of all 1964 tax returns rather than an example of a particular

return . These comments apply equally to the examples of average taxes for

seven groups of tax returns presented in Appendix $ to this Volume .

Total tax revenues were estimated by calculating taxes payable for

the average taxpayer in each of 19,370 groups 10/, multiplying average

taxes by the number of taxpayers in each group, and then adding together

the estimates 11 . The result is shown in Table 35-13 . As this table

indicates, the net effect of the recommendations discussed above would have

been to increase personal income taxes from $2,676 million to $2,699 million .

After calculating the change which would have occurred in personal

income taxes in this manner, it is necessary to allow for two additional

categories of reform that were not included in any of the reform groups

analyzed up to this point :

1 . Aggregation of incomes of individuals in family tax units . As already

noted in Chapter 11, the effect of defining the family to be the unit

of taxation, given the rate schedule we recou®end, would be to aggregate

incomes received by all individuals in the family unit and to tax this
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aggregated income at the tax rates applicable to the family unit .

This aggregation would increase the average income in a unit and

because of the progressive rates would increase taxes for families

with higher incomes .

2. Allowance of income averaging . A number of ways in which taxable

income could be averaged are recommended in Chapter 13 . The effect

of these proposals would be to reduce tax revenues .

The effects of these additional categories of reform are estimated to be

approximately compensatory . In Table 35-13, they are calculated to

decrease revenue.irom the personal income tax by $15 million . Taking into

account all the proposed reforms, personal income tax, revenue which would

have been accrued in 1964 is estimated to be $8 million higher under our

proposals than under the current tax system .

In addition to this net change in personal income taxes, tax revenues

from individuals and exempt institutions would have been changed by the full

credit for corporation tax allowed under our proposals on taxed corporate

source income attributable to the trustees of Registered Retirement Income

Plans and to certain exempt institutions such as charitable organizations .

Because the full allowance of tax credits to institutions would be partially

offset by the attribution after a delay, of additional corporate source income

in the form of retirement income to resident .individuals, only the sum of

the net additional deferment of tax on Registered Retirement Income Plans

and the tax credits attributable to exempt institutions has been shown in

Table 35-13 . After allowing for the net effects of this credit, 1964 taxes

levied at the personal level are estimated to be decreased by $42 million

by our proposals .

Changes in Sales Tax Yields

Table 35-14 shows an estimate of the retail sales tax base that would

have been taxed in 1964 under the recommendations in Chapters 28 and 29 .
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TAME 35-13

TOTAL TAX REVENUE COLLECTED AT TO PE RSONAL IBM UNDER
THE CURRENT AND PROPOSED TAX SYSTEMS FOR 196 4

(millions of dollars)

Under the Under the
Current System Proposed System

Net tax base 13,226 30i381

Gross tax before credits 2,770 4,372

Non-refundable tax credits 95 687

Less : unused credits
(Note 47) 1 85

94 602

Tax credits refundable to

individuals

Total tax credits

Adjustments for excluded reforms

Effect of aggregating income

in family units (Note 48 )

Less : effect of extension

of income averaging
(Note 49)

94

2,676

Total personal income tax revenue 2,676

Allowance for the net effect of
extending the corporation tax
credit to certain tax-exempt
intermediaries (Note 20 )

Total tax revenue collected at the
personal level 2,676

1,071

1,673

2,699

-50

2,634

Note : For an explanation of the Notes, see Appendix A to this Volume .

It should be noted that current "net tax" includes the old age

security tax; both "net tax" figures are before abatement of tax

to the provinces . The figures listed under the current system

reflect the law as at December 31, 1966 .
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TABLE 35-14

ESTMATE OF TIE 1964 SALES TAX REVENUE UNDER
THE PROPOSED FEDERAL RETAII, SALES TA X

(millions of dollars )

Revenue yield of the current sales and excise

taxes (from Table 35-3 )

Proposed tax bas e

Retail sales 12,800

Building materials 4,170

Other goods 1,460

18,430

Less : federal sales and excise
tax collections

Total goods in the tax base

Taxable service s

Total retail sales tax base

Change in tax revenue

Revenue from the proposed tax
(7 per cent of the base)

Reduction in revenue

1,400

17,030

4 .000

1,597

1,472

125

Source : Appendix D to this Volume .
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The retail and service trade figures have been taken from 1961 census data pro-

vided by the Dominion Bureau of Statistics and have been corrected for the growth

in personal expenditures between 1961 and 1964 as reported by the Dominion Bureau

of Statistics in the National Accounts . The basis for this and other estimates

of the sales tax base is presented in Appendix D to this Volume .

There was a marked increase in the yield from the manufacturer's sales tax

in the years 1963 to 1965 because the exemption for production machinery and

building materials was gradually eliminated . However, legislation has been en-

acted to eliminate the tax on production machinery, so that part of this increase

will be reversed. The effect of these changes upon the revenue yield of the

present sales tax has already been shown in Table 35-3 . As that table indicates,

the 1964 revenue from the current sales tax, as adjusted for these changes, and

from certain excise taxes that we recommend should be eliminated, would have

been $1,597 million . Thus, to produce the same revenue in 1964 from the pro-

posed retail sales tax base as would have been derived from the sales and excise

taxes which we propose be eliminated would have required a tax on retail sales at

a rate of 7 .6 per cent . This rate is based upon the assumption that the services

which would be subject to sales tax are those listed in Table D-3 in Appendix D

to this Volume . Although we have not made a firm recommendation in this regard,

we have suggested that these services are the ones that are primarily concerned

with individuals and need not therefore be subject to extensive exemptions to

allow for those services that enter into business costs . Telephone and tele-

graph charges have also been included because they are taken into account to a

great extent in the present base for provincial retail sales taxes .

As we state in Chapter 7, we believe that sales taxes are inherently a

less equitable form of taxation than income taxes and therefore we recommend

that the relative weight of sales taxes be reduced . We recommend a tax rate

of 7 per cent on retail sales .

The revenue yield of the proposed tax would then be equal to 7 per cent of

the base shown in Table 35-14, or $1,472 million . Our recommendations thus

would result in a decrease of almost 8 per cent in sales and excise tax revenue .
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ANALYSIS OF THE REVENUE EFFECT OF
EACH MAJOR RECOWEPIDATION

In the previous section of this chapter, the total effect of our recom-

mendations on tax revenues was described . In this section we break down the

total effect into the components accounted for by each group of recommendations .

Because of the different marginal tax rates faced by different taxpayers

and because of the effect of our proposed reforms of the tax base upon the

marginal tax rate applicable to each taxpayer under the proposed rate schedule,

it is possible to allocate a change in tax revenues among the reforms only by

adopting arbitrary means of allocation . Some reforms of course would have

effects which were independent of the effects on other reforms . The provision

of tax credits for working mothers, to take one example, would involve no change

in the tax base and hence would be independent of the other reforms applicable .

The method of allocating the estimated change in taxes to the reforms

causing the change is described in Appendix C to this Volume . The allocation

was made for each taxpayer in the 1966 Taxation Statistics sample . The esti-

mates shown in Table 35-15 were obtained by adding together the results of

the proration for each taxpayer .

It must be emphasized that Table 35-15 shows the effect of the reduction

in personal income tax rates as a&eparate reform . All other reforms affecting

revenue from the personal income tax are evaluated at the tax rates which we

have recommended.

Table 35-15 demonstrates that even though total personal income tax

revenue would be little changed, the effect of our proposals would be to

alter its composition substantially. Over a billion dollars in additional

personal income tax revenue would be obtained from items brought into the tax

base, while somewhat more revenue would be lost through general rate reductions,

integration of the personal and corporation income taxes, the revisions

applicable to Registered Retirement Income Plans and the allowance of certain

other deductions and credits . As a consequence, significant changes could

be expected in the incidence of taxes, as indeed we show to be the case in

Chapter 36 .
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TABLE 35-15

THE PRORATED EFFECT OF PARTICULAR REFORMS ON 1964 ax REVENUES
(millions of dollars )

Changes in sales and excise taxe s
Net reduction in personal income tax rates

Categories of income brought into the tax base

Personal Corporation Gift and
Income Incane Estate Sales
Tax Tax Taxes Tax Total

-317

Attributable benefits 132
Property gains by resident individuals an d
non-residents 243

Investment income added to the tax base 185
Gifts and bequests 353
1'ransfer payments 68

Additional deductions allowed

Extension of loss carry-forward provisions
and acceleration of capital cost allowance s
for new and small unincorporated businesses - 9

Employment expenses -142

- - -125 -125
-317

132 _

- - 243
- - 185

- -143 - 210
- - - 68

Integration of corporation and personal income

taxes -363 252

Additions to the integrated corporation tax base - 28 28 0

Changes in concessionary allowances

Replacement of dependant exemptions by ta x
credits - 55

Changes in allowances for medical expenses an d
removal of the exemptions for the aged and
infirm 25

Changes in the definition of charitabl e
donations 45
Educational tax credits - '72
Sdorking mother credits - 42

Other changes

- 5 5

2 5

45
- - - - 72
- - - - 42

Income averaging - 60 - - - - 60
Aggregation of income in family tax units 45 - - - 45
Allowance for the net effect of extending
the corporation tax credit to certain tax-
exempt intermediaries - 50 - - 50

Total =2 532 -143 -125 222

- 9
- - -142

- - -111

- - 252

Sources : Table 35-6 and Appendix C to this Volume .
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TRANSITIONAL EFFECTS OF OUR
RECOMMENDATIONS ON TAX REVENUE S

In the tables discussed earlier in this chapter a major assumption

underlying the estimates was that each recommendation had been in effect

for a number of years . Therefore the resulting revenue calculations do not

reflect the short-run impact of our recommendations and do not give effect

to transitional provisions which we believed it necessary to recommend. We

discuss each of these in turn and then summarize the overall implications

of these transitional effects .

Short-Term and Long-'term Impacts
of our Recommendations

Most of the reforms that we have recommended would be fully effective when

implemented. However, some reforms would have a different short-term impact

from that described in the preceding section. We have recommended transitional

provisions for some of our proposals so that they would be introduced

gradually. These are discussed in the next subsection . In other cases the

short-term impact may differ from the long-term impact for other reasons .

Some reforms would take full effect only gradually because the income to

which they applied would be taxable only when realized rather than when

accrued, and realization may be deferred. Other reforms would have a larger

impact initially than in the long term, in some cases because they would be

immediately applicable to a larger number of taxpayers than would be tru e

in later years .

The following are reforms that would have an initial effect that wa s

smaller than their long-term effect :

1 . Sales tax revenue ., In Chapter 28 we point out that a change in

the level at which sales tax is imposed, from the manufacturer's level

to the retail level, would involve a non-recurring loss in tax

revenues . As the retail inventories on hand at the effective

date would have already been taxed at the manufacturer's level,



they should not be taxed again at the retail level. To prevent the

levying of a second tax it would be necessary, in the year the change

was introduced, to defer approximately $175 million of sales tax

revenue .

2. The taxation of property gains and losses . We recommend in Chapter 15

that the full amount of property gains be taxed and that, at least

initially, such gains should be included in income only when realized .

More important, from the standpoint of the effect on initial revenues,

we have proposed a number of liberal transitional provisions and have

stated that gains in property values accrued up to the effective date

of the legislation should not be taxed . Thus, not only would revenue

be deferred until property gains were realized, but only that part of

gains which accrued in the future would be taxable .

Property losses, on the other hand, while they would in general be

deductible only to the extent that they accrued subsequent to the

effective date, could be written off on an accrual basis . Thus,

while the tax revenue from property gains would be deferred, the

revenue loss from the deduction of property losses would be immediate .

While we estimate that in the long run the net amount of all property

gains that would be included in income would be approximately $1,000

million a year, with two thirds of this falling within our definition

of corporate source income, we would expect this amount to be sub-

stantially smaller during the initial year after legislation was

introduced, and that it would be several years before the revenues

approached their full potential . As the total increase in tax

revenues from the taxation of all property gains realized by residents

and non-residents is projected at roughly $330 million, the deficiency

in tax revenues in the early years after implementation would be

substantial. We have projected the total revenue shortfall from

this source at $700 million during the initial period following

implementation of our proposals .
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The following are the major proposals which would have either no long-

term impact or a larger impact initially than in subsequent years :

1 . Acceleration of capital cost allowances for new and small businesses . The

extension of 100 per cent capital cost allowances on new depreciable

property acquired by new and small businesses is discussed in Chapter 22 .

As pointed out earlier, over the long run the revenue impact would no t

be large, for only new businesses would be eligible to claim the

accelerated allowances; the older businesses would have either used

up the $250,000 allowed or the ten-year time period would have elapsed

and almost all of the capital cost would have been written off .

Initially, however, the revenue cost would be substantial, as all

companies meeting the size qualifications, regardless of how lon g

they had been in business, would be eligible to claim the accelerated

allowances. In 1964,capital expenditures, excluding the cost of

land, incurred by companies earning a profit and having assets of under

$1 million exceeded $650 million . As a large proportion of these

companies would be eligible for the accelerated capital cost

allowances, and as a major portion of their profits could thereb y

be eliminated until such time as the $250,000 maximum write-off was

reached or ten years had elapsed, the impact of this acceleration in

the initial years might be substantial. We have estimated the total

impact over the initial years to be $400 million .

The timing of the impact of accelerated capital cost allowances could

be controlled in a number of ways. The total impact could be spread

over a period of years by limiting the amount that was deducted in

any one year. A limit of this nature might also be useful in that

it would even out the tax liabilities of small companies over a

period of years. The loss of the low rate of corporation tax would

thus be offset for a number of years by higher claims for capital

cost allowances . In addition, the length of this period of higher
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deductions could be extended by only gradually increasing the

percentages deductible for all classes of depreciable assets .

2 . Change in the allowance of reserves of certain financial institutions . One

of our proposals would increase tax revenues in the transitional period,

and would have only a minor effect thereafter . In Chapter 24 we recommend

that the reserves of the chartered banks and the mortgage reserves of

other financial institutions should be adjusted to conform to th e

general procedures applicable to other taxpayers . Reducing these

allowances for doubtful accounts to the amounts we propose would

increase the income of the institutions concerned, particularly the

chartered banks . To reduce the impact of this adjustment, we have

suggested that it be accomplished gradually over a number of years .

Over this period our proposals would result in additional tax revenues

of over $100 million.

3. Acceleration of corporation income tax mvments . One other recommendation

would have a substantial impact in the transitional period as it would

temporarily increase the tax revenues from corporate source income .

In Chapter 33 we recommend that, to expedite the discharge of tax

liabilities and to reduce the amount of unpaid balances, instalment s

of corporation income tax should be moved forward gradually to-coincide

with the year of taxation. Thus, the present four-month lag between

the start of the taxation year and the beginning of instalment payments,

which is a reduction from the six-month lag which existed prior to 1964,

should be eliminated. This need not be accompanied by any change in

the filing date for returns, although the formula for computing the

amounts of instalments would be changed. While this acceleration

of instalments would presumably be implemented over a period of two

or more years, the total increase in tax revenues would be approx-

imately $550 million.
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4. Allowance of corporation tax credits to trustees of Registered

Retirement Income Plans. As discussed in Note 20 in Appendix A to

this Volume, we have estimated the net deferment of tax on corporate

source income attributable to the trustees of Registered Retirement

Income Plans (together with the allowance of corporation tax credits

to exempt institutions) to result in a net reduction of $50 million in

annual tax revenues . Because the proportion of the income of these

plans which would be paid to beneficiaries would increase only gradually,

a larger amount of tax would initially be deferred. We estimate the

total revenue loss resulting from this additional deferment to be i n

the order of $100 million .

4

In addition to the differential impacts of these specified reforms,

initial revenue shortfalls from other proposals might occur, though in

relatively small amounts. It is unlikely, however, that the total revenue

loss from these unspecified transitional effects would be greater tha n

$50 million .

Revenue Effects of Transitional Provisions

It is recommended that most of our proposals should be implemented in

full immediately because we consider that their impact would be equitable in

the short term as well as over the long term and would not have undesirable

economic effects . In these cases no specific transitional provisions would

be necessary . However, in some cases it would not be fair to correct at one

time what we consider to be weaknesses in the present system. For example,

some of our proposals for corporate source income would have a significant

impact on some taxpayers and if applied fully at one time might be harmful

to the operations of the companies concerned. We therefore have proposed

some specific transitional provisions to ease the impact .

To estimate the effects on annual revenue of the recommended transitiona l

provisions is particularly difficult, for in a number of cases we have given
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a range of choices as to how quickly the proposals should be brought into

effect. This vagueness was based upon our feeling that decisions should have

regard to economic considerations and revenue requirements at the time the

legislation was introduced. As will be shown below, revenue considerations

would be important when formulating many of the transitional provisions .

The following are the major transitional provisions and recommendation s

for which we have recommended a gradual or delayed introduction :

1 . Delayed changes in the sales tax . We have recommended the expansion

of the sales tax base to include listed services . As the full rate of

tax would be applicable immediately, no specific transitional revenue

cost would be involved. We have not included in our estimates any

provision for the increase in revenues that would result as thi s

list was expanded, nor have we taken into consideration our recommend-

ation that eventually the sales tax on building materials should be

eliminated.

2. Delayed repeal of the three-year exemption for the income of new

mines . While it is recommended in Chapter 23 that percentage

depletion allowances should be eliminated immediately, it is

suggested that the three-year exemption of the income of new mines

should continue to apply for five years, subject to a limit of

$1 million for any one mine . As substantially all of the present

loss in tax revenues attributable to the three-year provision is

accounted for by mines with incomes greatly exceeding this amount,

this transitional measure would not materially reduce the expected

increase in tax revenues . We assume the total revenue loss to be

no more than $25 million .

3 . Write-off of exploration costs not previously deductible . The

proposal to mitigate the withdrawal of percentage depletion by per-

mitting the write-off of any exploration costs that were previously
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not deductible because they exceeded depletion claimed in past years

would have a substantial impact. The costs eligible for this treat-

ment would primarily be certain land costs incurred by petroleum

companies prior to the time when all their property costs became

deductible . In Chapter 23 we point out that the excess of such

costs over depletion claimed could well exceed $300 million . Having

regard to the large fraction of shares in petroleum companies tha t

is owned by non-residents, we have estimated the transitional revenue

loss from this source at $150 million .

The impact of this recommendation would not all fall in the initial

year, as we suggest that the deduction should be spread over a period

of about five years. Nevertheless, the amounts concerned would be

large. We have not projected any gain in tax revenues for the

eventual lowering of capital cost allowances on development costs

and the cost of land, since the effect of this would be felt only

gradually .

In addition to these specific provisions, we have recommended numerous

transitional provisions which would have only a very minor impact on revenues .

The effect of these other provisions might total $25 million .

Alternative Approaches to the
Transitional Problem

Most of the measures affecting revenues during the transitional period

outlined up to this point can be varied both in timing and in magnitude . In

many cases we do not recommend which of several alternative transitional

measures should be chosen. Since we would expect prevailing economic and

revenue conditions to determine the time of introduction of our reforms and

the form of the transitional provisions, there is little point in providing

detailed estimates of the year-by-year impact of transitional effects .

We have made estimates of different possible combinations of the

transitional effects on tax revenues of each major category of our proposed
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reforms. These estimates are derived by simply spreading over a number of

years the probable total effect of each reform . These estimates indicate that

the net transitional effects of our recommendations need not total more than

$230 million in any single year, and should not total more than approximately

$1,000 million over the entire transitional period . The elements of this

total are shown in Table 35-16 .

Since the long-term effect of our recommendations, assuming a 7 per cent

tax rate on retail sales and the income tax rate schedule advanced in Chapter 11,

would be to produce a revenue surplus over the yield of the existing tax system

of over $200 million on the 1964 tax base and an increasing amount as th e

gross national product and per capita income increased, our estimates of

transitional effects suggest that the tax rates we propose for initial adoption

would provide sufficient revenue to pay for the costs of transition . Moreover,

these estimates indicate that the full long-term revenue surplus set out in

Table 35-1 would permit tax reductions approximately five years after the

reforms we recommend were introduced .

In recommending rate schedules that would be more than adequate t o

absorb the transitional costs of introducing our recommendations and also to

produce the same tax revenues as the present tax system over the long term,

we have understated the reduction in rates which our reforms of the tax base

would make possible . A number of alternative ways of financing transitional

costs could be considered, all of which could be used'to maintain tax revenues

at a level equal to that yielded by the current tax system . Three such

alternatives are :

1. A one-time tax on wealth, which we do not recommend .

2. A transition tax on corporate distributions, which is discussed in

Appendix J to Volume 4 .

3. A slowdown in the rate of increase in the acceleration of capital

cost allowances for new and small businesses and in the write-off of

exploration costs, combined with a modified form of either 1 or 2 .
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TABLE 35-16

REDUCTION IN TAX REVENUES DURING TI E TRAi`iSITIOPFAL PERIOD
BELOW LONG -TEFV TAX REVT, HI UES UIUDER OUR RECORU4EPfDATIOiVS

(millions of dollars )

Effects of delays in the

full impact of reforms

Sales tax (in first year) -17 5

Property gains ( over several years )

Effects of reforms which would have either
no long-term impact or a larger initial than
long-term impac t

Acceleration of capital cost
allowances for new and small
businesses (over several years )

Changes in the allowance of
reserves of certain financial
institutions (over varying
time periods up to 10 years )

Corporation tax payment
acceleration (over several
years)

-700 -875

-400

100

550

Allowance of corporation tax
credits to trustees of Registered
Retirement Income Plans (over

several years) -100 150

Cost of special transitional provisions :

Delayed repeal of the 3-year
exemption for income from new
mines (over 5 years )

Write-off of exploration costs
not previously deductible (over
several years)

- 25

-150

Other transitional provisions - 25 -200

Other transitional effects - 50

Total transitional effects -975
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We believe that our recommendation of a higher initial schedule o f

individual tax rates is more equitable than any of these alternatives . Each

would result in a special trawition tax on individuals and income components

selected, with little regard to the extent to which the taxpayers who bore the

tax benefited from our recommendations . If transitional costs were absorbed

in the rate schedules they would be borne generally by all taxpayers in pro-

portion to their ability to pay.

CONCLUSIONS

THE IANG-TERM EFFECT ON REVENUES
OF OUR PROPOSAIS

1. Because of the complexity of the interrelationship of the numerous

reforms which we have proposed, we have relied primarily on an

estimate of what the revenue yield of the recommended tax system

would have been had it been in full effect in 1964, the most recent

year for which we have detailed data . The change in revenue from

each major tax affected by our proposals, that is, the difference

between the revenue which would have been produced under our

proposals and that which would have been produced under the tax

system in effect in 1966, would have been as follows in 1964 :

Millions of dollar s

Corporation income tax 532

Personal income tax -42

Gift and estate taxes -143

Sales and excise taxes -125

Total change 222

This estimate excludes all transitional effects on revenues of our

proposals, and it is therefore an estimate of 1964 revenues as they

would have been if all of our recommendations had, at that time,

been operative sufficiently long to have become fully effective .
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2. The long-term changes in tax revenues would be the net result of the

effects of a large number of proposed reforms . The effects of each

major category of reform in the base year 1964 would have been as

follows :

Changes in 1964 Tax Revenues
Resulting from each Reform

Tmillions of dollar s

Net reduction in personal income
tax rates -317

Increases in income assessed under
the personal tax base (excluding
the effects of integration) 838

Integration of the corporation and
personal income taxes -111

Additions to the integrated corporatio n
tax base 252

Additional deductions from the persona l
tax base -151

Changes in concessionary allowance s

Allowance for the net effect of extending
the corporation tax credit to certain
tax-exempt intermediarie s

Allowance of income averaging

Aggregation of income in family tax units

Changes in sales tax

Total change

-99

222

These estimates exclude all transitional effects . All changes, except

for the reduction in tax rates, are evaluated in terms of the tax

rates recommended in Chapter 11 .
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TRANSITIONAL EFFECTS

3• Transitional effects on tax revenues arise from two major sources :

(a) transitional provisions which we have believed it necessary to

recommend, and (b) differences between the immediate impact of our

recommendations and their long-term impact . The net result of all

transitional effects would be to reduce tax revenues by approximately

$1,000 million over the entire transitional period, with most of this

revenue loss falling in the first five years after implementatio n

of our proposals .

TAX RATES

1+. The tax rates we have recommended are as follows :

Personal income tax: the individual and family rate
schedules and associated tax credits
recommended in Chapter 11 .

Corporation income tax: 50 per cent of taxable corporate
income .

Sales tax : 7 per cent of retail sales and

services included in the sales
tax base.

These rates are designed to produce sufficient tax revenue to cover

the revenue loss resulting from transitional effects during the

first few years following introduction of our recommendations .
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REFERENCES

~ "Assessable income" means the amount of income assessable for tax

purposes after the deduction of expenses incurred in the earning of

that income ; "taxable income" means assessable income less concessionary

allowances and family exemptions .

2/ The Department of National Revenue provided us with the extensive

unpublished data that underlie our analyses, as well as with the

preliminary versions of the tables to be published in 1966 Taxation

Statistics summarizing 1964 personal and corporation income tax accruals

and the underlying sample of tax returns . Without this data we would

have been unable to make accurate estimates of the effects of our

proposed reforms .

The programmes and sample data are described in detail in J . Bossons,

A General Income Tax Anal.yzer, a study published by the Commission .

The sample supplied to us is the source of all aggregate data to be

published by the Department of National Revenue in 1966 Taxation

Statistics, Part One (Individual Tax Statistics for 1964) . The tables

to be published in 1966 Taxation Statistics are aggregated from the

sample following the same procedure that was used in our revenue

estimates .

~ Some additional changes in the tax treatment of non-residents would

include changes in withholding taxes and the remission of corporation

tax to non-residents . However, the net effect of our proposals on

withholding taxes would be minor .

5.1 This point is discussed in Chapters 7 and 11 .

As is noted in Chapter 11, the difference between using exemptions

and using zero rate brackets to achieve a relationship between taxes

and income which accords with ability-to-pay principles is purely
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semantic . To make this clear, the current rate schedules applicable

to the income of single individuals and married couples without

dependants, before the deduction of personal exemptions, are presented

in Table 11-3 in Chapter 11 . A married individual without dependants

(other than his spouse) and with taxable income under current law of

$5,000 currently pays personal income tax of $930, including old age

security tax . This can be calculated either by using the rate schedule

listed in section 32 of the Income Tax Act or by adding personal exemp-

tions of $2,000 to his taxable income and applying the rate schedule

shown in Table 11-3 .

3/ J. Bossons, Who Benefits and Who Pays : The Incidence on Different

Income and Occupation Groups of Income Tax Changes Resulting from the

Commission's Recommendations, a study published by the Commission .

~ The computer programmes are described in J . Bossons, A General Income

Tax Analyzer, a study published by the Commission .

~ Each tax return was chosen by the Department of National Revenue in

accordance with different sampling rates, the sampling rates being

dependent upon the taxpayer's assessable income and upon the type of

return. In aggregating the taxes, data for each tax return was con-

sequently first weighted by being multiplied by the reciprocal of the

sampling rate governing selection of the return .

10 The classification scheme is summarized in Appendix B to this Volume .

Data from each tax return were weighted by the reciprocal of the

sampling rate governing inclusion of the return in the sample in com-

puting average income deductions and credits, and in estimating the

number of 1964 taxpayers falling in each group . This procedure resulted

in an estimate that a total of 6,719,445 tax returns were filed in 1966 .

11 The order and exact nature of each calculation is specified by the

computer programmes listed in J . Bossons, A General Income Tax Analyzer,

a study published by the Commission .
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INCIDENCE OF THE PROPOSED SYSTEM

In Chapter 35 we discussed the total change in the tax revenues that

would result from our proposed reforms . In this chapter we examine the

effect of these proposed reforms on the weight of taxes upon individuals,

and endeavour to show who would benefit from lower taxes and who would pay

more taxes .

On the basis of figures for 1964, we have estimated that the proposed

.reforms after the transitional period would increase tax revenues by approxi-

mately $222 million (Table 35-1) . This would .be the net result of an in-

crease in taxes on non-residents of $271 million (Table 35-6) and a decrease

in taxes on residents of $49 million . The increase in the taxes on non- -

residents would come about largely because of the preponderance of their

investment in the resource industries and in certain financial institutions .

Under the current tax system, these industries and institutions receive

concessions which, under our proposals, would be withdrawn . Nowhere in

the Report have we sought to'shift the burden of tax from residents to

non-residents or aliens simply because of their status . As previously stated,

we believe that the tax system should remain as neutral as possible in the

treatment of capital invested or services provided by residents and non-

residents .

The reduction.of $49 million in the taxation of residents would result

from a reduction in sales and excise taxes of $125 million, offset by an

increase of $76 million in direct taxes . We have used the term "direct

taxes" quite frequently in this volume to include corporation income taxes,

gift and estate taxes and personal income taxes . It is necessary to con-

sider these three taxes together, for our reforms would abolish gift and

estate taxes and move their impact into personal income taxes, while the

integration of personal and corporation taxes would make it impossible t o

47
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obtain meaningful comparisons of the total taxes from each of these sources

under our proposals with what they are under the present system . However,

it is quite possible and reasonable to compare the total weight of

direct taxes on residents under the current and proposed systems . As

we have stated, our proposals would increase this weight by approximately

$76 million .

In this chapter we show in more detail how different taxpayers would

be affected by our recommendations . In doing so, we ignore transitional

effects . On a long-term basis, the proposed tax system would raise more

revenue than the present system, since we have recommended tax rates that

would more than make up all transitional losses in revenue . Once transi-

tional losses had been covered, within a few years after the implementation

of our proposals, it should be possible to reduce further the taxes on

residents .

To give a comprehensive picture of the total incidence of our proposals

on taxpayers is an almost impossible task . The incidence of the present tax

system varies considerably even among taxpayers who have similar incomes,

occupations and family responsibilities, and our proposed reforms show the

same variations . In this chapter we provide estimates of average change s

in taxes for taxpayers grouped in various ways . Some of these estimates are

for small groups of taxpayers and can serve as individual examples . For the

most part, however, our estimates provide data only on the average impact

of our proposals upon taxpayers in different income classes . Except where

otherwise noted, "income!' will be taken throughout this chapter to mean

comprehensive base income, that is, total economic gains assessable under our

proposals V .

While average changes do indicate the extent to which the progressive-

ness of the tax system would be altered by our recommendations, they are

only indicative and must be interpreted with care . The misleading nature

of averages used by themselves is partly shown by tables presented in this
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chapter containing data on the number of taxpayers in each income class

likely to experience varying percentage changes in taxes . Even these esti-

mated distributions of taxpayers are in turn based on averages ; the under-

lying estimates of changes in the tax base and in taxes for each taxpayer

are dependent upon relationships between comprehensive income and currently

assessable income and between concessionary allowances and family character-

istics which are assumed to be valid on the average but cannot be valid for

each individual taxpayer .

The incidence figures presented in this chapter need to be qualified

in several other important respects . We have not attempted to adjust our

estimates of tax incidence to reflect possible shifting of the taxes which

are changed, and have consequently attributed all direct taxes to individuals

to whom the income that is taxed is attributable 2/ . In particular, corpo-

ration income taxes are attributed to shareholders and taxes on gifts and

bequests are attributed to the recipients of the property. As in our

analysis of the effects of our proposed reforms on tax revenues, so too,

here, we assume that before-tax incomes would remain unchanged, even though

we show in Chapter 37 that our proposals would tend to encourage an increase

in the rate of growth of individuals' incomes . We confine our analysis to

what the incidence of the changes in taxes would have been in 1964, since

that is the last year for which we have detailed data for each taxpayer .

Finally, we do not attempt to aggregate taxpayers into families, and s o

show the incidence of direct tax changes on each taxpayer and not on each

family unit .

INCIDENCE OF CHANGES IN DIRECT TAXES

Under the tax rates we have recommended, direct taxes in 1964 would have

been increased by $347 million of which amount $271 million .would result from

an increase in direct taxes on non-residents and the balance of $76 million from

an increase in direct taxes on residents . In this section we present estimates

of the changes in direct taxes for individual taxpayers which would bring about

this aggregate increase .
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As noted in Chapter 35, fair estimates of the effects of our proposals

on tax revenues could not have been obtained without the detailed analysis

of average individual tax returns in each of a large number of taxpayer

groupings and without the specification of the number of taxpayers in each

grouping . This is even more the case with respect to our analysis o f

the incidence of tax changes among residents ~ . In this section we

first provide more detail about the effect of tax changes on non-

residents and.then analyze the incidence of direct tax changes among

residents V . For residents, we provide illustrations of tax

changes for some taxpayers chosen as examples as well as data for all

residents on incidence by income class and on incidence by income

class for different occupation and age groupings .

Incidence for Non-Residents

While some changes have been recommended in withholding taxes and other

changes have been proposed which would affect non-residents, the primary

and, indeed, almost entire effect of our proposed reforms on non-residents

would be the result of changes in the corporation income tax attributabl e

to shares owned by non-residents .

Non-resident share ownership is heavily concentrated in large companies,

and hence, of the changes to the corporation tax which we have recommended,

non-residents would be affected primarily by our proposed changes in the

corporation tax base . A large proportion of non-resident investments ar e

in industries which have been taxed more lightly than other industries ; as

a result, non-residents would be materially affected by the elimination

of concessions to these industries . The total corporation tax

revenues from each of several industries which would be affected in

different ways by our proposals are shown in Table 36-1 along with the

corporation taxes attributable to non-resident owners of shares in each

industry .
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TABLE 36-1

CURRENT AND PROPOSED CORPORATION INCOME TAXES
ATTRIBUTABLE TO RESIDENT AND NON-RESIDENT

SHAREHOId)ERS OF CANADIAN COMPANIES, BY INDUSTRY

(millions of dollars )

Mining, Oil and Gas

Mining

Oil and gas

Estimated

Corporation Current Corporation Income
Tax Base Corporation Taxes Under
for Taxable Income Taxes Our Proposals

Companies Attributable Attributable
Under Our to Non- to Non-

Proposals Total Residents Total Residents

501

131

117 79 251 185

47 32 66 47

Financial Institutions

Life insuranc e
companies 154 2 1 77 33

General insurance
companies and
other financial

institutions 240 93 25 120 43

Other industries 3,920 1,676 944 1,959 1,044

Total L,2~6 L2L 1~081 Z,_4U L,,3L2

Note: Corporation income taxes include old age security taxes and are
before abatements to the provinces; taxes on section 105 distri-
butions are not included in current corporation income taxes .
The estimated corporation income tax base under our proposals
includes additions to the base enumerated in Table 35-4 . Taxes
are attributed to non-residents in accordance with the assumptions
stated in Notes 18, 19 and 24 in Appendix A to this Volume . It
should be noted that these estimates yield more accurate estimates
of the overall totals than they do of amounts in each industry .
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Incidence for Typical Residents

To illustrate the variety of ways in which our proposals would affect

different taxpayers, we show in this section how direct taxes would be

changed under our proposals for seven "example groups" of resident taxpayers .

The different examples are described in Table 36-2, where direct taxes are

set out for the average taxpayer in each group . This table does not reflect

the proposed changes in the definition of the tax unit ; all married taxpayers

shown in Table 36-2 are limited to those married taxpayers whose spouses are

not in receipt of employment income . The effect of the adoption of the

family as the basic tax unit as described in Chapter 11 and is illustrat-

ed by the examples given in Appendix I to Volume 3 . Tables 36-2 does

not take into account the tax reductions resulting from income

averaging .

The examples in Table 36-2 are described more fully in Appendix B to,

this Volume which also contains comparisons of pro-forma tax returns of

average taxpayers in each group under the current and proposed tax systems .

The calculations underlying the changes in taxes for each example can thus

be followed by referring to this appendix . The basis for our estimates of

the effects of our proposals in each case is summarized in Appendix A to

this Volume .

To show the source of these changes in te,xes, Table 36-3 indicates the

amount of change attributable to particular groups of proposals for each

example . Many of the reforms we recommend have offsetting effects . In

general, the most important reform for most low income and middle income

taxpayers would be the reduction in personal income tax rates, while the

most important change for most high income taxpayers would be the bringing

of income now untaxed into the tax base . Integration of the corporation and

personal income taxes and elimination of taxes on intra-family gifts and

bequests would result in further tax decreases for most taxpayers . The

effect of the proposed changes in concessionary allowances would generally

be minor .
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TABLE 36-2

CHANGES IN DIRECT TAXES UNDER OUR PROPOSALS FOR THE AVERAGE TAXPAYER
IN SEVEN GROUPS OF TAXPAYERS WITH PARTICULAR ATTRIBUTES

(dollars )

Change in
Corporation Change in
Income Taxes Change in Change in Taxes Paid on
Attributable Taxes on Personal Retirement
to the Gifts and Income Income Plan Total
Taxpayer Bequests Taxes Investments Changes

1 . Married male employees,
26 - 39 years old, with
currently assessable income
of $5,500 - $5,999 and one
dependent child for whom
family allowance is paid 2 -92 -11 -101

2. Married male employees,
26 - 39 years old, with
currently assessable income
of $12,000 - $12,999 and n o
dependants (other than spouse) 12 -207 123 -31 -103

3. Married self-employed pro-
fessionals or business
proprietors, male or female,

26 - 39 years old, with
currently assessable income
of $30,000 - $34,999 and more
than 4 dependent children for
whom family allowances are paid 74 -832 503 -107 -362

4 . Married male investors or
renters, 40 - 64 years old,
with currently assessable
income of $30,000 - $34,999
and more than 4 dependent
children for whom family
allowances are paid 7,784 -1,660 6,339 -29 12,434

5 . Married male employees, aged

26 - 39, with currently
assessable income of $50,000 -

$74,999 and 2 dependent
children for whom family
allowances are paid 2,138 -2,254 3,933 -65 3,752

6 . Single male, under 22
years old, unclassified by
occupation, with currently
assessable income of $3,000 -
$3,499 and no dependants 3 _ -2 34 -3 32

7. Single male pensioner, over
64 years old, with currently
assessable income of $1,500 -
$1,749 and no dependants 11 -31 131 111

Sources : Appendix B to this Volume, Tables B-3 to B-9, for columns 1-3 ; Appendix C to this Volume,
Table C-3, for column 4.
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TABLE 36-3

BREAKDOWN OF TOTAL CHANGE IN DIRECT T'1=
II4TO COMPONENT PARTS FOR EACH EXAJ4PLE

(dollars )
Change Change
Caused By Effect of Arising from

Reductions Integrating Adoption Effect of

in Personal the Personal of the Changes i n

Income and Corporation Comprehensive Concessionary Other

Tax Rates Income Taxes Tax Base Allowances Change s

1 . Married male employees,

26 - 39 years old, with

currently assessable income

of $5,500 - $5,999 and one

dependent child for who m

family allowance is paid -106 -3 24 -6 -11

2. Married male employees,

26 - 39 years old, with
currently assessable income

of $12,000 - $12,999 and n o

dependants (other than spouse)--344 -15 420 -18 -146

5 . Married self-employed profes-

sionals or business pro-

prietors, male or female ,

26 - 39 years old, with

currently assessable income
of $30,000 - $34,999 and more

than 4 dependent children for

whom family allowances are
paid -2,426 -49 2,674 6 -568

4 . Earried male investors or

renters, 40 - 64 years old,

with currently assessable in-

come of $30,000 - -'P34,999 and
more than 4 dependent children

for whom family allow ances are

paid -2,425 -973 16,779 6 -953

5 . Married male employees, aged

26 - 39, with currently
-assessable income of $50,00 0

"a74,999 and 2 dependent children

for whom family allowances are
paid -5,791 -132 10,974 17 -1,316

6. Single male, under 22
years old, unclassified by

occupation, with currently

assessable income of $3,000 -

y3,499 and no dependants -5 -3 44 - -4

7 . Single male pensioner, over

64 years old, with currently

assessable income of $1,500 -

$1,749 and no dependants -2 -21 90 60 -17

Notes : "Changes Arising from Adoption of the Comprehensive Tax Base" include the effects of widening the

corporation income tax base and of eliminating the current taxes on gifts and bequests as well as

increases in the personal income tax base arising from including capital gains, gifts, currently

exempt investment income, and other currently exempt income .

"Other Changes" include the attribution of corporation income tax credits on the investment income

of Registered Retirement Income Plans, and the attribution of taxes eliminated from intra-family

gifts and bequests .

Some columns do not add to totals shown in Table 36-2 because of rounding .

Source : Appendix C to this Volume, Table C-5 .
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As Table 36-3 indicates, these generalizations do not apply in all

cases . A significant exception is presented for low income pensioners with

some investment income-the last of the seven examples . Fewer than 2,000

taxpayers fall into this group . The average taxes of these taxpayers would

be significantly increased, primarily because of the effect of bringing more

investment income into the tax base and of eliminating the $500 special de-

duction for taxpayers over age seventy . In order to treat equally all tax-

payers who had equal incomes and responsibilities it would be necessary to

raise taxes for some individuals . If some of these effects were considered

undesirable we believe they should be countered directly through transfer

payments rather than by altering the tax system .

Despite the general similarities in the relative effects of each pro-

posal there are substantial differences among these seven examples . A com-

parison of examples 1 and 2 using the data underlying Table 36-3, which data ar e

presented in Appendix C to this Volume,indicates that the change in taxes would

be virtually the same in both cases only because of an average tax reductio n

of $114 resulting from the elimination of intra-family gifts received by the

second taxpayer . In the sixth example, a significant portion of income

received is investment income, a fact which results in an increase for the

average taxpayer in this group even though many single males under 2 2

years old and with incomes of between $3,000 and $ 3,500 are likely to have in-

come only from wages and salaries and so would experience a reduction in taxes .

The third and fourth examples consist of taxpayers who differ only in ag e

and occupation, but whose changes in tax liabilities would differ signifi-

cantly .

As Appendix B to this Volume shows, only 15,591 taxpayers out of a total

of 6,719,445 individuals filing tax returns in 1964 actually correspond to

any of these seven examples . We consequently turn to a summary of the effects

of our proposals on all resident taxpayers, classifying the 1964 tax retu rns

by income in order to show the major incidence effects of our proposed reforms .
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We subsequently summarize the differences in incidence patterns among

different age/occupation/sex groups of taxpayers .

Incidence by Income Class
for Residents

Table 36-4 shows average direct taxes paid by or attributable t o

resident taxpayers in each of 20 income classes . Under our proposals

average direct taxes would be reduced for taxpayers with comprehensive base

income below $10,000 and increased for taxpayers with income in excess of

$10,000 . The average change in direct taxes by broad income class is as

follows :

Decrease Increase Percentage

Income in~Taxes in Taxes Change

Less than $5,000 19 - -11. 7

$ 5,000 - $ 9,999 22 - -3 .3

lo,ooo - 14,999 - 71 3.8

15,000 - 24,999 - 142 3 .9

25,000 - 49,999 - 584 6.9

50,000or over - 8,472 26 .0

As this tabulation indicates, direct taxes would be made more progressive

under our proposals .

The extent to which the progressiveness of the tax system would be

increased is shown more clearly by Table 36-5, which presents what the

effective average rates of direct tax would be on the comprehensive base

income of taxpayers in each income class . The average rate of tax as pro-

posed gradually approaches 50 per cent as income rises . The current average

rate, on the other hand, is both substantially lower than under the proposed

system for incomes above $50,000 and rises at a slower rate even betwee n

the last two income classes . This is so even though the proposed tax rate

is by then already close to 50 per cent, which we have recommended as the

maximum rate .
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TABLE 36- 4

AVERAGE INCIDENCE OF CHANGES IN DIRECT TAXES FOR CANADIAN RESIDENTS
RESULTING FROM OUR PROPOSALS BY INCOME CLAS S

Percentage of
Comprehensive

Number of Average Tax Base Income Average
Income Taxpayers Comprehensive Cur rently Direct Taxes
Class in Class Tax Base Income Assessable Cur

--T

-rent Pr o~osecl

Less than $1,000 698,227 473 98.6 6 -~

$ 1,000 - 1,999 919,539 1,524 97.2 41 22

2,000 - 2,999 1,076,928 2,561 95.1 133 116

3,000 - 3,999 1,072,471 3,606 94.4 236 212

4,ooo - 4,999 1,001,470 4,670 93.9 352 325

5,000 - 5,999 722,461 5,718 93.6 498 474

6,000 - 7,999 662,694 7,159 92.5 726 700

8,000 - 9,999 231,123 9,349 89.3 1,147 1,140

10,000 - 11,999 85,601 11,597 83 .5 1,599 1,653

12,000 - 14,999 83,529 14,125 81 .4 2,152 2,240

15,000 - 19,999 67,292 17,905 78.9 3,134 3,273

20,000 - 24,999 29,406 23,337 77 .8 4,643 4.,792

25,000 - 34,999 29,842 30,090 76 .7 6,808 7,066

35,000 - 49,999 18,663 43,142 73.6 11,081 12,185

50,000 - 74,999 10,790 61,684 72.4 17,269 20,098

75,000 - 99,999 3,710 88,291 70.9 26,635 32,237

loo,ooo - 149,999 3,113 120,305 69 .6 37,458 48,129

150,000 - 199,999 1,119 173,398 68 .9 56,076 74,392

200,000 - 299,999 834 243,899 68 .4 80,914 108,908

300,000 or over 633 565,523 68 .7 199,685 267,234

All classes 6,719,445 4,756 89.4 540 554

Note : All taxes are before abatements to the provinces . Current taxes include old age security taxes,
attributed corporation income taxes and attributed taxes on gifts and bequests . As in Appendix C
to this Volume, proposed taxes include the attribution of deferred taxes on the investment income
of Registered Retirement Income Plans . Calculations are as described in the listing of subroutine
INCID2 presented in J . Bossons, A General Income Tax Analyzer , a study published by the Commission .
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TABLE 36- 5

AVERAGE EFFECTIVE RATES OF FEDERAL DIRECT TAXES
FOR RESIDENTS BY LEVEL OF INCOME DEFINED IN

ACCORDANCE WITH OUR COMPREHENSIVE TAX BASE

Average Tax Rates
on Comprehensive

Tax Base Income Change in

Income Current Proposed Direct Taxes

Less than $1,000 1.3 - -101. 9

$ 1,000 - $ 1,999 2.7 1.4 -45.0

2,000 - 2,999 5.2 4.5 -12.9

3,000 - 3,999 6.5 5.9 -10.2

4,000 - 4,999 7.5 7.0 -7.9

5,000 - 5,999 8.7 8.3 -4.8

6,ooo - 7,999 10.1 9.8 -3.5

8,000 - 9,999 12.3 12.2 -0. 7

10,000 - 11,999 13.8 14.3 3.4

12,000 - 14,999 15.2 15.9 4.1

15,000 - 19,999 17.5 18.3 4.5

20,000 - 24,999 19.9 20.5 3.2

25,000 - 34,999 22.6 23.5 3.8

35,000 - 49,999 25.7 28.2 10.0

50,000 - 74,999 28.0 32.6 16.4

75,000 - 99,999 30.2 36.5 21.0

100,000 - 149,999 31.1 40.0 28.5

150,000 - 199,999 32.3 42.9 32.7

200,000 - 299,999 33.2 44.7 34.6

300,000 or over 35.3 47.3 33. 8

All residents 11.4 11.6 2. 6

Note : Average effective rates of tax are calculated by dividing total direct

taxes paid by or attributable to taxpayers in each class by the tax-
payers' total comprehensive income. The reduction would be more than

100 per cent in the bottom income group because of the attribution of
some credits for corporation income taxes to trustees of Registered

Retirement Income Plans .
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The projected changes in average direct taxes shown in Table 36-4 are

partly the result of the proposed changes in tax rates, partly the result

of proposed changes in assessable income, and partly the result of other pro-

posals . The personal income tax rates which we recommend are substantially

lower than current rates, and would result in lower taxes but for a proposed

large increase in the tax base . The fraction of comprehensive base income

assessable under current tax law for the average taxpayer in each income

class is shown in Table 36-4 . The fraction declines from almost 100 pe r

cent for the lowest income groups to 69 per cent for the highest income

groups . The large increase in assessable income under our proposals would

more than offset the reduction in tax rates for the average upper income

taxpayer .

The average change in direct taxes which would result from each of the

major categories of the proposed reforms is shown in Table 36-6 for taxpayers in

each income class . Except for the three lowest income classes, in respect of

whom taxing the comprehensive base would result in a reduction in average taxes

primarily because of the allowance of employment expenses, the effect of

adopting the comprehensive tax base would be to increase average taxes sub--

stantially. This increase on average would be more than offset for taxpayers

with taxable income under our proposals of less than $10,000 by the combined

effect of the rate reductions, of integrating the personal and corporation

income taxes, of eliminating taxes on intra-family gifts and bequests and of

allowing full credit for corporation income taxes attributable to the trustees

of Registered Retirement Income Plans . However, because such a large pro-

portion of the income of upper income taxpayers is at present untaxed, the

effect of adopting the comprehensive tax base would be to bring about a

substantial increase in the average taxes paid by taxpayers in such brackets .

Needless to say, exceptions exist . Upper income employees or self-employed

taxpayers obtaining income almost entirely as salary or as business or profes-

sional income would pay lower taxes .
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TABLE 36-6

PARTICULARS OF AVERAGE CHANGE8 IN DIRECT TAXES
FOR TAXPAYERS IN EACH INCOME CLASS

(dollars )

Effect of Changes
Changes Integrating Arising
Caused by the Personal from
Reductions and Corpo- Adoption Effect of

Proposed in Personal ration of the Changes i n
Taxable Income Income Comprehensive Concessionary Other Total
Income Tax Rates Taxes Tax Base Allowances Changes Changes

Less than$1,000 -1 -4 - - -1 -6

$ 1,000 - 1,999 -4 -4 -5 -1 -2 -19

2,000 - 2,999 -6 -8 -4 4 -3 -17

3,000 - 3,999 -24 -9 11 4 -6 -24

4,000 - 4,999 -46 -12 39 2 -10 -27

5,000 - 5,999 -56 -17 64 -1 -14 -24

6,000 - 7,999 -68 -29 103 -11 -21 -26

8,000 - 9,999 -79 -73 195 -14 -36 -7

10,000 - 11,999 -109 -149 390 -4 -74 54

12,000 - 14,999 -157 -200 563 -3 -115 88

15,000 - 19,999 -298 -324 905 8 -152 139

20,000 - 24,999 -549 -471 1,372 -2 -201 149

25,000 - 34,999 -982 -611 2,107 17 -273 258

35,000 - 49,999 -1,472 -901 3,900 27 -450 1,104

50,000 - 74,999 - 2,105 -995 6,495 43 -609 2,829

75,000 - 99,999 -3,406 -687 10,657 54 -1,016 5,60 2

loo,ooo - 149,999 -3,992 -257 16,117 73 -1,270 10,671

150,000 - 199,999 -5,573 704 24,838 129 -1,777 18,321

200,000 - 299,999 -7,578 1,963 36,006 83 -2,485 27,989

300,000 and over -19,088 7,079 84,359 117 -4,918 67,549

All classes -56 -29 117 - -18 14

Notes : "Changes Arising from Adoption of the Comprehensive Tax Base" include the effects of widening the
corporation income tax base and of eliminating the current taxes on gifts and bequests as well as
increases in the personal income tax base arising from including capital gains, gifts „ currently
exempt investment income, and other currently exempt income .

"Other Changes" include the attribution of corporation income tax credits on the investment income
of Registered Retirement Income Plans, .and the attribution of taxes eliminated from intra-family
gifts and bequests .

Some columns do not add to totals shown in Table 36-4 because of rounding .

Source: Appendix C to this Volume, Table C-6 .



61

The changes shown in Tables 36-4, 36-5 and 36-6 apply to the average

taxpayer in each income class . Because of the wide variation in sources of

income among taxpayers, there is similar variation in the ratio of currently

taxed income to comprehensive tax base income . As a result, many different

cases underlie the average . The extent to which taxes would be changed for

taxpayers in each income class varies considerably from taxpayer to taxpayer .

Table 36-7 shows how the proposed changes in taxes would be distributed

among taxpayers in each income class . The number of taxpayers in income

classes whose taxes would be changed by more or less than 15 per cent as a

result of our proposed reforms is as follows :

Income

Less than $5,000

$ 5,000 - 9,999

lo,ooo - 14,999

15,000 - 24,999

25,000 or aver

Total

Numbers of Taxpayers for Whom
xes Would Taxes Would Taxes Would

be Decreased be Changed be Increased
by More Than by Less Than by More Than
15 per cent 15 Mr cent 15 per cent

2,713,328 1,685,259 370,048

404,144 1,038,796 173,338

5,269 125,901 37,960

1,895 70,918 23,885

182 42,263 26,259

3,124,818 2,963,137 631,490

All in all, over 3.1 million taxpayers -46 per cent of all taxpayers-would

have direct taxes paid by or attributable to them reduced by more than 15 per

cent. Of these, almost 1 .4 million would pay no direct taxes even though

direct taxes are currently paid on income attributable to them. Somewhat

over 630,000 taxpayers would have direct taxes attributable to them increased

by more than 15 per cent .

The wide variation in the extent to which direct taxes would be change d

for each taxpayer is primarily the result of variations in :
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TABLE 36- 7

NUMBERS OF TAXPAYERS IN EACH INCOME CLASS WITH DIFFERENT

PERCENTAGE CHANGES IN DIRECT TAXES UNDER OUR PROPOSAL S

Number of Numbers of Taxpayers Who Would Still Pay Direc t

Taxpayers Taxes and for Whom Direct Taxes Would Be Number

for Whom of Tax-
Direct Reduced Reduced Changed Increased Increased payers

Taxes by More by 5 Per by Less by 5 per by More Added to
Would be Than 25 cent to 25 Than 5 cent to 25 Than 25 Direc t

Income Eliminated per cent per cent per cent per cent per cent Tax Roll Total

Less than $1,000 631,712 33,488 - 28,027 - - - 698,227

$ 1,000 - $ 1,999 352,5113 245,013 151,853 89,560 30,603 48,813 1,149 919,539

2,000 - 2,999 196,444 237,678 156,478 315,434 32, 355 87,592 947 1,076,928

3,000 - 3,999 158,858 171,332 311,967 289,598 64,673 73,913 1,630 1,072,471

4,000 - 4,999 41,411 234,008 294,772 300,114 73,171 57,004 990 1,001,470

5,000 - 5,999 5,138 51,841 347,924 207,074 60,905 48,229 1,350 722,461

6,000 - 7,999 902 18,432 579,962 122,385 90,819 49,282 912 662,694

8,000 - 9,999 295 2,231 123,3 32 38,707 46,453 19,596 9 231,123

10,000 - 11,999 39 535 37,332 14,370 21,256 11,969 - 85,601

12,000 - 14,999 97 149 28,35 5 13,593 27,244 9,090 - 83,529

15,000 - 19,999 23 63 25,777 11,838 23,318 6,268 - 67,292

20,000 - 24,999 9 51 11,106 4,711 11,493 2,036 - 29,406

25,000 - 34,999 14 23 11,556 5,168 9,5 63 3,528 - 29,842

55,000 - 49,999 1 3 628 7,828 6,678 3,525 - 13,663

50,000 - 7 4,999 1 46 2,526 4,253 5,959 - 10,790

75,000
- 99,999 - - - 224 1,317 1,669 - 3,710

loo,ooo - 149,999 - - - 9 5 1,087 1,933 - 3,113

150,000 - 199,999 - - - 22 278 819 - 1,119

200,000 - 299,999 - - - 19 131 684 - 834

300,000 or over - - 2 11 48 572 - 63
3

All classes 1,387,556 1,050,398 1,381,591 1,456,302 506,150 430,481 6,987 6,719,44 5

Note : As in Table 36-4, all direct taxes are before abatements to the provinces . Currently, direct taxes include

old age security taxes, attributed corporation income taxes and attributed taxes on gifts and bequests .

Proposed direct taxes would include taxes deferred on the investment income of Registered Retirement Income

Plans . Calculations are described in the listing of subroutine ACCDEL presented in J . Bossons, A General

Income Tax Analyzer , a study published by the Commission .
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1 . The degree to which different taxpayers' incomes are currently exemp t

from tax .

2 . The degree to which different taxpayers' incomes are currently subjec t

to both personal and corporation income taxes .

3. Taxpayers' family status and eligibility for other allowances which

can result in substantial tax changes by substituting tax credits for

exemptions .

Incidence By Income Class for Different
Age, Occupation and Sex Group s

The use of data on average changes in direct taxes attributable to

taxpayers in each income class to measure the effects of our proposed re -

forms has the serious defect that taxpayers with different family responsi-

bilities and different types of income are all grouped into one income class .

Table 36-7 indicates the wide variation in tax changes for taxpayers in each

income class ; in this section we provide a further illustration of this varia-

tion by presenting data on changes which would occur in attributable direct

taxes for taxpayers classified by age, occupation and sex as well as by

income .

Table 36-8 shows the average changes which would occur in direct taxes

attributable to taxpayers in selected income classes for some of the age/

occupation/sex groups into which we have classified tax returns . The varia-

tion among these average changes is very great, especially for middle income

taxpayers . For taxpayers with comprehensive tax base incomes between $6,000

and $7,999, the range of the average change in taxes in each age/occupation/

sex group is $333 (from a reduction of $75 to an increase of $258), roughly

45 per cent of all direct taxes currently attributable to the average tax-

payer with this income . For taxpayers with incomes between $12,000 an d

$14,999, the range of the average change in direct taxes in each age/occupation/

sex group is $605 (from a reduction of $137 to an increase of $468), about

one third of the average current direct tax on taxpayers with this income .
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TABLE 76-8

AVERAGE CHANGES IN DIRECT TAXES ATTRIBUTABLE
TO TAXPAYERS WITH SELECTED INCOI•SES IN
SELECTED AGE/OCCUPATION/SEX GROUPS

(dollars )

Changes in Direct Taxes for Taxpayers

With Incomes of

1,000- 4,ooo- 6,000- 12,000- 25,000- 100,000-

Aae and occupation Sex 1 1999 j 999 7,999 14,999 34,999 149,000

21 years old or unde r

22 - .25 years old

26 - 59 years old

Male -13 26 58 261 22j 8„09

Female -21 -17 54 277 1,0711. ].2, 770

Male -24 -39 -44 73 1,475 12,059

Female -24 -37 2 326 1,192 12,521

Employees r1ale -14 -49 -75 -85 -505 5,293

Employees Female -32 -53 -61 92 511 -

Farmers and fishermen - -2 -29 -55 -157 ->18 -

Investors Male 16 -152 50 344 435 11,762

Investors Female -26 -200 -64 447 770 12,728

40 - 64 years ol d

Employees Male -7 -36 -54 -77 -339 6,605

Employees Female -29 -48 -2 244 602 10,507

Farmers and fishermen - -10 1 0 65 -261 9,018

Doctors, dentists an d

lawyers - -18 -72 6o 79 -375 4,339

Other self-employe d

professionals - -28 -5 18 71 -176 4,434

Salesmen - -5 -18 3 -30 -411 4,839

Investors Male -39 22 210 371 1,304 12,640

Investors Female -9 47 157 307 1,440 13,101

65 years old or over

Employees - 17 32 41 -32 208 8,249

Farmers and fishermen - -6 76 179 376 692 10,617

Investors Male -38 134 258 468 1,386 14,748

Investors Female -64 69 192 409 1,707 13,686

Pensioners Male 11 17 -21 -134 594 6,231

Pensioners Female 29 95 70 265 -441 -

Note : Direct taxes attributable to taxpayers are those described in the note to Table 36-2 . Taxpayers are

classified into age/occupation/sex groups on the basis of major income source .

Source : J . Bossons, Who Benefits and Who Pays : The Incidence on Different Income and Occupation Groups

of Income Tax Changes Resulting from the Commission's Recor .+.mendations , a study published by the

Commission .
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Needless to say, if there is this much variation in the class averages,

there would be still more variation in changes for individual taxpayers .

Table 36-9 shows the number of taxpayers in each age/occupation/sex group

with incomes between $6,000 and $7,999 whose taxes would be changed by

different percentages .

The reasons for the wide variation in tax changes has already been noted

and can be illustrated by an examination of the seven examples previously

discussed . Underlying data showing the relative importance of the effect s

of various proposed reforms as well as of tax base changes are provided in

a separate study for taxpayers classified by income in each age/occupation/

sex group 51 The study also presents detailed data on the range of proposed

tax changes in each income class for each age/occupation/sex group .

Some specific differences among groups are worth noting . For male

employees under age 65, taxes would be reduced in all but the highest income

groups, almost entirely as a result of the re ductions in tax rates . Female

employees would experience a larger number of tax inc reases, primarily

because many female employees are married to husbands who have larger in-

comes and who claim all dependants and other allowable deductions . More-

over, because we have not agg regated taxpayers into family units, taxes

under our proposals for married women filing as single have been calculated

using the rate schedule for unattached individuals, thus overstating taxes

for many married women in lower income groups 9.

The varied changes in taxes for different groups noted in Table 36-8

can be further analyzed by using the detailed underlying data presented in

the study just cited V .
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TABLE 36-9

Are and occupation

21 years old or unde r

NUMBERS OF TA:4?AY'e12S WITH IPiCOMBS OF *6, 000 -*7, 999

IN SELECTED AGE/OCCUPATION/SEX GROUPS WITH DIFFERENT
PERCENTAGE CHANGES IN DIRECT TAXES

Number of Numbers of Taxpa•yers Who Would Still Pay Direct Numbers

Taxpayers Taxes and for Whom Direct Taxes Would Be of Tax-
for Whom Reduced Reduced Changed Increased Increased payers

Direct Taxes by More by 5 per by Less b y 5 per by More Added to

Would be Than 25 cent to 25 Than 5 cent to 25 Than 25 Direct
Eliminated ner cent per cent per cent per cent per cent Tax Roll Tota lSe x

- Hale 23 514 3,225 7,313 15,726 5,400 412 32,413

- Female - 166 1,232 140 1,727 701 - 3,966

22 - 25 years old

- Male - 412 10,878 3,230 4,506 1 - 19,027

- Female - 40 40 706 23 21 - 830

26 - 59 years old

rm.nloyees Male 370

Employees Female 100

Farmers and fishermen -- 2

Investors Male -

Investors Female -

40 - 64 vears old

Employees Male 320

Employees Female 20

Farmers and fishermen - 6

11,386 174,843 33,167 9,652 481 - 229,899

521 3,706 4,563 459 101 - 9,450

360 1,176 645 445 - - 2,628

127 62 20 20 260 20 509

50 766 65 40 100 5 1,026

3,128 172,637 38,409 27,665 2,090 25 244,274

590 4,212 15,594 2,363 - - 22,779

440 2,494 3,011 2,404 465 - 8,820

Doctors, dentists and

lawyers - - 42 42 202 277 31 1 645

Other self-employe d

professionals - 1 8 233 313 231 94 - 885

Salesmen - 80 1,415 1,527 1,081 305 20 4,828

Investors Male 1 40 595 120 777 3,599 65 5,197

Investors Female - 130 25 1,576 720 1,922 - 4,373

65 years old or over

Employees - - 100 120 7,274 4,320 516 - 12,330

Farmers and fishermen - - - - 140 1,761 546 - 2,447

Investors and renters Male - 20 60 - 20 8,962 - 9,062

Investors and renters Female - 20 - - 5,915 295 - 6,230

Pensioners Male - - 1,795 2,155 301 170 - 4,421

Pensioners Female - - - 1,175 1,190 101 - 2,466

All classes 902 18,432 379,962 122,385 90,319 49,282 912 662,694

Notes : As in Table 36-7, all direct taxes are before abatements to the provinces . Currently, direct taxes include

old age security taxes, attributed corporation income taxes and attributed taxes on gifts and bequests .

Proposed direct taxes would include taxes deferred on the investment income of Registered Retirement Income

Plans. Calculations are described in the listing of subroutine ACDEL presented in J . Bossons, A General

Income Tax Analyzer , a study published by the Commission.

Source: J . Bossons, Who Benefits and Who Pays : The Incidence on Different Income and Occupation Groups of Income Tax Changes

Resulting from the Commission's Recommendations, a study published by the Commission.



67

INCIDENCE OF CHANGES IN SALES TAXES

Even though variation in spending patterns among households would result

in some variation in the amounts of sales taxes paid on goods and services

purchased by families with a given income, such variation would be small com-

pared to the variation in direct taxes . The average changes in sales taxes

attributable to families in broad income classes which would result from our

recommendations are shown in Table 36-10 . For families with incomes between

$2,000 and $10,000, our recommendations would result in a decline of roughly

12 per cent in sales taxes paid. For families with incomes over $10,000,

sales taxes paid would be increased because of the enlargement of the sales

tax base resulting from the inclusion of services .

INCIDENCE OF ALL TAXES COMBINED

Because we have analyzed the incidence of direct taxes on the basis of

the individual taxpayer rather than the family, it is difficult to combine

our estimates of the incidence of direct taxes with the estimates of changes

in sales taxes presented in Table 36-10 . To do so, we have assumed average

direct taxes attributable to families in each income class to be the same as

the average direct taxes attributed to all taxpayers in the class, even

though the combined effect of aggregating incomes in each family unit and

taxing the aggregate income under the family rate schedule instead of the

rate schedule for unattached individuals would be to reduce taxes somewhat

for lower and middle income families and increase taxes for upper income

families . Estimates of the combined effect of the proposed changes in

direct taxes and sales taxes are shown in Table 36-11 .

It is apparent from Table 36-11 that the net effect of our recommenda-

tions is to increase the progressiveness of the tax system. Total

federally collected taxes on residents would be reduced on the average by

roughly 10 per cent for families with incomes of less than $5,000 and by

roughly 7 per cent for families with incomes between $5,000 and $10,000 .
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TABLE 36-10

CHANGES UNDER OUR PROPOSALS IN AVERAGE SALES TAXES
BORNE BY FAMILIES IN DIFFERENT INCC 14E CLASSES

Average Sales Taxe s
Paid or Attributed Average Change Percentage

Income Class Current Proposed in Tax Change

Less than $2,000 80 78 -2 -2. 5

$2,000 - 2,999 144 131 -13 -8.8

3,000 - 3,999 212 187 -25 -12.2

4,000 - 4,999 252 218 -34 -13.4

5,000 - 6,999 347 303 -44 -12.9

7,000 - 9,999 503 435 -68 -13. 5

10,000 and over 722 856 134 18.4

All classes 269 248 -21 -7. 8

Note : These estimates are based on 1961 data.

Source : Appendix E to this Volume .

TABLE 36-11

ESTIMATED CHANGES IN SALES AND DIRECT TAXES COMBINED
FOR FAMILIES IN DIFFERENT INCOME CLASSE S

Average Current Tax Average
Direct Sales Change Percentage

Income Class Taxes Taxes Total in Taxes Change$ f F

$
Less than $2,000 26 80 106 -15 -14.6

$2,000 - 3,999 184 180 364 -40 -11.0

4,000 - 4,999 352 252 604 -61 -10.1

5,000 - 6,999 575 347 922 -69 -7.5

7,000 - 9,999 909 503 1,412 -81 -5 . 7

10,000 and over 5,178 722 5,900 807 13 .7

All classes 540 269 809 -7 -0. 9

Note : Average direct taxes attributable to families in each income class
are assumed to be the same as the average direct taxes attributable
to all taxpayers in that income class . Current taxes include ol d
age security taxes . All taxes are before abatements to the provinces .
For other notes see Appendix E to this Volume .

Sources : Table 36-4 and Appendix E to this Volume .
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Taxes would be increased on the average by 14 per cent for families with

incomes in excess of $10,000, though this average brings together a wide

variety of changes in taxes for individual families with incomes over

$10,000 .

CONCLUSIONS

1 . Federal taxes would be changed as a result of our proposals, on

the basis of 1964 income and disregarding transitional costs as

follows :

Millions of Dollars

For non-residents - increase 271

For residents - reduction in sales and
excise taxes 125

- increase in direct taxes 76 -49

222

2 . The increase in taxes on non-residents would result from the followin g

changes in corporation taxes :

a) Elimination of concessions to the resource industries and some

financial institutions .

b) Removal of the low rate of tax for small businesses .

3 . The proposed reforms of direct taxes would have offsetting effects .

The most important reform for low income and middle income taxpayers

would be the reduction in personal income tax rates, while the most

important change for most high income taxpayers would be the bringing

of income now untaxed into the tax base .

4 . Over 46 per cent of all taxpayers would have direct taxes paid by or

attributable to them reduced by more than 15 per cent . About 10 per

cent of all taxpayers would suffer increases in direct taxes of more

than 15 per cent .
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5 . Federally collected taxes would be reduced by roughly 10 per cent on

average for families with incomes of less than $5,000 and 7 per cent

for those with incomes between $5,000 and $10,000 . For families with

incomes exceeding $10,000 the average increase would be 14 per cent .
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~ A minor exception to this statement is that taxpayers are classified

by comprehensive base income less concessionary allowances, that is,

by amounts of "taxable income" under our proposals . The effect of

this is to make the taxpayers grouped in any income class more similar

in their tax liabilities under our proposals, since taxes are computed

on taxable income rather than on assessable income before the deduction

of concessionary allowances . The difference between taxable income

and assessable income is, in any case, little more than 5 per cent of

assessable income for the average taxpayers in even the lowest income

classes .

~ The effects of possible shifting of taxes are discussed in general in

Chapter 6; the effects of possible shifting of the corporation income

tax are discussed in Chapter 19. An extensive investigation of the

sensitivity of the overall incidence of the tax system to shifting of

sales and corporation income taxes is presented in W. I. Gillespie ,

The Incidence of Taxes and Public Expenditures in the Canadian Economy ,

a study published by the Commission. Gillespie's study indicates that

the overall incidence of the tax system is affected very little by

changes in the amount of shifting assumed .

jJ As was true for the analysis of total revenue changes presented in

Chapter 35, the analysis reported in this chapter is dependent upon

the assumptions summarized in Appendix A to this Volume and upon the

computer programmes and data described in detail in J .. Bossons ,

A General Income Tax Analyzer , a study published by the Commission .

The procedure followed in this analysis is described in Chapter 35 and

in Appendix B to this Volume . The basic data consist of the information

reported on each of 417,000 returns included in the sample underlying

the tabulations in the Department of National Revenue 1966 Taxation

Statistics , Ottawa : Queen's Printer .
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YJ The term "residents" includes non-residents who receive income

earned in Canada from wages and salaries, net rentals or other

sources and who file Canadian personal income tax returns .

~ J. Bossons, Who Benefits and Who Pays : The Incidence on Different

Income and Occupation Groups of Income Tax Changes Resulting from the

Commission's Recommendations, a study published by the Commission .

61 A discussion of the changes resulting from aggregating taxpayers int o

family units is contained in Chapter 11 .



CHAPTER 37

THE ECONOMIC EFFECTS OF THE
PROPOSED TAX REFORMS

A discussion of the probable economic effects of the income tax reforms

we have proposed has been postponed until this point because we consider our

proposals as parts of a unified structure rather than independent elements

that can be considered in isolation from one another . It is their joint

effect that is important . If any one of the major elements of the reform

package were not adopted we believe that it would be necessary to modify

one or more of the other elements . The individual proposals are designed to

complement and, in some cases, compensate for one another .

Through our reforms we have sought to design a tax system that would

be fair ; but at the same time we wanted to develop a system that would not

reduce the rate of economic growth . Equity, after all, has to be defined

in terms of income received in future years as well as income received

currently . There is little to be gained if, in the name of equity, the

reformed tax system were to erode the sources of future income in order to

redistribute current income . Our purpose here is to show that in achieving

greater equity we do not have to sacrifice economic growth. Indeed, the

tax system we propose should, by improving the allocation of saving, increase

the growth rate without reducing current consumption or increasing our

dependence on foreign capital .

We want to repeat what we stated in Volume 2 . We have not tried to

design a tax structure that would increase the growth rate by, in effect,

forcing Canadians to work harder and consume less . Canadians may well be

satisfied with the higher growth rate that could be achieved virtually with-

out cost, that is, without reducing consumption, through the maintenance of

full employment by a more effective use of fiscal policy and through the

improved allocation of resources that could be brought about by the intro-

duction of the tax reforms we recommend .

73
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If it is generally agreed that increases in the growth rate beyond

those that would result from the implementation of our recommendations

should be pursued, despite the costs involved, the government should either

change the mix of fiscal, monetary and exchange rate policies or adopt a

system of investment tax credits, more accelerated capital cost allowances

and more generous registered retirement income provisions . How the mix of

policies could be altered to increase the growth rate is discussed in

Volume 2, as are the specific tax measures that could be introduced for

that purpose . We are convinced that it would be a serious mistake to

distort the whole tax structure in an attempt to increase the rate of

saving and investment when these more effective and more equitable methods

are available .

To propose the adoption of an inequitable tax system that would

force Canadians to bear the costs of a higher growth rate than they may

want would be both presumptuous and foolish . Changing the aggregate

saving and investment rate requires decisions that only our elected

representatives should make . If, after public debate, it is decided that we

should sacrifice more current leisure and more current consumption for more

future goods and services, this goal should be pursued in the most effi-

cient and equitable manner. By the use of policies that affect aggregate

spending and saving Canadians can have an equitable tax structure and a

higher rate of growth .

Earlier in the Report we explained in detail why we believe that

the system we propose would be much more equitable than the present

system. We explained fully how it could be applied and administered .

But we have only briefly discussed how the recommended tax structure would

change the allocation of resources and we have said virtually nothing about

the effects it would have on aggregate saving and investment . The purpose
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of this chapter is to fill in these gaps . In particular, we hope to be

able to show that the adoption of the more equitalbe tax structure we

recommend :

1 . Would not reduce aggregate saving .

2 . Would bring about a major reallocation of the flow of saving .

3 . Would result in higher rates of fixed capital formation in those

industries and corporations with the highest expected before-tax

rates of return .

4 . Would compensate more effectively than the present tax system fo r

market biases that deter investment in new and risky ventures .

5 . Would encourage more Canadian ownership of Canadian industry without

creating unmanageable balance-of-payments problems .

The main point we seek to make is this : the present tax system

grants concessions that are either inefficient in terms of revenue for-

gone relative to the results achieved, such as the low rate of tax on

the first $35,000 of corporate income, or are far too generous relative

to the possible market biases for which they are supposed to compensate,

such as mineral depletion. The replacement of inefficient concessions

by efficient concessions would make it possible to provide more assist-

ance where it is really needed. The withdrawal of unnecessary concessions

would make it possible to reduce taxes where expected before-tax rate s

of retuzn are higher. This would result in a shift in capital to more

productive uses and hence in greater future output .

The chapter consists of eleven sections . The first section discusses

the effects which the'adoption-'of the proposed tax system would have on

the quantity and quality of labour effort . Although this discussion is
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to some extent a diversion from the main theme of the chapter we think

it is desirable to pull together what has been said elsewhere in the

Report on this important subject and to state the implications more

explicitly .

The second section is concerned with the circumstances under which

the tax system should be used to compensate for biases that distort the

allocation of fixed capital . A brief summary of our recommendations

that would have an important impact on the allocation of fixed capital

is provided, together with an indication of the quantitative importance

of an improved allocation of fixed capital .

We are proposing a multitude of changes that would interact in a

complex way . Some of the changes would offset one another ; other

changes would together have a compound effect . In assessing the economic

impact of the proposed system it is imperative, therefore, that these

interactions be recognized and that the correct weights be given t o

the various recommendations . Zb assist in this weighting process we

have made detailed estimates of the corporation income tax changes we

propose, classified by industry, by type of reform and by ownership .

These estimates, together with other pertinent data against which they

can be compared, are provided in the third section .

In the following three sections we analyze the impact that our

proposals would have on the rates of saving and fixed capital formation

by businesses . Most attention is given to large, resident-owned

Canadian corporations that do not have special industry tax concessions .

It is shown that despite small tax increases at the corporate level,

and the full taxation of share gains, the proposed integration of

personal and corporation income taxes for resident shareholders would

probably increase the rate of fixed capital formation for these corporations .
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This expansion would be financed through a reduction in the proportion

of earnings distributed and by an increased volume of new share issues .

On the basis of this framework we then consider the implications

for non-resident-owned corporations, for corporations that now enjoy

special industry concessions, for small corporations, for unincorporated

businesses and for real estate . In the last of these three sections

the overall effect on business saving is discussed and some estimates

are provided. While the estimates are subject to a wide margin of

error they show that on the basis of all of the information available,

it is unlikely that business saving would decline .

The seventh section analyzes the effect that the adoption of the

proposed tax system would have on the volume and form of personal

saving. The available data indicate that the adoption of our proposals

would lead to a modest reduction in personal saving . More important,

a major change in the form of personal saving would occur with more

funds flowing into riskier equity investments and less into safer,

fixed income securities .

The estimates of the probable changes in business and personal

saving derived earlier are brought together in the eighth section .

They are considered in the context of the estimated change in govern-

ment saving . It is shown that the small increase in government saving

resulting from increased government revenues would offset the small

reduction in private saving so that total domestic saving probably

would not be changed by our proposals .

Adoption of the proposed system would induce some substantial

changes in gross international capital movements . The ninth and tenth

sections analzye the impact that these could have on the balance of
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payments and discuss what might be done to increase the rate of growt h

if the increased growth resulting from the adoption of our recommendations

was judged to be inadequate .

A final section of the chapter summarizes the discussion and re-

capitulates the conclusions .

From this brief summary of the contents of the chapter it is apparent

that many of the economic effects of our proposals are not considered

here . In particular, issues that have been discussed at length else-

where in the Report, such as the international economic implications of

our recommendations, distributional effects and the problems of maintaining

economic stability, are not reopened except where they bear upon ou r

main theme . The stability implications of our recommendations are not

discussed because we are satisfied that the adoption of the proposed

system would not alter materially the built-in stability of the syste m

or make it more difficult to institute effective discretionary stabiliza-

tion policies . Our main concern is with the impact of our proposals

upon the future rate of growth ; it is on this subject that this chapter

is primarily focused .

EFFECTS ON THE QUANTITY AND
QUALITY OF LABOUR EFFORT

The potential output of goods and services would be increased if

Canada had a greater supply and a higher quality of labour effort .

This could be achieved with a larger labour force, a better trained

and.educated labour force, and a labour force that was willing to work

longer and harder . What evidence there is suggests that taxes have

relatively little impact on the size, skill and industriousness of

the labour force . Changes in its size and quality are for the most

part probably explained by :
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1. Changes in social and cultural factors that largely account for

changes in the birthrate .

2 . Changes in international disparities in living standards, employment

opportunities and government policies that largely account for changes

in net immigration .

3 . Changes in industrial composition, retirement income and educational

standards that largely account for changes in age-sex specific labour

force participation rates .

4. The desire to substitute more leisure for more consumer goods and

services as real income rises .

5 . Irreversible declines in labour hours during periods of unemployment

that, together with 4, largely account for changes in average hours

worked by employed persons .

Our task would have been simplified had we been convinced that the supply

of effort was solely determined by these factors . If this could have been as-

sumed, it would have meant that changes in the tax structure would have no

appreciable impact on the quantity and quality of available effort. We would

then have been able to try to devise a fair and administratively feasible tax

structure and to ignore the impact of the tax structure on the supply of effort .

We were unable to accept this simplifying assumption and consequently hav e

been forced to weigh the advantages and disadvantages of tax structure changes

that would make the system more equitable and workable against changes that

would tend to increase the supply of effort . Some of the more important

factors that we have considered are discussed below .

Lower Marginal Rates

Provided that the family's average tax rate at its existing income

level remains unchanged, the family is provided with an incentive to increase

its labour income if the effective marginal tax rate applicable to labour



80

income is reduced . Many families would not be able to respond to thi s

incentive, of course . Institutional restrictions upon hours of work and

family responsibilities may effectively limit the number of hours of labour

that the family can sell. However, there are other families who have the

opportunity to sell more hours of employment . For these families the number

of hours sold reflects the family's relative evaluation of the benefits of

additional income and the benefits of additional leisure . In some circum-

stances, the head of the household may be able to work more hours at hi s

major occupation, as in the case of the self-employed. Perhaps more frequent-

ly the head of the household can accept a second, part-time job or other

members of the family can decide to enter the labour force, seeking either

part-time or full-time work .

If marginal tax rates were reduced without a reduction in average tax

rates it is impossible to predict how great a response there would be or how

quickly the ultimate response would be felt, but the direction of the response

would be clear : aggregate hours worked would increase .

It might be thought that a reduction in average rates of tax in addi-

tion to reduced marginal rates would increase the incentive to work . This

is not likely to be the case . A reduction in average tax rates increases

the disposable income that can be obtained with the same effort or, to put

it another way, it reduces the effort needed to obtain a given disposable

income . When average and marginal rates are both reduced some will choose

both more leisure and an improved standard of living even though the rewards

for additional effort are increased l/ . The net effect upon the supply of

labour effort of a tax change that reduces both average and marginal rates

of tax is the refore uncertain : lower marginal rates would always encourage

greater effort; lower average rates would probably reduce effort .

We have proposed that the top marginal rate of the personal income

tax be reduced from 80 per cent to 50 per cent and that this maximum

rate be applied to income in excess of $100,000 . Under the present rate

schedule a marginal rate of 50 per cent or more is applied to income in
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excess of $25,000 . Other marginal rates in the middle and at the top

of the schedule have been reduced correspondingly in the schedules we

recommend . Consequently most taxpayers who depend primarily on wage

and salary income and who do not obtain a large proportion of their

remuneration in the form of benefits that have been tax f ree in the past

would find their average tax rates reduced slightly and the marginal tax

rates applied to additional income reduced materially 2/.

Because the adoption of our proposals would reduce both average and

marginal tax rates on wages and salary income,it is impossible to determine

a priori, what would be the net effect on the supply of labour effort . We

are of the opinion, and it can only be an opinion, that where tax considera-

tions are important, the negative effect on the supply of effort of the

reduced average tax rates would be more than offset by the positive effect

of lower marginal tax rates . However, because tax considerations are only

of minor importance, we expect that the labour effort supplied by the vast

majority would not be affected one way or the other .

The present system has high marginal.rates but has many loopholes by

which some upper income salaried people can obtain substantial tax-free or low

tax .benefits . Retirement allowances, pension deductions and, :until recently,

stock options were the most common methods of avoiding high marginal rates .

It has been argued that these loopholes had to exist if Canadian businesses

were to retain the best men and be able to bonus those who worked the hardest .

With the reductions in average and marginal rates that we propose this argu-

ment would lose any validity it may have had. We have no hesitation in

recommending that all benefits be brought into income and taxed at full rates .

Tax Inducements to Emigrate to the
United States from Canada

Except at the bottom end of the income scale current Canadian income

taxes are higher than current United States income taxes . This is parti-

cularly true for home-owning families with children. It is sometimes argued
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that these tax disparities induce middle and upper income individuals and

families to emigrate to the United States . We are sceptical that tax factors

have been a major factor in emigration . There are many other, and, we believe,

more significant pressures . Incomes in the United States are generally higher,

living costs may be lower and, for some occupations and professions, more

interesting work may be available there than here . In periods of unemployment

in Canada emigration to the United States in search of work is also important .

Moreover, it is misleading to compare taxes in the two countries and ignore

differences in the benefits the two governments provide . But having said all

this it cannot be denied that higher Canadian taxes may add to the reasons

some people have for leaving Canada .

The rate schedules we recommend would not eliminate all tax inducements

to emigrate to the United States . However, for those who depend primarily

on employment and professional inccme the unfavourable differential would

be substantially reduced for most family tax units . The tax comparisons

shown in Table 37-1 support this statement .

With the exception of middle income unattached individuals who would

be faced with small but unfavourable changes, the tax differential against

Canadians would be reduced or eliminated by the adoption of the rate schedules

we recommend . Where the unfavourable differentials were not eliminated they

would be so small in absolute terms that it is difficult to conceive that

they would exert a significant influence on the decision to emigrate .

The Participation Rate for
Married Women

The Canadian labour force could be immediately increased by a sub-

stantial amount if more married women were willing to work outside the home .

For most married women the decision to work in the home or outside the home

is not affected by tax considerations . But those women who believe that the

non-tax advantages and disadvantages of working outside the home are about

equal probably are deterred from taking a job when marginal rates on the

additional family income are high .
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TABLE 37-1

DIFFERENTIAL BETWEEN CANADIAN AND UNITED STATES
PERSONAL INCOME TAXE S

(dollars )

Unattached Family Without Family with
Individual Dependants Two Children

Income Current Proposed Current Proposed Current Proposed

5,000 -36 -13 -58 -109 26 -33

6,500 -15 30 -14 -75 108 27

8,000 18 57 42 -49 150 62

10,000 91 93 195 7 251 112

12,000 144 60 341 -3 418 177

15,000 242 -88 716 1 748 255

25,000 198 -1,230 2,202 -12 2,474 616

40,U00 -510 -3,635 3,582 -480 4,780 1,170

70,000 -2,332 -9,150 4,724 -2,932 8,245 1,343

100,000 -4,343 -15,208 5,533 -6,120 12,426 1,873

Notes :

1. It must be emphasized that these comparisons are based on "income" .
The definition of income that we propose would differ substantially

from the United States definition. Although there would be some
difference between the Canadian and United States definitions of

employment and professional income, the difference would be relatively
small . There would be major differences in the definition of property
income . The reader should therefore treat the comparisons as valid
for employment and professional income only. It is assumed that

standard deductions are claimed in comparisons for taxpayers without
dependants and that average itemized deductions are claimed by
families with 2 children as described in the notes to Table 11-14

of Chapter 11 .

2. The minus sign indicates that Canadian taxes are below United States
taxes .

3 . These comparisons ignore the premium on the United States dollar .

Source : Chapter 11 .
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If equity were of no concern the most effective tax method of en-

couraging the labour force participation of wives would be to impose low

marginal rates of tax at the bottom of the schedule, allow husbands and

wives to choose not to aggregate their incomes, and allow families to deduct

the special expenses incurred when wives work, or provide credits in lieu of

these deductions .s We are not prepared to recommend that Canada should go

this far to encourage the participation of married women in the labour force .

In particular, we believe that to achieve the fair allocation of taxes

between families, tax liabilities should be determined on the basis of the

aggregate income of the members. Not to do so would give an unwarranted

advantage to families with two income recipients relative to families with

one income recipient .

However, on equity grounds we accept the need for low tax rates at the

bottom of the income scale and some recognition of the special costs of

families with working wives where there are dependent children . On equity

grounds we also accept the proposition that working couples with low incomes

should not pay higher taxes than they would pay if they were single .

To such people few economies are possible through marriage and there are

extra expenses in establishing a household .

As is discussed .in Chapter 11, most married women without children

would generally find their tax position worsened under the system we propose .

Working would be slightly less attractive to them than it is now . Married

women with children would find the opposite . Because the proportion of

married women with .children is larger than the proportion without children

we expect that the net effect of the proposed changes would be favourable

to the participation of married women in the labour force . This result

could be achieved without sacrificing a fair tax system .

Education and Training

We have not tried to assess how the government could best encourage

more people to take more training and acquire more education . The broader
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issues are far outside our terms of reference . However, the present Act does

have provisions designed to encourage higher education and training, and we

have simply accepted the premise that the tax system should serve this purpose

and have made recommendations that would make the tax system both more effective

and more equitable in its realization .

Converting the present concession from a deduction to a tax credit would

serve the purpose of giving the greatest relief to parents with low incomes

or to students with low expected incomes immediately following graduation .

High income parents and students are much less likely to need the encourage-

ment .

The recognition of living costs would increase the tax concession to

students who were not dependent on their parents. .

By allowing unused educational tax credits to be carried forward in-

definitely, and by allowing the credit to be transferred between tax units,

the proposed tax system would enable students with no current income to*borrow

to finance their education with the knowledge that they could more easily repay

the loan, because their tax liabilities in the first years after graduation

would be reduced by the educational credits .

While we cannot be certain that tax concessions provide the most efficient

encouragement, adoption of our proposal would, we feel certain, encourage a

larger proportion of Canadians to further their post-secondary education and

training and would be more equitable than the present concessions .

The extent of the encouragement can be seen from an example . Under the

present system, students taking higher education or training are entitled

to deduct.tuition payments in excess of $25 in computing taxable income .

Assuming that the average student is unmarried, pays tuition fees of $400,

and has part-time earnings of $2,000, his annual tax liability under the

existing system, including old age security tax, is $64 . Under our pro-

posals, if the student was not a member of his parents' tax unit and had
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expenses and earnings as assumed, his annual tax credit would be $400 of

which only $128 would be offset against taxes otherwise payable . Over a

five-year period the student would accumulate a total credit of $1,36o that

could be carried forward indefinitely . Assuming the student married on

graduation and had an average income in the years immediately following

graduation of $6,000, the student would pay no tax for 2 years . This would

make it much easier to repay any loans contracted while he was a student .

EFFECTS ON THE ALLOCATION OF FIXED CAPITAL

Increasing future output through an improved allocation of fixed capital,

like the increased future output gained from attaining and maintaining full

employment, is costless in the sense that no sacrifice of other economic

goals is required J.

The optim 7in allocation of a given volume of investment (fixed capital

formation) is attained when the marginal rates of return to society on each

type of investment are equal . If the marginal rates of return to society

are not equal, it is possible to increase the overall rate of return, and

hence output, by shifting investment from activities with low marginal social

rates of return to activities with high marginal social rates of return V .

In general, we rely upon the operation of markets rather than the

planning of governments to determine the allocation of investment . To be

sure, governments actively intervene in a number of ways, and the tax system

has important effects upon the allocation achieved through the market . But

by and large, investment decisions remain largely decentralized decisions .

As a point of departure, it is useful to review briefly the conditions

under which the operation of markets that co-ordinate the decentralized

decisions of private firms and individuals achieve, or come close to achieving,

the optimum allocation of savings .
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The Efficiency of Market Allocation

Under competitive market conditions, marginal private rates of return

for investments with similar risk are equated. Private rates of return are

higher on riskier investments because of risk aversion by investors .

Even under these idealized conditions, market allocation may not be

optimiun. Some of the costs and benefits to society of investments do not

enter private calculations of profit and loss . This is particularly important

for investments that would lead to the discovery or embodiment of new tech-

nology and for large, indivisible investment projects that have significant

effects on related industries . Marginal rates of return on different kinds

of investments may not be equated because of the premium required for riskier

investments . The risk premium appropriate for the individual firm-parti-

cularly a new firm-may overstate the risk for society as a whole because it

may be difficult for potential investors to pool their risks . The appro-

priate risk premium for society therefore may be less than the private risk

premium . In addition to these possible imperfections that would exist in an

ideal world, investment may be restricted below optimum levels in those

industries where the discipline of competitive markets is weak .

. The existing capital markets have a number of discriminatory features

which may further distort the allocation of investment . Because financial

institutions generally are averse to risk, the terms on which credit are

available, if it is available at all, to new, small, and other risky enter-

terprises is likely to be stringent . Furthermore, the market attaches

liquidity premiums to securities that are readily marketable . This favours

large, well-established firms . These discriminatory features of the capital

market are mitigated to some extent when firms use internal rather than

external sources of funds . In fact, internal sources (capital cost allow-

ances and retained earnings) have provided the bulk of investment funds in

the postwar period. However, the use of internal funds itself poses some

allocation problems. Investment should be determined on the basis of



88

expected marginal rates of return, not on the basis of current or previous

profits . Ewen in diversified firms, many investment projects lie outside

the purview of the most farsighted manager . New firms and firms in growth

industries often cannot rely exclusively on internal sources of funds ; they

must turn to the capital markets . But there, as we have seen, because of

market biases they may not have access to sufficient funds on the terms that

would be warranted by the social productivity of the investment .

There is no reason to believe that private markets achieve the optimum

allocation of savings . Consequently, a case can be made for government

policies designed to correct the market allocation. The fact that private

markets do not always achieve an optimum allocation provides an argument

against tax neutrality .

It should be obvious from earlier chapters of this Report that the

present tax system is not neutral in its impact on the economy. Whether or

not the existing departures from neutrality correct for the distortions

created by private markets or are the source of further-distortion is th e

crucial question .

What has become apparent to us through our study is that the present

tax structure is the result of past crises and revenue requirements and is

not a coherent system designed to achieve widely accepted econe®ic and social

objectives . It would be surprising if the effect of such a system were to

correct rather than worsen the allocation of resources achieved through

markets . Indeed, we believe that the latter has occurred . The present tax

structure introduces a number of distortions that do not compensate for

market distortions . In some cases the tax distortions worsen market distor-

tions already present; in other cases they represent new distortions that

further reduce the efficiency with which capital is allocated among alter-

native investments .

There is no need to review every detail of the existing tax structure

that affects the allocation of capital . Instead we shall enumerate only
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the more important features .

1. The inadequate allowance for the deduction of business losses .

This is a particularly serious defect, for it lovers the expected

after-tax rate of returni on risky investments that already are

discriminated against in the capital markets .

2 . The dual rate of the corporation income tax. This raises the after-tax

marginal rate of return of firms with low profit levels, but is a

subsidy to larger firms that does not significantly affect their rate

of capital expansion. The 21 per cent rate of tax on the first $35,000

of corporate income partly compensates for the capital market discri-

mination against small businesses ; however, it does not discriminate

between small firms with pressing investment needs and small firms

without such needs . It is therefore a most inefficient way of com-

pensating for any capital market discrimination against small firms .

3 . The separate corporation income tax itself . The subjection of corporate

source income to tax rates higher than those imposed on non-corporate

source_ income reduces investment in industries where the corporat e

form of organization is essential and the corporation income tax can-

not be shifted .

4 . The absence of a tax on capital gains, In part, but only in part, the

failure.to tax.capital gains compensates for the existence of a separate

corporationAncome tax. However, the combination of the present corpo-

ration income tax with no tax on capital gains on shares distorts invest-

ment in favour of activities that generate income in the form of capital

gains relative to activities that generate income in taxable forms .

The absence of a tax on gains from the sale of other assets, parti-

cularly real estate, also stimulates a shift of capital funds toward

these activities .
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5 . Various special industry privileges . A number of industries, in parti-

cular mining, petroleum and certain financial institutions, are favoured

under the present tax laws . This favourable treatment stimulate s

investment in these industries or the activities financed by them .

Presumably capital moves into these activities until the expected

marginal after-tax rate of return is the same in these industries as

in industries of comparable risk . When this occurs, the before-tax

marginal rates of return to the favoured industries are below those

in other industries . Total output is reduced because all capital is

not put to best use .

A Program to Improve the

Allocation of Capital

It is impossible to devise a tax structure that would achieve the

optimum allocation of savings . This is tantamount to demanding that tax

policies alone correct for the inadequacies of all other policies and all

market imperfections . It would be a mistake, for example, to try to

eliminate the consequences of inordinate market power through tax policies

when combines policies and commercial policies can attack the heart of the

problem. We have therefore attempted to design a tax structure that :

(a) generally achieves neutrality but (b) corrects for certain market

distortions where we believe that tax policies, ,rather than other government

policies, are the best means available .

Fortunately, a tax structu re designed to achieve horizontal equity

also achieves neutrality with respect to industries and activities . Further-

more, there is little reason to believe that a progressive tax system, which

achieves vertical equity, is not neutral with respect to the allocation of

savings 51 . It is only when a progressive income tax structu re is coupled

with loopholes and discriminatory tax treatment of different kinds of income

that increased progressiveness leads to increased departures from,neutrality .
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We now discuss the effect of our proposed tax reforms on the alloca-

tion of capital, distinguishing between (a) those aspects of the proposed

tax structure which are particularly important to the achievement o f

neutrality and (b) those features which involve deliberate departures from

neutrality designed to offset biases in the market allocation of capital .

The reforms designed to achieve neutrality essentially involve the

elimination of those features of the present tax system that cause variations

in the relationship between before-tax and after-,tax rates of return among

industries, types of assets and forms of business organizations . The major

reforms of this kind that we recommend are as follows :

1. A more generous treatment of losses . The extension, within feasible

administrative limits, of loss offsets against other income would do

much to eliminate the tax discrimination against risky ventures .

2. Integration of the personal and corporation income taxes and the full

taxation of share gains . This set of reforms would eliminate the

concern of corporations and'investors for the form in which the income

generated from investments accrues . As a result, before-tax and after-

tax rates of return on a wide variety of investments would be propor-

tionate, after full adjustment to the tax reforms . As the market

operated to equate after-tax rates of return, before-tax rates of

return would also be equated. This would bring about a major improve-

ment in the allocation of capital .

3 . Taxation of capital gains on other assets . This would induce a shift

in investment away from assets presently favoured by the zero rate of

tax on capital gains, thereby bringing the before-tax rates of return

on these assets into line with before-tax rates of return on other

assets .

4. Elimination of the present favourable treatment of the mining and

petroleum industries . The present tax treatment tends to induce over-

investment in these industries relative to others . The elimination
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of this favourable tax treatment would encourage a shift in investment

away from these activities, again bringing before-tax rates of return

into line with prevailing rates in other industries .

5 . Elimination of the dual rate of corporation income . tax. This is a neces-

ary part of the proposed overall reform of the tax treatment of corporate

source income . It would have favourable effects on the allocation of cap-

ital by eliminating the concession to smaller enterprises that have poor

profit prospects and by removing the subsidy to larger enterprises .

Adoption of these major reforms would largely eliminate the principal

biases in the present tax system . The tax structure we propose would also

help to correct the misallocation inherent in the present market system .

We assign a modest role to tax concessions or departures from neutrality .

However, we believe that tax provisions can be particularly useful in off-

setting the biases against the new, the unknown and the small that is inherent

in the allocation of funds through existing capital markets . In some case s

we have decided to recommend a continuation of present non-neutral provisions

and in one significant case we have recommended a new provision :

1. The present system of capital cost allowances has an incentive to

investment built into it. It is, in effect, a method of accelerated

depreciation. The tax reductions resulting from the acceleration of

capital cost allowances relative to depreciation amount to an interest-

free loan by the government to the taxpayer . Accelerated capital cost

allowances are an important source of funds, and reduce the need for

external financing by firms with high current investment rates . We

believe that the present system is an efficient incentive and should

be retained.

2 . The immediate write-off of exploration and development expenses of mining

and petroleum firms, and the research and development expenses of all

firms, should be continued . Exploration and research are necessarily
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risky activities . They frequently yield substantial benefits that are

greater to society than to those who undertake them. While government

programmes and subsidies to exploration and research are an important

means of stimulating these activities, we believe that tax policy can

play a useful role in encouraging exploration and research by private

firms .

3 . The immediate write-off of some capital costs for new businesses meeting

prescribed maximum size limits should be permitted. This would sub-

stantially increase the cash flow of new and small enterprises that are

now discriminated against in the capital market .

4 . The immediate or accelerated write-off of capital costs and the immediate

write-dawn of the value of the new equities of mining and petroleum

corporations would compensate for any capital market bias against these

industries .

These measures would help to offset the capital market bias against new

firms, small firms and risky ventures . It is also worth mentioning in this

connection that the integration of the corporation and personal income taxes,

by making it possible to reduce .pay-out ratios, would increase the availability

of internal funds for use by most-domestic corporations . This would further

reduce the dependence of growing firms on external sources of funds and would

therefore mitigate the capital market distortions referred to above J.

The Importance of the Improved
Allocation of Fixed Capital

As was mentioned earlier in this chapter, the improved allocation of

investment is a costless source of greater output . However, it is virtually

impossible to measure the contribution to future output that would be mad e

by an improved allocation of fixed capital. To make a reliable overall measure

it would be necessary to have information on marginal rates of return in

different industries . This information is not available . However., some
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indication of the magnitude of the contribution of capital transfers can

be inferred.

The marginal tax rate for large corporations not eligible for special

tax provisions is about 50 per cent . We estimate that the average effective

marginal tax rate for Canadian mining corporations is about 20 per cent V .

Assuming that marginal after-tax rates of return are equated in all lines

of activity of equivalent risk, and that the marginal before-tax rate of return

for most corporations involving roughly the same risk as mining iE 20 per cent,

it follows that the marginal before-tax rate of return in mining is about 12.5

per cent . This means that shifting a dollar's worth of additional capital from

the average mining company to the average fully taxed company would yield an

additional before-tax rate of return of about 7 .5 per cent. This would have the

same effect on output as an increase in the rate of capital formation .

Clearly, changes in the allocation of investment, as distinct from the

volume of investment, could have a substantial effect on the output of the

economy . Implementation of the changes we recommend, by improving the

allocation of capital, would make it possible to sustain the growth rate

with less capital formation or attain a higher growth rate with the same

capital formation .

In the next three sections we discuss the effects that the adoption of

our proposals would have on the rate of business saving and the allocation

of fixed capital formation among businesses with different characteristics .

ESTIMATES OF THE PROPOSED CORPORATION INCOME TAX

CHANGES ALIACATED BY INDUSTRY, BY TYPE

OF REFORM AND BY OWNERSHIP

As discussed in Chapter 35, we estimate that, in the absence of transi-

tional costs, the adoption of our proposals would have inc reased corporation in-

come tax collections by $538 mill :hon §/ in 1964, or by approximately 25 per cent .

This would take place largely as the result of four changes : the abolition
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of the 21 per cent rate of tax on the first $35,000 of corporate income ;

the withdrawal of some of the tax concessions now provided the extractive

industries ; the measurement of the business income of life insurance

companies on the same basis as that of other businesses ; and the full

taxation of the capital gains realized by corporations .

In assessing the probable effects of the suggested tax changes on

business saving and investment (gross fixed capital formation) it is important

to recognize that not all businesses would be affected in the same way . The

direction and magnitude of the effects of the changes in the tax would depend upon

the form of business organization, the level of business income, the extent of non-

resident ownership of the business, the industry of which the business was

a part, and the income levels of the resident owners of the business . Be-

cause we are primarily concerned with the net effect of all of these diverse

changes it is essential that an attempt be made to quantify the impact, for

only then can an impression be obtained of the extent to which the changes

would offset one another.

The estimates given in Tables 37-2 and 37-3 show the proposed tax

increases classified by industry, by ownership and by reform . Like the

estimates given in Chapter 35, these estimates relate to 1964. Transitional

costs are ignored. The estimates are, in part, based on crude assumptions,

for all of the data needed to make precise estimates are not available . The

estimates take into account only the direct effects of the proposed tax

changes and do not reflect any adjustments that would occur following the

radical changes in the tax system we recommend. Specifically, no attempt has

been made to adjust the estimates for any shifting of the corporation income

tax changes in either direction through changes in prices or costs ; no

attempt has been made to adjust for any impact that the tax changes would

have on the level of economic activity; no attempt has been made to reflect

the effect that the improved allocation of capital would have on business

income .





97

~
40

4
~

Ep-

\n
o
N

t--p
 t-P

w
 0

 1
~

 \~
o

 c
u

 8
0

O
D

 
~

\
I
o

 
%

0
 
(
\
j

K,

10,
C

I\1
4
 -

c
-
-
,r

j (
V

 0
1

,-I Q
1
 I
.
(
+

 
-
I

1
\,O

K
~

A
\D

 1
-4

1
1
 
1
 
'1

 
1
 
1
 
1
1
 
-
1
1
1

0
+

1
 
N

 
(
V

 
c
o

 
c
o

Cd

\D
4

0
 0

\\.
O

 
N

 
I
 
C

Q
 
I
 
q

 
I

'I0
C

1
c
o

 
'
t

4
-

0

d
 -Ill -1 -1

--ill

.6-1 1 1 1 1 1 1 11
11

-CQ---tl
q

 11 M
I

~
 Iq

 (a

0
0

Q
,
 
C

U
 
C

\
 
,
 
C

j
\
 
~

'
j
 
0

0
4
-
 
4

1

4
-

"
r_~;,

'Ur
:
 p

 -
b

g
.

t--
c
u

 ~
o

 (\j
t-

~
j

o
_
 
0

to
4
)
 
0
 
C

C
)
 
1
-
4
 
1
-
4
 
C

\
j

rN
H

1

r
P
.
 
1
 
-
1

-4
11\

IR
~

.
0

;4
A

.
8

.
E

- 0
, 0

 C
k
 H

ri
4)

0
t
i
o
 
4
1

u
r

c
a
 
w

 
0
 
a
)

I
d

4
~

co
~

4
 H

r0
r

K
-4

r.
0

K
N

cor

0
1
4

0
ca

0
 
_
P
 
0

c
 
z
 
P

~
4~

P
 0

 0

E
!

4
~

P
,

0
0

1
0
 
z
 
4
)
 
0

C
, ~

;
0
) ~

O
4
~

 4
~

4
)
 
C

,
 
0

Ww
4
1
 P

-
 4

1
4
1

C
,

r-I 4
 4

-
~4

2
0
 
0

i6
4
~

~
 w

 0
 0

.

-
 
0
 
"
 
0

:. 'R
 2

 N
LN

-4
4
~

 4
~

+
~
.
 
1
~

,
 
0
 
0

0)
0
 
0
 
w

r-I
w

 
9

3
W

P
,
.

.
 
0

.
 
0

1
N

 
,
 
0
 
4
)
 
9
 
~
.
 
-
 
N

 
0
 
0

41
>

4
)
a
,
 
0

4
-

1
 
0

0

N
 
0
3

4~
0)

c
 w

 z
C

0
 
0
 
0
 
0
)

4~
W

0
t"

\

4
1

bo
4~

-4
4
3
 P

0
t,

.0
0
 w

 0
as

Q)
r

a

:1 c~
,

4
~
0
 
>

 
k
 
0
 
A

4~
(
d

 
6
)
 
0
 
N

p
0-

0
4
-

0
 
W

 
0

0
P4

15
c
o

 
E

l
 
0

H
o
 4

1
$0

1
0

to
0
 
N

 
c
a

u
4~

ca
.
3
 
0

0
k

0
)
 
0
 
0
 
0

4
~

 5
0
 
0
)
 
o

o

4
-

0
 
0
 
a

r
:
 
4
-

:
3
 
0
 
0
 
-
0
 
-
0

8
E

~
 ~

,c
 f"

w
0
.
4
 
4
-
 
4
-

0
 
0

E
~



98

These qualifications mean that the reader should interpret the esti-

mates only as an indication of the relative orders of magnitude that would

prevail about 5 to 10 years after the introduction of the proposed system

in the absence of any indirect effects .

From these estimates it is apparent that :

1. Nearly half of the estimated increase in the corporation income tax would b e

attributable to the withdrawal of the dual rate of corporation income tax .

2 . Aside from the withdrawal of the dual rate, corporations in industries

without special industry tax concessions would not be subject to

significant increases in corporation income tax .

3 . The extractive industries and life insurers would be subject to

relatively large tax increases as a result of removing the special

tax concessions that they now enjoy .

4 . The tax increases would constitute a substantial proportion of the

capital expenditures in some industries .

5 . A large part of the corporation income tax increase would apply to income

attributable to non-residents .

The implications of these changes can be summarized briefly s

1 . Withdrawal of the dual rate would have no effect on the marginal rate o f

return and no significant effect on cash flow for corporations with incomes

of over $200,000 . These corporations account for approximately 70 per cent

of total corporate income. Corporations with lower incomes that wer e

increasing their capital investment rapidly would obtain, through the

adoption of our accelerated write-off proposal, an equally effective

and more efficient concession . Lov income corporations with law income

resident shareholders would not be worse off because of the integration

proposal as they would have the option of being taxed as a partnership .
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Low income, stagnant corporations with high income resident shareholders

would be worse off, but this would not have a significant effect on

the rate of capital formation .

2 . A few large integrated .2/ mining and petroleum corporations would be adversely

affected by the adoption of our proposals . The cash flow of these

corporations would decline by about 10 per cent and their cash flow rate

of return would fall by as much as 25 per cent. The rate of capital

formation by these corporations would probably decline . Non-integrated

corporations in the extractive industries that were expanding generally

would not be adversely affected,because the accelerated capital cost

allowances would continue to eliminate the tax otherwise payable, at

least until they completed the expansion of their capital investment .

In addition, resident shareholders of most corporations would not be adverse-

ly affected by these corporation income tax changes, at least initially,

because with the full credit for the corporation income tax, tax reductions

at the shareholder level would more than compensate for the increases

at the corporate level* However, the full taxation of realized share

gains would adversely affect these shareholders .

3. The taxation of non-resident-owned general insurance corporations in the

same manner as resident companies would have little impact because most

of the non-resident shareholders would obtain credit for the Canadian

tax increase against their domestic taxes . However, life insurance

corporations would have a substantially reduced cash flow . This would

mean that these ccmpanies would have reduced funds available to finance

business and goverment .

4. With the exceptions noted above, the resident shareholders of high

income corporations would greatly benefit from the proposed tax changes .

The integration of personal and corporation income taxes would reduce the

cost of equity capital to the corporation and would encourage a more rapid

rate of capital expenditure . The positive effects of integration would
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not be offset by the negative effects of the full taxation of shar e

gains .

On the basis of the estimates available to us (admittedly subject to a

wide margin of error), we believe that the more rapid rate of capital

formation by these corporations would at least offset the reduced rate

of capital formation brought about by the proposed increases in taxes

for integrated mining and petroleum corporations, life insuranc e

corporations and low profit, slow growth corporations owned by high

income resident shareholders .

In support of these conclusions we analyze below the impact of our

proposals on large LOY resident-owned corporations that do not have special

industry concessions . The implications for other kinds of businesses are

discussed later .

EFFECTS ON THE RATE OF SAVING AND CAPITAL FORMATION

BY LARGE RESIDENT-OWNED CORPORATIONS

WITH NO SPECIAL TAX CONCESSIONS

Adoption of our recommendations would neither change the marginal

rate of tax imposed at the corporate level on the income from additional

investments made by these corporations nor would it significantly alter

the base to which these rates would apply. The expected after-tax rates

of return to the corporation from additional capital expenditures would

be approximately the same as at present. This follows because the

capital cost allowance rates of such corporations would not be changed;

abolition of the dual rate would not affect the marginal tax rate ; these

corporations rarely acquire productive assets with the expectation of
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realizing a gain on dispostion; any effect on expected profit resulting

from taxing property gains would be more than offset by removing the

limitation of the write-off of losses .

The after-tax income received by many resident shareholders from these

corporations would, however, be significantly changed *

Effects on the After-Tax Income
of Resident Shareholders

The following recommendations, in particular, would alter the after .

tax income to residents from these shares :

1 . Integration of corporation and personal income taxes would mean that

each shareholder would include in income the before-tax corporate

earnings allocated to him and would receive full credit for the tax

paid on these earnings at the corporate level .

2 . Realized goodwil-I gains (share gains in excess of earnings retained )

would be included in the income of the shareholder like other income .

3* Other recom nded changes in the definition of income, that is, changes

in the treatment of income other than from corporate sources, would

increase the tax bases of most upper income shareholders .

4 . New schedules of personal income tax rates would be used with a system o f

credits to replace some of the present exemptions .

Providing full credit for corporation income taxes and lower marginal per-

sonal rates would reduce taxes ; the full taxation of realized share gains and the

inclusion in income of allocated corporate earnings other than cash dividends

would substantially broaden the base . Increasing the base means that tax-

payers would be pushed further up the personal rate schedule . KW.W of the

other personal income base changes would have a similar effect . Whether the
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lower marginal personal rates and the system of tax credits would offset

the effect of the broader base would depend upon the particular circum-

stances of the taxpayer .

It is possible to calculate the changes in direct (personal plus corpo-

ration) income tax liabilities that vould result from the adoption of our

proposals under simplifying assumptions . These are that: income is derived

exclusively from holding and disposing of shares in typical, widely held

Canadian corporations ; goodwill gains equal corporate retentions which in

turn equal cash dividends ; 2jj tax changes are not shifted L2J . For a

childless couple the change in taxes and the change in average and marginal

tax rates that would be brought about by the adoption of our proposals are

given in Table 37-4 . Similar examples for taxpayers in different family

situations are provided in Appendix M to Volume 4. It should be noted that

under these assumptions corporate source income defined in accordance with

the comprehensive tax base is approximately five times cash dividends . That

is to say, if a shareholder received .cash dividends of $5,000 his comprehensive

tax base would be approximately $25,000 .

These calculations make it clear that, under the stated assumptions, mos t

shareholders would obtain substantial tax reductions with respect to Canadian

corporate source income despite the great broadening of the base . Only tax-

payers with extremely large incomes would be subject to tax increases, and

these tax increases would be relatively small . For the type of corporations

under consideration these net tax changes would result from small increases

in corporation income tax collections and large reductions in personal income

tax collections for lower and middle income taxpayers, and some increases in

personal income taxes paid by taxpayers with comprehensive incomes over $100,000 .

Few taxpayers in fact derive all of their income from corporate sources .

To assess what the changes in average and marginal rates of tax on Canadian

shareholders of these large corporations would have been in 1964, estimates

were made of these changes based on assumptions about the actual composition

of income in that year using the sample of 417,000 tax returns discussed in



103

0
0
 0

 C
~

C~
.

.
.

.
.

.
.
 
C

?
1
0
,
0
1
0
1
0
1
0
1
0
1
?
0
1
0
1
0
0
0
+
0
?
0
0
0
0

0

H
r--

ao
m

 O
\ C

~
 c

o
 C

I- 1
1
0

t--
'A

C
A

 o
G

\
 
8
 
0
 
0
 
0

0
%

 U
N

t--
c
 
2

H
N

l
\
 
\
0
 
0
 
0

0
C
~
 
C
~
 
C
~
 
U

.
\
 
U
~
 
U
~
 
U
~

0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0

0

C
\

H
r
-

t
-
 
t
-

O
\
 
C

,
 
0
\
 
O

N
 
0
 
0

C
\
a
\
a
\
f
c
~

L
r
\

g
o

W
\

h~
o
 
o
 
o
 
o
 
0
 
o
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0

0

U'l0

-
-
t
 
_

:t
U

N
~

-
 
0
0
 
C

O
G

\
 
O

\
 
a
\
 
G

\
 
a
\
 
O

N
 
O

N
 
O

N
 
O

\
 
m

r
c
N

 W
\

0
 
0
 
0
 
0
 
0
 
0
 
o
 
o
 
o
 
o
 
o
 
0
o
 
C

;

C~ C~
0
 
C
;
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0
 
0

0

0
\ c

li c
o

KN

C~

(U
.C

: Id
4
-

Qm
0

0
 0

)

D
IM

, K
9-

C: ~
, ~

,
=

)
P4

co

a
\
 
p

-
 
0
\
0
~

 
C

l
i
o

 
h

l
l
~

h
-
\
d

 
8

.9
_:
t
 
t
c
\

M
 
L
r
\

N
H

C
~

 C
~

01
 
7
 
7
 
0
1
 
0
8
 
0

1

K
N

a
\

0
K

C
~

 
I
 
c
l

:~
L
r~

I
c
li C

k
i C

\j
h
\

h
-
\
 
-
-.t

--.t
--t

tc
\

c
u

 c
m

t--
cm

--t
I
 
I
 
I
 
I
 
I
 
1
 
9
 
1
 
1
 
1
 
l
i
 
l

i

0
 
0
~

t.
-
 
t
l-

~
&

tr\
_:k

C
D

 \D
--.t

W
\ c

u
 c

li C
\j C

k
l

\,D
 W

N
 U

,,
'I

L-\ Lr\
~ U

'l U
\ ull U

N
c
l
i
 
C

D
C

~
 
I
 
L

 
C

~
 
l
l
~

 
%

 
l
l
l

~
H

N
t--

I
L
r\

--I
h
-\

r-I
c
m

 
\
0

1
4
 
c

m

m
K

-
\
 
r

~
--.t

-
~

F
, I

H
N-\

T

CC)
C

0
8
 8

 0
8
 0

 0
0C~

Cj'
tr,%. --t'

~

9 h,N.
u.R\

!~ ~8
\to- ---t

H
w

 
0
\

0
c
c
~

 -~
 ~

 I
-L

U
N

 0" ~~
-2

~8 '0
H

r-i
~l

0
 
8
 
0
 
0
 
8
 
0
 
8
 
0
 
0
 
0
 
0

8
o

8
 
8

o
'
 
o
 
8
 
8
 
0
 
'

I
 
~
 
C
~
 
~
 
C
~

CL
c
o
 
c
u

L~
0
 
0
 
0

0
r-I

-4
rq

N
 
r
f
N

--.t
V

\
t.-

0
L
r\

0

8
 0

 8
0
 
o

0
 0

z0



104

Appendix B to this Volume 1,3/ . These estimates do not differ significantly

.from the estimates shown in Table 37-4 .

Under the system we propose the taxable gains from holding or disposing

of assets other than Canadian equities would be unchanged or increased. The

after-tax income from Canadian equities would therefore increase relative to

the after-tax income from other assets . This would increase the Canadian

demand for Canadian equities and reduce the demand for other assets . Equity

prices would rise and the prices of other assets would decline from what

they otherwise would have been . Equity prices would rise until the marginal

investor L4J war. obtaining the same after-tax return from equities that he

was able to obtain from other assets of comparable risk . If the after-tax

return from a riskless bond was 4 per cent, and the marginal investor demanded

a risk premium of 4 per cent on the after-tax return from shares in a typical

public company, the market price of the shares of such a company would rise

until they yielded an expected after-tax income to this investor of

8 per cent. At this capitalization rate 1.2/ a share that was expected to

yield $10 a year after tax to the marginal investorwould have a market

value of $125 . Assuming that the capitalization rate did not change as a

result of our proposed tax changes, and that the expected after-tax income 16/

from a share in a typical public company held by a marginal investor increased

by 25 per cent, the share price would rise by 25 per cent, This is readily

illustrated by the following example .

Under the
Current
System

Under the
Proposed Percentage
System Increase .

Annual expected after~tax earnings pe r
share to the marginal investor $10.00 $12-50 25

Market price of a share based on a $10 .00/ .08 $12 .50/.08

discount rate of 8 per cent - .$125-00 = $156.25 25

It is not possible to say haw great would be the increase in the relative

price of equities . The capitalization rate might change, depending upon the

elasticities of demand for different kinds of assets by different income groups
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and upon the extent to which changes in the expected after-tax income from

these assets would change the demand for each kind of asset by each income

group . These changes would depend, in part, on the attitudes toward risk of

investors in different income groups . The marginal investor in the market

after the effects of our proposals had been capitalized in changed market

prices probably would not be the marginal investor of today . However, because

of the nature of the changes we propose and their effect upon the demand for

other assets, we do not expect that capitalization rates would change

materially I/.

Thus far we have spoken only of the effects of the higher after-tax

income from equities to resident individuals . The recommended treatment for

the corporate source. income of life insurance companies and Registered

Retirement Income Plans could have an even more dramatic impact . A large

part of the saving of low and middle income individuals and families is made

through the payment of life insurance premiums and through contributions to

pension plans . At the present time the intermediaries that invest these

large flows of funds are not entitled to the dividend tax credit . The after-

tax rate of return from equities to these institutions is lower, relative to

the after-tax rate of return from other assets, than it is for other resident

investors . Because this discrimination does not prevail in the United States

it may partially explain why equities constitute a smaller proportion of

the portfolios of these institutions in Canada than they do for similar

institutions in the United States . It must be admitted, however, that their

desire to avoid risk may have been of equal or greater importance . Providing

these institutions with the fall credit for underlying corporation income tax and

in the case of Registered Retirement Income Plans, not taxing their realized

share gains, would bring about a major change in the relative attractivenes s

of equities to these investors . The net cash flaw from equities would be

approximately tripled for the trustees of Registered Retirement Income Plans .

We believe that the adoption of the recommended treatment of these savings

institutions would greatly increase their demand for Canadian equities and

contribute to higher prices for common and preferred shares .
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Reducing the taxes on the income from equities would result in capital

gains to those who held shares at the time the tax change was made, or

anticipated, and corresponding capital losses to those who held other assets .

As we state in Chapter 19, from the viewpoint of equitable taxation these

capital gains and losses would be an undesirable but inescapable result of any

change in taxes on the returns from assets . It is the effect of these higher

equity prices on the rate of fixed capital formation by one type of corpo-

ration, rather than the question of taxpayer equity during the transitional

period, in which we are interested in this chapter ,

Effect on the Rate of Fixed
Capital Formation

Shareholders may supply a corporation with additional funds either

through the purchase of new shares or by "allowing" the corporation to re-

invest some or all of its after-tax earnings 18/ . With these funds the

corporation may undertake new projects or expand existing ones . Shareholders

will be better off as a result of the acquisition of additional assets by

the corporation financed in either way if the present value to them of the

expected after-tax income stream generated by the additional assets is

greater than the present value of the expected after-tax income stream that

the shareholders could have obtained had the funds been invested with the

same risk outside the corporation .

Assuming that the rate at which after-tax corporate source income is

capitalized by shareholders remained the same, reducing the tax burden on

this kind of income means that it would then be in the interest of share-

holders for corporations to undertake projects with lower before-tax rates

of return than would have been attractive before the tax change . To illus-

trate what is involved, consider an unlevered corporation, that is, a company

with no borrowing against equity, which has an expected perpetual annual

earnings stream before-tax of $1 million, and is owned by resident shareholders

all with personal marginal tax rates of 40 per cent both before and after
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implementation of our proposals . It is assumed that all earnings are distri-

buted and that the after-tax income to shareholders is capitalized at 8 per

cent, Ignoring a multitude of complexities, 19/ the value of the shares under

the present and proposed systems would be as shoTm in Table 37-5 .

TABLE 37- 5

ILLUSTRATION OF THE EFFECT OF OUR PROPOSALS
ON THE MARKET VALUE OF A CORPORATION

(thousands of dollars)

Under the Under the
Current System Proposed System

Expected earnings before tax 1,000 1,000

Corporation income tax 490 a/ 500 -a/

Expected earnings after corporation income tax 510 50.0

Personal income tax (assumin
allocation of all earnings~ 102 b/ -100 b/

Expected earnings after personal income tax 408 600

Aggregate market value of shares 5,100 7,500

Notes :

a/ Corporate income is assumed to be fully subject to corporation income
tax under the present tax system at.a rate of 21 per cent on the first
$35,000 and at a rate of 50 per cent on the remainder . Under the pro-
posed system a uniform rate of 50 per cent would apply.

Dividends received by individuals are assumed to be currently taxed at
a personal rate of 40 per cent less a dividend tax credit of 20 per cent .
Under our proposals all corporate earnings would be taxed at personal
rates assumed to be the same 40 per cent . Because corporation income
tax would be levied at a uniform 50 per cent rate this would result
in a refund of $100,000 to the shareholders of the corporation .

Assuming that there were a million shares outstanding the price per share

would rise from $5 .10 to $7.50 as a result of the tax change, an increas e

of almost 50 per cent .
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Iet us assume that the corporation is considering a new project that

would have a capital cost of $500,000, and that this is to be financed through

the sale of additional shares at the prevailing market price . Under the

present system the project would have to generate an annual before-tax earnings

stream of $100,000, that is, a before-tax rate of return on the investment of

20 per cent, to avoid dilution of earnings 20/ o

Why this is so can be readily explained . To raise $500,000 the corpo-

ration would have to sell 100YOOO additional shares at $5 .10 per share, assum-

ing that issue costs amounted to $10,000 . This would be a 10 per cent in-

crease in the volume of shares outstanding . To avoid dilution, before-tax

corporate earnings also wauldhave to rise by 10 per cent, or $100,000 . This

could be achieved only if the $500,000 in additional assets earned $100,000

before tax .

Under the proposed system, given the increase in share prices that we have

assumed, net proceeds of $500,000 (after issue costs of $10,000) could be

raised through the sale of 68,000 additional shares at a price of $7 .50 per

share . The volume of shares outstanding would rise by 6 .8 per cent rather

than by 10 per cent. Earnings would not be diluted if, as a result of the

$500,000 in capital expenditures, before-tax corporate earnings rose corres-

pondingly, an increase of $68,000. This would require that the additional

assets earn a before-tax return of 13.6 per cent rather them 20 per cent .

Clearly the lower limit to the expected before-tax rate of return from

additional corporate assets that must be achieved if shareholders are not to

be worse off would have declined as a result of the higher price for shares .

We shall use the term "cost of capital" to denote this lower limit .

The story is essentially the same, although more complex, if the corpo-

ration finances a new project through the retention of earnings . The share-

holders would be as well off or better off as a result of the retention of

earnings rather than their distribution only if share prices rose by at least
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the same amountas the after-tax income that the shareholder could have received

had the earnings been distributed . Under the present system, given the

assumption we have made aborve, if the corporation retained $500,000 of its

after-tax earnings, the shareholders would be equally well off only if the

shares, in aggregate, rose in value by $4oo,ooo . This would occur only i f

the present value of the expected after-tax income stream to the shareholders

from the additional assets was $400,000 . With a capitalization rate of 8 per

cent the $500,000 of retained earnings would have to generate an expected,

perpetual after-tax income stream to shareholders of $32,000 a year . With a

ma ginal corporation income tax rate of 50 per cent and an effective marginal

personal income tax rate of 20 per cent on the balance (after allowing the

dividend tax credit), before-tax corporate earnings from these assets would

have to be $80,000. A before-tax return of 16 per cent would thus be required

on the $500,000 investment .

Under the proposed system, if the hypothetical corporation retained all

of its after-tax corporate earnings but allocated them to shareholders for

tax purposes, the shareholders, in aggregate, would obtain a tax refund of

$100,000 . 21/ The $500,000 retained would therefore have to generate an

expected income stream with a present value of $500,000 if they were not to

be worse off; shareholders would then receive a total gain of $600,000 con-

sisting of $100,000 in the form of tax refunds and $500,000 in the form of

share gains ?~/. At a capitalization rate of 8 per cent, additional annual

after-tax earnings for shareholders of $40,000 would be required . With a com-

bined corporation and personal income tax rate of 40 per cent, additional corpo-

rate earnings before tax from these additional assets would have to be $66,666 .

This means that a before-tax rate of return on corporate assets of 13.3 per

cent would be necessary in order that the shareholders be as well off with

the retention as with the distribution . This can be compared with the

16 per cent cost of retained equity capital required under the present

system .
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The reduction in the required before-tax rate of return on corporate

assets under the proposed system is less when we compare projects financed

through retained earnings rather than projects financed through new issues .

This comes about because under the present system it is possible to avoid

personal income taxes through the retention of earnings . Integration would

therefore provide a smaller tax reduction for corporations that currently

retain a high fraction of their earnings .

While there are intercorporate and intershareholder differences, and we

do not wish to underrate them, the main point we seek to make is that w e

are recommending tax changes that would raise the after-tax income from

equities and leave the after-tax income from other assets unchanged or re-

duced for most investors . Because the after-tax income from equities would

be raised this would reduce the minlimim expected before-tax rate of return

on additional corporate assets that would be in the interest of shareholders .

In other words, it would reduce the cost of capital to such corporations .

To put the matter more positively, with the adoption of our rec nda-

tions, corporations of the type under discussion would best serve the

interests of their shareholders by increasing their rate of fixed capital

formation .

The available evidence on the responsiveness of investment to changes

in the cost of capital suggests that capital expenditures would be signi-

ficantly increased ?_~/-

The effect on capital formation of the reduction in capital costs would

be enhanced by other effects of our proposals on decisions made by corporation

managers seeking to increase corporate cash flaw . Indeed, from the viewpoint

of managers not particularly concerned with shareholder interests but desiring

to increase the size and importance of the corporation, our proposals have

implications for dividend policy. Because our proposals would result in

increased cash flow for resident shareholders, pressures for dividend
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payments might be substantially lessened, so that more cash for expansion

could be retained without creating shareholder dissatisfaction .

Financing an Increased Rate of
Fixed Capital Formation

After adoption of our proposals the managements of large, resident-owned

Canadian corporations that do not now have special industry tax concessions

would find that their shareholders would benefit by increased rates of capital

formation . Some projects would become attractive that previously would have

been rejected because the after-tax rate of return would have been too low

relative to the after-tax rates of return that shareholders could obtain

elsewhere . The cost of equity capital would fall so that the minimum accept-

able before-tax rate of return from a project would be reduced. As a result

of the tax changes we propose, proceeding with a number of projects that would

be marginal or worse under the existing tax structure would increase the

market value of the shares of the corporation by more than the doll s retained,

if financed through retentions, or by more than the dollars raised in the

capital market, if financed through new issues .

We now consider briefly how this more rapid rate of capital expenditure

would be financed . As a starting point we will make some extreme assumptions

that later will be modified .

In a world with neither taxes nor market imperfections shareholders would

be essentially indifferent about the leverage exerted by corporations OIL/

If the corporation was unlevered the shareholder could lever his investment

in the corporation by borrowing to finance the purchase of more shares . If

the corporation was levered,. because of the greater risks the shareholder

could not borrow or would not be willing to borrow as much against his invest-

ment in the shares of the corporation to finance the purchase of additional

shares .

As is illustrated by the calculations shown in Table 37-6, the present

tax system introduces a bias in favour of debt financing . Because interest
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is deducted by the corporation in computing income for tax purposes, the

return to the shareholder is greater when the leverage is applied at the

corporate level than when it is applied at the shareholder level . The adop-

tion of the proposed system would restore neutrality between debt and equity

financing. Because most corporations can, in fact, borrow more cheaply and

readily than most shareholders, the shareholder would not, in fact, be as

indifferent to debt/equity ratios under the proposed system as the hypo-

thetical example would suggest . This ma ket imperfection would tend to

sustain debt/equity ratios . There are three more reasons why the reliance

on debt would be unlikely to decline precipitously :

1. Dividend-paying corporations that finance expansion through the sale

of new equities or the retention of earnings generally must increase

the total cash dividends paid if a decline in share prices is to be

averted. As is illustrated in Table 37-7 . unless the dividend rate

is substantially .less than the interest rate the funds available to

the corporations are less when the expansion is financed through the

issuance of equities than when it is financed through the issuance of

debt ?j/. Because management usually wishes to retain earnings to the

maximum extent consistent with no reduction in share prices, when debt

financing has this cash flow advantage over equity financing there i s

a pressure to finance through the issuance of debt despite the increased

risk. Adoption of our proposals would not remove this advantage, for

interest payments would continue to be deductible for corporatio n

income tax purposes .

2 . Under some circumstances debt financing confers advantages with respect

to the maintenance of control and these advantages would not be affected

by the adoption of the system we propose .

3 . At the present time, because dividends are not taxable when receive d

by a corporation, the cost of funds borrowed to purchase sbares of other

corporations is not deductible . A holding company therefore cannot
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deduct the interest on funds borrowed to gain control of another

company. Under the proposed system, because the gains on shares

would be taxable to the corporation, these interest costs would be

deductible . We expect that removal of this tax barrier would bring

about an increase in borrowing by some large corporations .

In summary, removing the tax advantage that is conferred by debt financing

would be likely to reduce the relative importance of debt in financing new

projects. Reducing the cost of equity financing relative to debt financing

would also induce a substitution of equity for debt financing until a new

equilibrium had been established L61 . However, in some cases the cash flow

(after dividends) advantage to the corporation of debt financing would remain,

as would the control advantage . Removal of the present barrier to debt fin-

ancing of share acquisitions by corporations, that is, the non-deductibility of

interest on such debt, would also stimulate borrowing by some corporations .. These

considerations would tend to sustain present debt/equity ratios . However ,

on balance we would expect a slight, gradual reduction in the degree of

reliance on debt .

In a world without taxes and without issue costs, and where maintaining

control was not a factor, shareholders would be indifferent as to whether a

corporation raised equity capital through new issues or through the retention

of earnings, other things being equal. Over time, the return would be the

same to a shareholder who held the shares of a corporation that retained its

earnings and to a shareholder who held the shares of the corporation that

distributed earnings and financed the same investments through new issues,

assuming in the latter case that the shareholder ploughed back all of his

dividends to purchase additional shares . The primary difference between the

the two situations would be that in the case of the corporation retaining earn-

ings to finance expansion, those shareholders who did not wish to reinvest in

the same corporation would be obliged to realize their income through the

periodic sale of some shares. In the case of the corporation financing
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through new issues, shareholders would have a cash flow from the corporation

that they could use to purchase the new shares of the corporation, or other

assets, or consumer goods .

Because there are costs associated with the issuance of new shares, this

neutrality would not prevail completely even in .a world without taxes. The

return to shareholders would be somewhat greater when corporate expansio n

was financed through retentions because of the elimination of underwriting

commissions and other issue costs, even assuming new equities to be sold

through the issuance of rights .

The present tax system substantially increases the capital market bias

in favour of retentions. Distributed earnings are taxed to the corporation

and also to the shareholder . Retained earnings are only taxed to th e

corporation. In widely held corporations the shareholder can realize the

retained earnings without the payment of personal income tax because the

share gain resulting from the retention of earnings is not taxed . Retained

earnings thus provide a shelter from personal income tax under the present

system, Under the system we propose, this tax shelter would be eliminated 27/.

Despite the removal of the tax bias in favour of cash retentions we do

not envisage an increase in the proportion of after-tax income distributed

by the type of corporation under consideration. We base this forecast on

four factors :

1. Issue costs would continue to encourage equity financing throug h

retentions rather than new issues.

2. The reduction in personal tax on corporate source income would in-

crease the cash flaw to low and middle income shareholders, even

in the face of all of our other proposed changes . Management could

reduce the rate of increase of cash dividends without adversely

affecting the cash position of those shareholders who would b e

most likely to object .



117

Many corporate managements now look upon retained earnings as the

preferred method of financing expansion. This attitude is unlikely

to change with the implementation of the proposed system .

4. At least part of the bias in favour of debt financing would b e

removed.

With a reduction in the cost of equity capital relative to the cost of

debt, corporations with the characteristics we are discussing would want more

equity capital. Given that funds obtained through retained earnings are

cheaper than funds obtained through new issues, it would be surprising if

their pay-out ratios increased. In our view the effects of the removal of

the tax shelter advantage of retentions would be more than offset by the

effects of the lower costs of equity capital. To finance their increased

rate of investment and a slightly reduced reliance on debt we would expec t

a gradual decline in pay~out ratios as corporate earnings increased and an

increase in the volume of new equity issues 2a/.

The effects of adopting our proposals on the saving and investment of

highincome, resident-owned corporations without special industry tax con-

cessions can now be briefly summa ized :

1. The after-tax income from holding shares in these corporations would

increase for resident shareholders, including Canadian life insurance

companies and Registered Retirement Income Plans .

2. Share prices would rise .

Management would find that the rate of capital formation should be

increased, for a lower before-tax rate of return on additional

corporate assets would provide shareholders with as high an after-

tax rate of return on their shares as they could obtain from other

assets .
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4. These corporations would rely slightly less heavily on debt t o

finance this more rapid rate of expansion . Although cash dividends

are unlikely to decline absolutely, pay-out ratios probably would

decline gradually as corporate profits increased . There would be

more reliance on new equity issues than in the past .

EFFECTS ON THE'SAVING AND CAPITAL
FORMATION (V OTHER BUSINESS 22/

Up to this point we have restricted ourselves to the consideration of

large, resident-awned corporations receiving no special tax concessions . We

have done this to simplify the analysis and to demonstrate the effects of our

reforms for the most important type of Canadian corporation . We turn now to

an examination of other important kinds of business .

Effects on large Non-Resident-Owned
Corporations with No Special Tax
Concessions

Adoption of our recommendations would have relatively little effect o n

these corporations .

Abolition of the dual corporate rate would mean that each of these

corporations would pay additional taxes of about $10,000 a year. But this

is too small an amount to have a significant impact on cash flow of the

larger corporations and would not affect the expected after-tax return to

their shareholders on additional investments. In addition, the proposed

corporate base changes would not have an appreciable impact . Generally

speaking the foreign parents of Canadian subsidiaries would obtain an

increased foreign tax credit equal to the increased Canadian tax .

Non-resident shareholders would not, of course, benefit from integration

nor would they be subject to the full taxation of share gains . If these

corporations had some resident shareholders, however ., they could provide

them with all the benefits of integration without penalizing their non-

resident shareholders _30/ . Canadian resident shareholders and Canadian
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institutions would bid up the price of such shares . If the shares were

widely held by non-residents there would be a tendency for non-residents

to sell their shares to residents, for the after-tax return to the latter

would be greater than to the former . This exchange is unlikely to take plac e

quickly, however . Non-residents would seek to obtain the maximum capital

gain and would be hesitant to realize the gain as long as share prices con-

tinued to rise. They would also wish to postpone the realization of the

gain.

The cost of Canadian equity capital would be reduced to these corporations

as it would be to resident-awned corporations ; the cost of other kinds of

capital would be unchanged. Assuming that maintenance of control was not a

problem, and that the parent corporation did not have excess funds, these

predominantly foreign-owned corporations could find it attractive to offer

shares in the Canadian market .

Canadian corporations wholly owned by non-resident corporations are

much less likely to offer shares in the Canadian market than those that are

only partially so owned, but our proposals would certainly give them an

incentive to do so.

Because the increase in the Canadian taxes on these corporations would

be relatively small, and because these increases could largely be offset by

reductions in the taxes payable in other jurisdictions,, we expect that these

corporations would reduce their pay-out ratios by the small amount necessary

to maintain their Canadian retained earnings . The rate of capital expendi-

tures by these corporations is unlikely to change markedly as a result of

our proposals. If it changed at all it would increase in response to the

lower cost of equity capital in Canada .

Effects on Mining,and
Petroleum Corporations

Withdrawal of percentage depletion and the three-year exemption for

new mines would substantially increase the taxes paid by a few of the
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largest corporations in the extractive industries . We estimate that in

1964 the taxes paid by fifteen of the largest Canadian mining and petroleum

companies would have been approximately doubled under our proposals had

their capital cost allowances not been changed in response to the change

in the tax system. The actual tax impact is difficult to forecast because

under our proposals these companies probably would have increased their

write-offs. Over 80 per cent of the change in taxes on all mining and

petroleum companies resulting from our proposals would have been borne by

these fifteen companies .

The total capital expenditures 21J made by these fifteen companies, as

reported on their 1964 tax returns, were approximately $M million . The

tax reduction that these companies enjoyed because of percentage depletion

and the three-year exemption of the income from new mines , financed in

effect, more than half of their capital expenditures in that year . For the

mining companies alone the tax reductions provided by these two incentives

substantially exceeded the capital expenditures they undertook in-that year .

Admittedly a comparison of the tax saving and capital expenditure in a

single year may not provide the best measure of the value of an incentive,

but nevertheless it suggests that the present incentives are inefficient .

Estimates of the effects of our recommendations upon the cash flows of

the fifteen firms are provided in Table 37-8 . The estimates reflect the

effects of eliminating depletion allowances and the three-year exemption ;

no account has been taken of offsetting recommendations for the :N11 write-

off of costs not now permitted and for the more rapid amortization of

capital costs . In addition, the favourable effect of our other proposals

for the determination of business income generally have been ignored .

Despite this bias towards overstatement of the tax increases the estimates

show that no reduetion in,dividends or .capital expenditures on the part of

these corporations would have been necessary ; the corporations would still
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TABLE 37-8

EFFECT OF OUR PROPOSALS ON TAXES AND CASH FLOWS FOR

15 LARGE MINING AND OIL COMPANIES IN 1964
(millions of dollars )

Taxable income

Current tax ,

After-tax earnings as reported
on tax return s

Dividends receive d

Non-cash charges deducted in

computing taxable income

Depletion 119

Three-year exemption for new mines 127

Depreciation and write-off
of development .

Cash flow before capital expenditures
and dividends pai d

Dividends paid

Capital expenditures

Net cash flaw under the current
tax system

Estimated change in taxes resulting
.

from our proposals

Net:cash flow .under our proposals

263

219

26o

128

132

121

862

482

380

124

256

Note: Included are 15 of the largest mining and petroleum corporations
and most of their active wholly owned subsidiaries. In computing
the effect of our proposals upon taxes paid by these companies ,
no change in capital cost allowances has been assumed. In addition,
no account has been taken of the full write-off of costs permitted
under our proposals. The estimated increase in taxes shown in
this table consequently overstates the impact of our recommendations .
As non-taxable income (other than dividend income) is not included,
there might be a small understatement of the actual cash flow of
these companies. For the purpose of this table, borrowings an d
debt repayment are not taken into consideration in determining
cash flow. It is estimated that the net debt repayment in 1964
by these companies was approximately $50 million .

Source: Data supplied to this Commission by some of the companies and
data, unidentified as to company, supplied by the Department
of National Revenue.
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have generated more than $250 million in cash flow over and above what was

paid out in dividends and capital expenditures . Only to the extent that

the reduced cash flow would have forced these companies to reduce the funds

they made available to other mining and petroleum companies to finance their

capital expenditures could the tax increases we propose have forced a

reduction in dividends or capital expenditures for mining and petroleum .

Because it is unlikely that the fifteen companies put more than $250 million

into orther companies in the .extractive industries, or that these other

companies could-not have financed their expenditures in any other way, it

seems clear that the tax increases would not force a material cutback in

capital expenditures in these industries .

The net effects of our proposals on the rate of return on investments

made by Canadian mining and petroleum companies would depend on whether

such companies had income in excess of their exploration and development

costs . The rate of return to the corporation, measured in terms of corporate

cash flows, would gradually decline for the larger petroleum and mining

companies who have had income against which to charge these costs . However,

the non-integrated mining companies would not be greatly affected and the

non-integrated petroleum companies would be in an improved position . As

shown in Chapter 23, we estimate that over the long run the average after-

tax cash flow rate of return'to mining and petroleum companies, excluding

the effects on shareholders, would be changed as follows :

Petroleum Mininiz
(per cent7 (per cent )

Companies with operating income
to offset all exploration and
development costs -23

Companies without operating income
other than from the particular
mine or well -2

The resident shareholders of Canadian corporations in the extractive

industries would benefit from the integration of personal and corporation
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income taxes and would benefit or have their position worsened by the .

inclusion in income of property gains and losses . For the resident-owned

companies without operating income other than from the particular mine or

well there could be small tax increases at the corporate level but there

would generally be offsetting tax rebates at the shareholder level . These

corporations would be in about the same position as corporations in other

industries with resident shareholders . These companies would presumably

seek to increase their rate of capital expenditures for the reasons we have

discussed. Without any relieving provisions new mining and petroleum

companies would probably find the cost of equity capital higher, for the

Dill taxation of share gains would make speculative shares less attractive .

This unfavourable impact would be offset, in,whole or in part, by the

recommended immediate write-down by shareholders of investments in exploration

-and development .

For resident-owned mining and petroleum companies with operating income

in excess of exploration and development costs, the higher taxes at the

corporate level would be offset in whole or in part by reduced taxes at the

shareholder level. Although the integration of personal and corporation

income taxes would more than offset the removal of depletion for low and

middle income shareholders, it would not eliminate the impact on upper

income shareholders . In addition, the taxation of property gains would

affect all shareholders. Thus, in general, the relative position of

these companies would deteriorate. This does not rne;kn that exploration

and development would cease, for,most .projects would still be profitable .

It does mean, however, that the rate of capital expenditures by these

companies would be likely to decline .

Most adversely affected would be the few non-resident-controUed

mining and petroleum companies that have operating income substantially i n

excess of-their exploration and development costs . Some of these corporations
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would be able to offset, at least to some extent, the increase in Canadia n

tax against their tax liabilities in other jurisdictions .

In the above discussion of the fifteen large mining and petroleum

companies it was pointed out that adoption of our proposals could have

doubled their tax liabilities in 1964 . As we have stated, the actual amount

of the increase in tax that might have resulted is difficult to estimate

because these companies could have offset most of the effect of the with-

drawal of the concessions by claiming increased write-offs and capital cost

allowances . In particular, those mining companies claiming exemptions from

tax during the first three years of a new mine could continue to show no

taxELble income from the operation of the new mine by writing off the

development costs . Eventually, after all the costs of getting into production

had been written off, the income from the new mine would become taxable ;

adoption of our proposal would mean that tax payments would begin at least

three years earlier . Thus, under our proposals, the income from new mines

would continue to be free from tax for a number of years (about ten year s

if our proposals had applied in the case of the major iron ore developments

of recent years) but for fewer years than is possible under the present

provisions . Because no tax would be payable until the full costs of

development had been written off we do not believe that the removal of the

three-year tax free period would seriously restrict the continued development

of Canada's mineral resources . No doubt those investors who base their

decisions only on the expected after-tax rate of return from the particular

project would find that those projects that were barely acceptable before

would no longer be worth pursuing as a result of the reduced tax deferment .

However, most projects that would have been attractive under the present

system would continue to be attractive under the proposed system . Given

the methods used by many cccqmnies to estimate expected rates of return on

projects, the tax changes weprcpose would not have a material effect on the

result. The overriding importance of non-tax considerations to some investors

would also be a mitigating factor .
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We want to emphasize that the major unfavourable impact of our proposals

is on the large mining and petroleum companies and that many of the smal l

and medium-sized corporations in these industries could benefit from our

proposals . Loss of the potential tax saving that would result at such time

as a new mine came into production,or when the company became taxable and

could claim depletion,would affect long-run anticipated earnings, but the

special shareholder write-off for exploration expenses would assist the smaller

companies with current financing .

The reduction in the capital expenditures of a few large corporations in

the extractive industries is not to be deplored . Some of the projects under-

taken by these corporations have, we are convinced, lower expected before-tax

rates of return than projects undertaken by many other corporations in Canada .

If the allocation of capital is to be improved so that future productivity and

output are increased, the capital expenditures of corporations with low expected

before-tax rates of return must be reduced . This provides the means whereby the

capital expenditures of corporations with higher expected before-tax rates of

return can be increased without increasing our reliance on foreign saving or

reducing current consumption .

We would expect that the large integrated corporations in the extractive

industries would not change their pay-out ratios appreciably as a result of

the tax changes. Their retentions would therefore decline by about one half

of the estimated tax increase of $150 million. It would not be unreasonabl e

to suppose that their capital expenditures would decline by about the same amount .

Effect on .0-all Corporation s

In 1964 there were about 76,000 corporations reporting taxable income of

less than $35,000 and about 10,000 reporting taxable income of more than $35,000 .

Removal of the dual rate of corporation income tax would increase the taxes paid

by each of the higher profit companies by $10,150 . The corporations with lower

profits would have tax increases of up to this amount .
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With few exceptions the negative effects of the abolition of the dual

rate of corporation income tax would be offset by other changes .

For closely held corporations owned by residents the integration of

personal and corporation income taxes would mean that the income from these

corporations would be taxed at the marginal personal rates of their shareholders .

Because most of these corporations could be treated as partnerships for tax

purposes at the option of the shareholders, if the shareholders had - ginal

personal rates no greater than the average rates paid by the corporation under

the present system, there need not be a reduced cash flow at the corporate level .

Even if the partnership option was not exercised, in closely held corporations

it would be a simple matter for the owners to return to the corporation th e

tax refunds received against their personal income tax .

Where the resident shareholders of these closely held corporations had

ginal personal rates of tax in excess of the average rate now paid at th e

corporate level, the abolition of the dual rate would reduce cash flow and also

reduce the expected after-tax return to the shareholders from additional capital

expenditures .

However, the accelerated write-off of capital costs to resident-owned, new

and =all businesses would offset, to a large extent, the negative effects of

the abolition of the dual corporate rate on the corporations with high income

resident shareholders . This would be particularly important for -11 corpo-

rations with good growth prospects-the only corporations that should be assisted .

IA7v income corporations with low income resident shareholders would receive a

major tax advantage through the implementation of this proposal .

Most low income corporations controlled by non-residents would not be

affected one way or the other by the abolition of the dual corporate rate

because in most cases shareholders could obtain nill credit for the increased

Canadian tax against their domestic tax liabilities .
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The more liberal treatment of business and capital losses that we

propose would reduce the risk to potential investors in new and -all

enterprises. This would reduce the cost of equity capital to them and

encourage a more rapid rate of capital expenditures .

The dual corporation tax rate is an extremely inefficient incentive to

-11 businesses . Replacing this incentive with those we propose would raise

more revenue but would not have a deleterious effect on the willingness or

ability to expand of the vast majority of new and small businesses .

For rapidly expanding new and -11 businesses the internally generated

f)lnd available for reinvestment would not be reduced by our proposals, and for

acme corporations such funds would be increased because of the accelerated capital

cost allowance provisions . External nind would also be cheaper, for adoption of

our integration proposal and the more liberal treatment of losses would make the

equities of these corporations more attractive . While the techniques adopted

would differ from corporation to corporation, we envisage that the pay-out ratios

of these companies would, in effect, decline so as to more than compensate for

any increase in tax once the permitted capital cost allowances had been used up .

Unincorporated Businesses Generally

Basically we have recommended no change in the tax treatment of unincorpo-

rated businesses . The recommended changes in the measurement of business income

would apply to all businesses in the same way. The accelerated capital cost

allowances for new and -all businesses would apply to all businesses regardless

of the form of organLzation as would the less stringent treatment of business

losses . Our integration proposal would, in effect, put incorporated businesses

on the aame-tax: footing as unincorporated businesses .

Although not of major significance, probably the most important effect of

our proposals would be the more stringent treatment of the deduction of expenses

that conferred a personal benefit to the proprietor or partner. Where the

partner or proprietor has been enjoying substantial tax free benefits in the

past the adoption of our proposals could result in higher taxes on the income

from this source despite lower tax rates .
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We do not expect that the rate of total capital expenditures by unin-

corporated businesses would be much affected one way or the other by the

adoption of our proposals. The incentive to some businesses provided by

the postponement of tax as a result of the accelerated capital cost allowance

provisions for rapidly expanding small businesses would compensate for the

reduced cash flow to some other businesses resulting from the higher average

tax rates that would be imposed on their owners .

Real Estate

We propose neither to tax imputed rent nor to include in the tax base

realized capital gains up to $25,000 on owner-occupied homes realized in a life-

time. Home ownership would therefore continue to bestow a substantial tax advan-

tage relAtive to home rentals . With this exception, investments in real estate

would become less attractive than at present because such a large part of the

total return has arisen from capital gains that we recommend be taxed in DOI .

The payment ofthis additional tax frequently would be deferred, but there i s

no doubt that the prospect of higher future taxes would make this kind of

investment less attractive .

Because of the reduction in the after-tax rate of return we would expect

that real estate prices would decline as a result of the implementation of the

system we recommend. This decline would be accentuated by the adoption of our

proposal that all those holding real property in Canada would be deemed to be

residents for tax purposes. The floor under real estate prices that otherwise

would be created by the demand for Canadian real estate by non-residents would

be lowered by this provision. Construction activity would be reduced for a

period until rents rose sufficiently in response to a growing demand to restore

the relative attractiveness of real estate investments . However, future land

prices would be lover than they otherwise would be as a result of taxing the

gains from rising land prices . The government probably would have to take

action to offset any reduction in apartment construction during the

transitional period.
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ESTDdATES OF CHANGES IN
BUSINESS SAVING _32/

As the foregoing discussion testifiesY analyzing the effects of

the adoption of our proposals on business saving and investment is

complicated by the multitude of special cases and by the interrelation-

,ship between corporation and personal income tax changes for resident

corporations and resident shareholders and by the implications for

non-resident shareholders of Canadian corporation income tax changes .

It is important that the reader obtain an overall view of the

diverse L implications of the recommended changes for the rates of

saving and investment . For this purpose it is helpful to summarize

the major conclusions we have reached :

le With rare exceptions, the changes in corporation income taxes

would not result in equivalent changes in retained earnings .

Where there would be reductions in taxes at the shareholder level

and only snnll increases at the corporate level, the corporation

could, and we believe would, reduce the proportion of after-

tax corporate income distributed. For resident-awned corpora-

tions not now enjoying special industry concessions we think

that the reduced rate of increase of cash dividends would more

than compensate-for the relatively small increase in taxes at

the corporate level . For non-resident-owned corporations of

this type we think the reduction in cash dividends would at

least offset the corporation income tax increase .

2. For corporations with special industry tax concessions we would

expect no change in the pay-out ratio . Therefore there would be

a reduction in retained earnings approximately equal to one half

the increase in their corporation income tax .
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3 . The corporations that would have unchanged or increased retained

earnings account for a much larger proportion of total capital

formation than do corporations that would have reduced retentions .

4 . The corporations with unchanged or increased retentions would also

obtain more funds fram the capital market to finance their increased

capital expenditures .

5e Generally speaking, the tax changes at the shareholder level and

the changes in cash dividends would be complementary . The net

changes in shareholder cash flow would be much less extreme than

the .personal income tax changes alone would suggest .

6 . Only non-resident shareholders of corporations that would lose

industry tax concessions would experience significant reductions

in net cash flow. Foreign portfolio investors in these corpo-

rations would be more adversely affected than direct investors,

for same of the latter would have their increased Canadian corpo-

ration income tax at least partially offset by increased foreign

tax credits .

To give the reader an indication of the orders of magnitude in-

volved we have calculated what the change in business saving would be if

the estimated pay-out ratios that now apply remained unchanged after the

proposed tax reforms were pat into effect . As can be seen from the

data given in column 5 of Table 37-9 . our estimates suggest that

under this assumption business saving would decline by about $225

million.

We believe that with the exception of the group of corporation s

in the extractive industries it is much more likely that, over time,
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pay-out ratios would decline . We do not mean by this statement that ve

believe cash dividend payments would be reduced but rather that they

would not be increased to the same extent as would otherwise be the

case . Our estimates of the pay-out ratios that are more likely to

prevail under the proposed tax system are given in column 4 of Table 37-9.

The changes in retained earnings that would result if the pay-out ratios

changed as ve have estimated are given in column 6 . These data show

that, despite the large increase in corporation income tax, with these

reduced pay-aut ratios retained earnings would rise by about $10 million .

In effect business saving would be unchanged .

The estimated changes in pay-out ratios reflect our belief that

for most Canadi-owned. corporations not in the extractive industries

the adoption of integration would lead to increased retentions .

These corporations would find that it was in the interest of their

shareholders that they expand their facilities more rapidly ; the

increased cash flow at the shareholder level because of the tax re-

funds would mean that corporations could substantially increase their

retentions-the least expensive source of capital--without adversely

affecting the cash flow of most resident shareholders .

The changes in pay-out ratios for corporations in the extractive

industries are less certain . Because the larger ccmpanies may in

the long run reduce their rates of capital expenditures, some reductions in

retained earnings probably would occur. In particular, large mining

and petroleum corporations with many non-resident shareholders would

be und r pressure to maintain their cash dividends . If cash dividends

were maintained, their pay-out ratios would be increased in response

to the removal of acme of the concessions they now enjoy . On the
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other hand., smaller companies would experience relatively small tax

increases (or none at all) and, to the extent that their shares were

held by residents or by foreign direct investors who would obtain credit

for higher Canadian taxes, they could reduce their cash dividends with-

out adversely affecting the cash positions of their shareholders .

lacking more precise information we have assil d that as a group

the pay-out ratios of the corporations in the extractive industries

would remain unchanged. We are well aware, however, that there would

be great diversities among these companies .

Our expectation that there would be no significant change in

business saving does not mean, of course, that the rate of capital

expenditures by business would necessarily be unchanged . As we have

emphasized repeatedly, the proposed tax changes at the shareholder

level would greatly increase the attractiveness of Canadian equities

to Canadian resident individuals and institutions . Businesses could

finance a more rapid rate of expansion by selling more shares at

higher prices and by borrowing more although, as we have said, we

would expect that the relative reliance on debt would be reduced .

Would business seek to expand its facilities more rapidly? To

what extent would additional funds be available if business wished

to do so? What fiscal and monetary policies could the government

adopt if the desire to invest increased more than the desire to save?

These are the crucial questions .

Whether or not there would be funds available to finance a more

rapid rate of capital formation depends in part on the effects that

our proposals would have on the rate of personal saving . To a dis-

cussion of that subject we now turn .
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EFFECTS ON PERSONAL SAVING AND INVESTMENT

The following recommendations could have an appreciable effect upon -

personal saving :

1. A reduction in sales and excise taxes of $125 million.

2. Abolition of gift and estate taxes that now raise about $143 million

and the full taxation of the beneficiary on gifts received .

A major increase in the progressiveness of the personal income

tax so that the average tax unit having high income under the

comprehensive tax base would pay substantially more tax, and

conversely for low income tax units .

4 . A much higher after-tax rate of return on retirement savings, up

to a generous limit.

5 . Extensive changes in the taxes on corporate source income that

would probably result in changes in cash dividends .

The purpose of this part of the chapter is to evaluate the probable

net impact of these changes on the level and form of personal saying .

The Determinants of
Personal Saving

There is no universally accepted explanation of the aggregate savin g

behaviour of individuals and families . Consequently there can be no

universally accepted assessment of the effects on personal saving that the

adoption of our proposals would have . We must, therefore, set forth the

underlying assumptions on which we have based our analysis .

As we have stated elsewhere in this Report, we assume that for most

purposes the family is the basic decision-making unit. We believe that this

assumption holds with particular force for decisions respecting saving .
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In our view most such decisions are made jointly by husband and wife and take

into account the needs of their minor, unmarried children . In analyzing the

effects of tax changes on personal saving we will consider primarily typical

families .

We believe that typical families, that is to say, families that see

themselves as "average" in terms of expected lifetime income, wish to spend

substantially all family income during the life of the family and do not

expect to make or receive significant gifts or bequests . For this kind of

family the major purpose of saving is to achieve a relatively stable

standard of living over the life of the family despite a life cycle of

.income that is expected to .be law in the years immediately following

marriage, to reach-a peak just before retirement, and then to fall off

sharply.

How family saving is adjusted to achieve this smoothing of consumptio n

expenditures over the life of the family can be briefly explained .

Immediately following marriage the couple borrows against its few

marketable assets and its prospective earnings in order to be able to buy

the consumer durables necessary in setting up a home . If the lenders would

accept the risk, the liabilities of the family would exceed the value of its

marketable assets, that is, it would be technically bankrupt. However ,

if human capital (the present value of expected employment income) is taken

into account, the net worth of the family is both positive and substantial

even in the earliest years of marriage .

In the decades immediately following marriage the family slowly increases

its marketable assets and pension rights and rapidly reduces its liabilities .

As the family approaches middle age the value of the family's human .capital

reaches a peak; although current and expected annual earnings are higher

than past annual earnings there are fewer and fewer working years ahead.

As a result of these two changes the net worth, ' including human capital,

of the family gradually rises .



After reaching middle age the family rapidly accumulates marketable assets

and pension rights, for current income is high and the family has few liabilities,

But the net worth of the family, as we define it, may decline slightly as

retirement approaches because the present value of future earnings may decline

more rapidly than the accumulation of marketable assets increases .

Following retirement the net worth of the family declines dramatically

as marketable assets and pension benefits are drawn down to support a level

of current consumption much above current income .

Until the family is very close to retirement,consumption expenditures

are roughly proportionate to the net worth of the family, although this may

not be achieved in the early years because the necessary funds cannot be

borrowed. After retirementconsumption expenditures are a rapidly rising

proportion of a rapidly diminishing net worth .

When families gear their current consumption to their current net worth,

including human assets, rather than to current income, they go through three

distinct saving phases . In the first phase consumption expenditures exceed

current income . This dissaving, as we will term it, is financed by borrowing

against marketable assets and future income . In the second phase the family

earns more than it spends on consumption, and first repays the funds borrowed

in earlier years and then rapidly accumulates marketable assets . This is the

only phase in the life of the family when the family saves, that is, when dis-

posable income exceeds consumption expenditures . In the final, post-retirement

phase, consumption expenditures greatly exceed current income as the family draws

upon its capital. The family dissaves .

The significance of the tax changes we recommend for the level of personal

saving can now be considered in the light of this brief analysis of the

determinants of personal saving for typical families .
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The Effects
'
of Tax Changes on the

Rate of Personal Saving

Raising or lowering lifetime disposable income would have little i f

any effect on the rate of saving by typical families. They eventually consume

all of their disposable income. If disposable income was less as a result of

higher taxes, consumption would be correspondingly less. Personal saving at

any point in the life cycle would be reduced in the same proportion as

disposable income over the life cycle was reduced. Because we do not propose

significant changes in the level of taxes borne by most middle income families

on a lifetime basis, no change in personal saving or consumption would be

produced on this account 3Y .

Leaving aside the proposed changes in the tax treatment of Registered

Retirement Income Plans, adoption of the base and rate changes we recommend

would mean that disposable .income would be relatively lower for most middle-

aged and elderly families and relatively higher for most young families .24J .

Consequently net worth would be increased in the early life of the family

and reduced in the later life of the family. If, as we believe, families

try to achieve current consumption expenditures that are approximately a

constant proportion of current net worth, as we have defined net worth,

consumption would be raised in the family's early years and reduced in its

later years. This would probably serve to smooth consumption expenditures

over the life cycle .

For young families consumption expenditures would rise by at least the

full amount of the tax reduction and possibly by more than the tax reduction

if a higher disposable income increased the family's ability to borrow . For

middle-aged'families and retired families, the tax increase would have to be

financed largely by reduced consumption. Middle-aged families would have to

repay the funds borrowed when they were young and, if they wished to achieve

the same standard of living on retirement, would probably have to save a higher

proportion of income in their best years .
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Given no change in the rate of saving (current income less current

consumption) by the typical family, increasing the after-tax rate of return on

Registered Retirement Income Plans as we propose would increase the net worth

of the family as it aged, relative to what would occur in the absence of such

a concession. To put the matter the other way, families could achieve a given

standard of living after retirement with less saving in middle age .

If personal savings were determined solely in terms of the factors

specified above, and if this were the only change recommended, a reduction

in personal saving would probably result from the proposed treatment of

retirement savings. We doubt that this reduction would occur, however .

Iergely because of the composition of the assets of retired people, the tax

system we propose is likely to increase rather than reduce the taxes borne

by retired couples other than those living on pensions and annuities . For

one thing, retired couples "living on capital" would realize propert y

gains on their assets before death . This would more than offset the positive

effects of integration of the personal and corporation income taxes on this

age group . The higher rate of return on Registered Retirement Income Plans

probably would do little more than offset the higher taxes that retired people

who have deferred property gains would have to pay on the realization of the

property gains accrued in the years preceding retirement .

Another factor must be considered. The proposed tax treatment of

Registered Retirement Income Plans would make this an even more attractive

form of saving. Consequently we would expect that workers generally would

press their employers for increased pension contributions at the expense of

increased wages . If this occurred, young workers would be forced to save

more than they otherwise would. They would accumulate a non-marketable asset

against which they could not borrow . By the time they reached middle age

and could, if they wished, offset their cvLapulsory pension savings by reduced

savings in other forms, they might find that the prospect of a high standard

of living after retirement would indace them to save more rather than less

when the age of retirement was rapidly approaching .
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After considering all of these offsetting effects of our proposed tax

changes on personal saving we have come to the conclusion that in the long

run adoption of the system we propose would have virtually no effect on the

rate of personal saving by typical families. For these families tax reductions

at the bottom of the income scale would be reflected entirely in increased

consumption; tax increases for those at the "top" of the middle income scale

would result in a reduction in consumption equal to about 80 per cent to

90 per cent of the tax increase; the balance of the tax increase on these

people would be reflected in reduced personal saving .

At the bottom of the income scale are not only young and old "average"

families but also the "permanently poor" who save little if anything . To

those who have had nothing and expect nothing only the present is of conse-

quence . A reduction in the taxes paid by these families probably would be

used entirely to increase current consumption. More generous retirement

savings provisions would be unlikely to have any impact on these families,

for those who permanently have the lowest incomes usually are not employed

in jobs that have any pension provisions .

At the very top of the income scale are the wealthiest families who sav e

a substantial proportion of their incomes throughout their lives . For families

in this group the widening of the tax base under the proposed system would

mean that most of them would pay substantially higher taxes. Most of this

increased tax burden would probably be at the expense of saving rather than

consumption, because these families are unlikely to be target savers . That

is, they are not saving to reach a specific goal but rather are accumulating

what they do not wish to spend. Thelimits we would impose on contributions

to Registered Retirement Income Plans would be so restrictive that this tax

concession would be of little importance to this group of families . We

believe, therefore, that the tax increases for most families at the top of

the income scale would result in reductions in personal saving that were

virtually equivalent to the tax increases .
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Contractual Savin g

Contractual saving is an exceedingly large part of personal saving .

Adoption of our proposals would affect these savings in a most complex manner .

We are recommending changes that would greatly increase the attractivenes s

of Registered Retirement Income Plans and reduce the attractiveness of life

insurance saving. Let us first consider saving through Registered Retirement

Income Plans .

By allowing the trustees of registered plans full credit for the corpo-

ration income tax underlying their dividend income, by allowing the postponement

of all taxes on both contributions to and the income earned by the plan until

the funds were withdrawn, by allowing great flexibility in the kinds of assets

that could be held, by allowing withdrawal of funds when current income of

the beneficiary declined below a limit, and by allowing lump sum contributions,

Registered Retirement Income Plans would be an exceedingly attractive invest-

ment . The suggested limits are sufficiently high that for most low and

midd.le income families the desire to save rather than the availability of the

concession would determine how much of this kind of saving was done . Only

upper income families would be deterred from increasing their Registered

Retirement Income Plans by the proposed upper limits. We expect that an

even larger part of personal saving would take this form.

In a growing economy the tax postponement on Registered Retirement

-Income Plan savings would provide a permanent reduction in tax because

the assets of such plans would be increasing over time . We estimate

that this tax postponement would be equivalent to a tax reduction of at

least $50 million a year . We believe that personal saving would

increase by at least the amount of this reduction .

On the other hand, we propose that the business income of life insurance

companies should be defined in the same way as that of other companies .
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Adoption of this proposal would increase the taxes paid by these companies by

about $75 million . If, as we expect, this tax increase was substantially absorbed

by reduced reserves and only partially offset by lower policyholder dividends

or higher premiums, personal saving, as defined in the National Accounts,

would be reduced by nearly the amount of the tax increase .

While the adoption of this proposal would reduce personal saving, it would

increase the amount of these savings that was invested in Canadian equities . At

the present time the interest income of life insurance companies is not subject

to tax while their dividend income has, in effect, been subject to the under-

lying corporation income tax . Because our proposals would result in the full

taxation of interest income, either to the insurer or the policyholder, this

would make investments in shares relatively more attractive .

While the taxation of the business income of life insurance companies would

be unlikely to affect policyholders significantly, we also propose that policy

dividends be taxed. This would clearly make life insurance less attractive .

Some substitution of saving through Registered Retirement Income Plans fo r

life insurance saving would therefore be likely to occur .

Ignoring here the taxation of policy dividends, which are included'in the

estimates of changes in the personal income tax, we estimate that the net effect

of thL- tax changes on contractual saving would be to reduce personal saving by

$25 million. The $50 million reduction of taxes on savings made through

Registered Retirement Income Plans would be more than offset by the $75 million

increase in the taxes borne by life insurance companies .

Estimates of the Changes in the Rate
of Personal Saving

We have made rough estimates of the possible impact on personal saving

of the following changes :

1. Changes in the level and progressiveness of the personal incom e

I tax .
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2. The abolition of gift and estate taxes and the taxation to the

donee of gifts received .

3 . Changes in the level of the sales tax and the sales tax base .

4. Changes in the level of cash dividends as a result of the change s

in the taxation of corporate source income .

These estimates are given in Tables 37-10 to 37-12 .

There are no reliable estimates available as to the proportion of a

change in income that is saved by income class under the present tax system .

To derive rough estimates of the possible implications of our proposed tax

changes for the volume of personal saving we have had to assume the value s

of these proportions. We have made assumptions that we think are conservative ;

they probably overstate the negative effects on personal saving of the

adoption of our proposals .

As is indicated by the data given in Tables 37-10 and 37-11 it can be

seen that we estimate that the recommended personal income tax changes,

abolition of gift and estate taxes and the proposed sales tax changes could

have reduced personal saving by about $40 million in 1964, ignoring all

transitional provisions .

Earlier in this chapter we discussed the possible impact that the adoption

of the proposed tax system would have on business saving . It was pointed out

that we expect that a substantial part of the increased taxes borne by

corporations would be reflected in reduced cash dividends rather than in

reduced corporate retentions . On the assumption that the cash dividends

paid to resident shareholders would decline by over $200 million, we provide

in Table 37-12 an estimate of the extent to which this would reduce the level

of personal saving by residents 'i9l . Given the allocation of dividends among

taxpayers in different income classes and the assumed proportion of a change

in income that would be saved by each class, we estimate that such a reduction

in cash dividends would reduce personal saving by about $70 million .
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TABLE 37-10

ESTIMATED CHANGES IN PERSONAL SAVING AS A RESULT OF THE PROPOSED CHANGES
IN THE PERSONAL INCOME TAX AND IN THE GIFT AND ESTATE TAXES

Assumed
Proportion of
Tax Reduction Estimated

Campre- Gift Saved and of Change
hensive Personal and Tax Increase in
Income Income Estate Financed Through Personal
Class Tax Tax Total Reduced Saving M~.ing

(millions (millions (millions Per cent lions
of dollars) of dollars) of dollars) of dollars )

less than $1,000 -4.3 -0.7 -5.0

11000 11999 -16.7 -2.0 -18.7

2,000 2,999 -17.1 -4.8 -21.9

3,000 3,999 -22.3 -5.7 -28.o

4,ooo - 4,999 -22.9 -6.9 -29.8

5,000 - 5,999 -13.0 -6.6 -19.6

6,000 - 7,999 -12 .3 -10.2 -22.5

8,000 - 9,999 -1.8 -8.o -9 . 8

10,000 - 11,999 5 .4 -7.9 -2.5

12,000 - 14,999 9.8 -12.4 -2.6

15,000 - 19,999 7.4 -13.6 -6.2

20,000 - 24,999 o.4 -8.o -7.6

25,000 - 34,999 -0.5 -11.1 -11.6

35,000 - 49,999 7.6 -11.9 -4.3

50,000 - 74,999 14.2 -9.7 4.5

75,000 - 99,999 13.8 -5.7 8. 1

100,000 - 149,999 20.7 -6.2 14.5

150,000 - 199,999 12.7 -3.2 9.5

200,000 - 299,999 14.2 -3.3 10. 9

Over - 300,000 21.6 -5.0 16.6

Unallocated -24.2 - -24.9

Total -8.o

0 0

0 0

0

0

5

5 1.0

5 1.1

5 . 5

10 .3

10 .3

1~ .9

15 1.1

20 2. 2

2 0

2 0

5 0

50

7 5

100

100

Source : Tables C-5 and C-6, Appendix C to this Volume
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TABLE 37-12

ESTIMATED CHANGE IN PERSONAL SAVING AS A RESULT OF THE ESTIMATED
REDUCTION.IN CASH DIVIDENDS RESULTING FROM THE TAX

CHANGES AT THE PERSONAL AND CORPORATE LEVELS

Assumed Proportion Estimated
Estimated of a Reduction Change
Reduction in Dividends in

Comprehensive in Cash Reflected in . Personal
Income Dividends Reduced Saying Saving

(millions (millions

of doll s) Per cent of dollars)

Less than $1 .,000 0.7 0 0

1,000 - 1,999 1.3 0 0

2,000 - 2,999 3-3 0 0

3,000 - 3,999 4 .2 0 0

4,ooo - 4,999 6 .4 5 - .3

5,000 - 5,999 5.1 5 - .3

6,ooo- 7,999 10-9 5 - .5

8,ooo - 9,999 10 .2 5 - .5

10 jP 000 - 11,999 8 .o 10 - .8

1 21,000 - 14,999 22.3 10 -1.1

15,000 - 19,999 .16.2 15 -2 .4

201ooo - 24,999 11.8 15 -1.8

25,000 - 34,999 18 .6 20 -3 .7

35,000 - 49,999 22.9 20 -4.6

50,000 - 74,999 23 .1 20 -4.6

75,000 - 99,999 10.9 50 -5 . 4

100,000 - 149,999 15.3 50 -7.6

150)000 - 199,999 8-9 75 -6 .7

200,000 - 299,999 10.0 100 -10.0

Over 300,000 20-9 100 -20 .9

Total 222 . 0

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

Source : The estimate of the total change in cash dividends is from Table 37-9.
The allocation by income class is derived from the allocation of
dividends by income class shown in Appendix B to J. Bossons, Changes
in Direct Taxes on the Components of Income, a study published by the
Commission .
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By putting all of these estimates together we obtain an estimate

of the total change in personal saving that would result from the adoption

of the proposed system. This estimate is given in Table 37-13-

TABLE 37-13

ESTIKATE OF THE REDUCTION IN PERSONAL
SAVING AS A RESULT OF THE ADOPTION OF

THE PROPOSED SYSTEM

(millions of doll s)

Chan es in personal income tax and abolition
of gift and estate taxes 40

Changes in sales tax 0

Changes in cash dividends 70

Changes in taxation of contractual saving 25

iz
Note: Amounts have been rounded to avoid giving a spurious impression

of accuracy .

Sources : Tables 37-10, 37-11 and 37-12 and the text of this chapter . .

Total personal saving in 1965 was about $3 billion. Given the

assumptions we have made, and we believe that they are reasonable assumptions,

the reduction in personal saving would therefore be less than 5 per cent .

Changes in the Form of Personal Saving

The form of personal saving would be altered more than the volume of

personal saving by the adoption of the changes we recommend. When implemented,

the tax system we propose would change the after-tax income from different

J . The relative prices of assets vould-change. This wouldassets differently 36

lead to changes in portfolios . It would also bring about an increased

supply of the assets with higher prices and a reduced supply of the assets

with lower prices . This supply response would, in the long run, tend to
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restore relative asset yields ~J7 . But in the process, and it would be an

extremely slow process, more savings would be channelled into the formation

of some kinds of physical assets and less into the formation of .others .

There would be A'once-and-for-all change in the composition of the stock

of physical assets . This would change labour productivity and thereb y

the output of the economy .

There can be no doubt that the changes we propose would increase the

price of equities relative to the price of fixed interest bearing securities .

Consequently the stock of physical assets that are financed through the sale

of equities would be increased relative to the stock of physical assets that

are financed through the sale of interest-bearing securities . "Safe"

investments wouldbe more difficult to finance . Capital expenditures by the

smaller, more risky corporations would be more easily financed .

We envisage that adoption, or anticipated adoption ., of our recommendation s

would have the effects on asset prices described briefly below :

1. The Report contains many novel proposals . The market would

find it difficult to evaluate their impact quickly or the

likelihood that they would be adopted by the government . The

market's typical reaction to uncertainty is a reduction in demand

and lower security prices; we would consequently expect stock

prices initially to fall.

2. On further examination of the proposals and in anticipation of

their adoption, we believe that share prices would rise and that

the prices of other assets would tend to be depressed .

3. Adoption of our proposals would mean that low income resident share-

holders and institutions would find that the much higber etUr-tax

income from Canadian equities would justify paying a substantially

higher price for them. The after-tax income from other assets would
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be unchanged or reduced . Investors would therefore seek to sell other

assets and buy equities . This would tend to depress the price of other

assets and raise equity prices . Those shareholders who would obtain no

net benefit from integration would wish to hold Canadian equitie s

until the price rise had taken place . Consequently, upper income

residents and non-residents would want to hold their Canadian equities

until it was expected that the rise in share prices had come to an

end. Residents holding equities in non-Canadian companies would ,

in many cases, sell them, at unchanged prices in most cases, and

use the proceeds to bid up the prices of Canadian equities .

4. Unless lower bond prices~'higher interest rates--were appropriate

for the economy at the time, the Bank of Canada would presumably

support bond prices through more rapid increases in the money

supply, as discussed below. If this did not occur an increase

in the capital inflow could result as non-residents increased their

purchases of Canadian bonds at attractive prices . Real property

prices would probably decline, but the rising rents that would

follow a reduction in construction probably would restore the after-

tax rate of return required to attract capital within a relatively

short period.

The trustees of Registered Retirement Income Plans would obtain full

credit for the corporation income tax and would not be taxed on realized

property gains. The tax position of life insurance companies woul d

be the same for investment income of all kinds ~it would be taxed in

full in the hands of the insurer or the policyholder-and therefore the

relative attractiveness of shares would be substantially improved.

If there were no change in security prices, the before-tax cash

flaw rate of return 38/ from equities that is now per cent to 4 per cent

would rise to 8 per cent to 11 per cent, vhile the equivalent return from

bonds and mortgages would remain at 5 per cent to 8 per cent. We would not
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expect these institutions to reduce their holdings of bonds and

mortgages at a loss; we would expect them to gradually increase

the proportion of equities in their portfolios . Given their

extremely large cash inflows, these institutions would absorb a

large volume of new equity issues _391 .

6. With higher prices for most Canadian equities, corporations would,

as we have indicated, increase their rates of capital expenditure

and the proportion of those expenditures financed through new equity

issues. This increased flow of new equity issues and relatively

reduced reliance on debt would tend to limit the rise in equity

prices and would help to support the prices of other assets .

7 . Once the increased profitability of Canadian equities to residents

was fully capitalized in share prices, non-resident portfolio

investors would find that the after-tax rates of return on Canadian

equities were lower than they could obtain on other assets . When they

anticipated that the rise in Canadian share prices resulting fro m

this capitalization was coming to an end, non-residents would tend

to sell their Canadian shares to Can dians and buy other assets .

This too would tend to stabilize equity prices at the resultant

higher level .

8. Upper income residents, like'non-residents, would find that the

after-tax rate of return on equities was relatively less attractive

at the higher prices and they would probably seek to adjust their

portfolios accordingly . Here again this would tend to stabilize

equity prices at the higher level .

9 . At some point a new equilibrium among asset prices would be established

at which the greater flow of new equity issues would be matched by

the increased flow of personal savings allocated to the acquisition

of this kind of asset. At these prices the marginal investor would
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expect that, after making appropriate adjustments for differences

in risk, the same after-tax rate of return would be obtained on all

financial assets .

This then is what we foresee ; an increase in the price of most Canadian

equities, little change in bond prices and a decline in the price of other

assets. After the prices of assets were stabilized more Canadian equities

would be held by low and middle income individual Canadians and savings

institutions. Fewer Canadian equities would be held by high income residents

and by non-residents . As a result of these higher equity prices, Can than

corporations, other than those in the extractive industries, and some

Canadian wholly owned subsidiaries of foreign parents, would at least

maintain their retentions and offer more new equities . These equities would

be purchased by low and middle income Canadian investors either directly or

through life insurance companies or Registered Retirement Income Plans .

OVERALL EFFECTS ON THE RATE OF SAVING
AND INVESTMENT

The foregoing estimates suggest that had the proposed tax system been

in effect in 1964, and had all transitional adjustments been made prior to

that datepand had the economy been operating at the same level, personal

saving would have been reduced by about $135 million and business saving

would not have been changed. Assuming that government expenditures would have

been affected by the adoption of our tax proposals, this reduction in private

domestic saving would have been more than offset by an increase in government

saving because, as discussed in Chapter 35, under the conditions specified

above the proposed tax system would have increased total government revenues

by more than $200 million . Together these estimates indicate that the

adoption of our proposals would have increased total domestic saving by

$65 million. Because this amount is so small relative to total dcmestic saving

and is derived from e.stimates that are subject to such wide ranges of error,

for all practical purpose it should be treated as an estimate of no significant

change in domestic saving.
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Iater in the chapter we consider the implications of our rec ndations

for the balance of payments . We can anticipate that discussion by stating

that we foresee no change in Canada's reliance on foreign saving as a result

of implementing our proposals .

With virtually no change in domestic saving and no change in our reliance

on foreign saving we conclude that the rate of capital formation would also

remain unchanged although future output would be increased because the

allocation of capital would be improved.

This is the outcome we seek, for, as we explained in Volume 2 and i n

the introduction to this chapter, we believe that it is our task to design a

more efficient tax structure and not a structure that would force Canadians to

save and invest more. Policies that could be adopted to increase the rate

of saving and investment if this was desired are discussed briefly later in

this chapter .

To illustrate the direction and orders of magnitude of the changes in

the flows of funds between sectors of the economy thatcould follow the

adoption of the proposed tax system~ we have prepared Table 37-14 . Because

the transactions accounts that were initiated by the Royal Commission on

Canada's Economic Prospects have not been carried beyond 1954, we have been

unable to make estimates of the magnitudes of the intersectoral flows of

funds. Although the data given in this table have expository value only,

they show succinctly one of the possible adjustments that could take place .

In this illustration the government's increased saying of $200 million

would permit it.to reduce its borrowing .by that amount . This, together with

the purchases of debt by non-residents, would make it possible for households

and contractual savings institutions to sell bonds and buy equities despite

reduced savings by these sectors . Some of these equities would flov from

non-residents ; others would be net new issues by Canadian corporations that would
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make it possible for them to buy existing real assets from Canadian household s

and increase their capital expenditures slightly .

Underlying all of our estimates has been the assumption'that the willing-

ness to save of individuals would not be altered by changes in after-tax rates

of return and that the changes in the willingness to save and invest through

corporations would be subject to offsetting changes . In short, we have

assumed that for the economy as a whole the propensities to save and invest

would be unaffected by the implementation of our recommendations .

If these assumptions turn out to be valid it would mean that the adoption

of our proposed system would neither stimulate nor depress the economy . Only

the allocative effects would be of importance .

It is difficult to appraise the likelihood that this nice balance would

prevail. The available evidence supports the view that the willingness to

save by individuals is not much influenced by changes in rates of return .

Moreover, while it is possible that the willingness to save by upper,income . .

individuals would decline as the progressiveness of the system was increased,

it is also possible that the more liberal treatment of Registered Retirement, .

Income Plans that we propose would significantly increase the willingness to

save by those with lower inccmes . If we have made erroneous assumptions with

respect to personal saving the errors are unlikely to be in the same direction .

To what extent would large, resident-owned corporations without tax

concessions wish,to increase their saving and capital expenditures in response

to the reduction in the cost of equity capital? To what extent would other

corporations wish to reduce their saving and capital expenditures on the

withdrawal of their present concessions? These are the crucial and difficult

questions. We have estimated that the former would just offset the latter .

If we have erred in these assumptions .. we believe that we have underestimated the

increase in the willingness of the large, resident-owned corporations without

concessions to increase their capital expenditures . However, we doubt that
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we have underestimated their willingness to increase their retentions .

This means that if the adoption of the proposed tax system had a signi-

ficant impact on the level of economic activity it would have an expan-

sionary impact .

Because it is so difficult to estimate with certainty the impact that

the adoption of our proposals would have on aggregate saving and investment

it might be argued that it would be too risky to implement our proposals .

In assessing these risks it must be constantly borne in mind that these

aggregative effects could be offset through the use of fiscal or monetary

policies if the level of economic activity did not require stimulus or

repression . If the need to maintain external stability presented no

problem, the choice of policies used to offset these aggregative demand

effects should reflect society's evaluation of the merits of more present

consumption relative to more econcmic growth .

If the tax reforms provided a greater stimulus to investment than

to savings, policies to lessen aggregate demand would have to be adopted .

The use of restrictive fiscal policy, such as tax increases or a reduced

rate of growth or expenditures or both, would permit the realization of

the increased propensity to invest, thereby accelerating the rate of

economic growth and restricting the level of current consumption . If a

restrictive monetary policy were adopted instead, the potential inflationary

pressure would be contained by limiting the increase in the propensity to

invest to match the increase in available savings . This would permit a

scmevhat higher level of current consumption at the cost of a somewhat

.laver rate of econamic growth . Even in this care ., however., net national

savings would be increased by the reforms so that the joint effect of the

tax reforms and the offsetting restrictive monetary policy would be to

raise savings and investment above the prevailing levels prior to the

reforms ., thereby enhancing econcmic growth and reducing current consumption .



15 5

If the tax reforms provided a greater stimulus to savings than to

investment, offsetting policies to stimulate aggregate demand would be called

for. In this case, the adoption of an easy monetary policy to raise the

propensity to invest to match the higher propensity to save would favour

economic growth at the expense of current consumption ; the adoption of an

expansionary fiscal policy to limit the increase in savings to match th e

.smaller increase in the propensity to invest would achieve a somewhat smaller

increment in thegrowth rate with a smaller reduction in current consumption.

It is therefore clear that, whatever the aggregate demand effects of the tax re-

forms, unless there were balance-of-tayments constraints, they could be effec-

tP-Qy offset by uslog the well-known tools of fiscal and monetary pblicy .!Q/ .

Because the need to maintain the external stability of the economy can

circum cribe fiscal and monetary policies let us now turn to an examin ion

of the effects of the tax reforms upon the balance of payments .

EFFECTS OF THE TAX REFORMS UPON
THE BALANCE OF PAYMENTS

The tax reforms could impinge on the balance of payments both through

their direct effects on the international flows of goods, services, income

and capital and through indirect repercussions upon aggregate demand, the

division of the gross national product between consumption and investment,

and the rate of economic growth .

The net effect of the reforms upon the balance of payments is therefore

extremely difficult to determine. Furthermore, the effects during the

transitional stages, when existing holdings of assets were being adjusted,

might differ from the long-ran equilibrium effects upon the flows of income

trade and capital .

We will first consider the direct effects of the tax reforms upon the

balance of payments. By "direct effects" we mean effects upon trade and

capital flows at given levels of aggregate demand and investment and at a

given rate of economic growth . Later we shall considerthe indirect effects .
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Current Account

We expect that the tax reforms would have little direct effect upon

merchandise imports and exports . As was pointed out in Chapter 5, International,

the tax system should be neutral with respect to exports, imports an domestic

production. We have not found the present system to be discriminator y

in this respect ; we have been careful to avoid discriminatory features in

designing the new system. Perhaps it is worthwhile recapitulating the argu-

ments that underlie this conclusion .

Direct taxes do not have much effect upon exports and imports . Extensive

forward shifting of increases in the corporation income tax through higher prices

might impair exports and encourage imports, at a given exchange rate, but we

find no evidence that extensive forward shifting of this kind has occurred .

In any event, the recent devaluation of the Canadian doll swamped any adverse

effects that the relative increase in Canadian corporation income tax might have had .

While the adoption of the proposed reforms would substantially increase

corporation income tax collections, for most resident-owned ccupanies other than

those in the extractive industries the corporation income tax increases would be

more than offset by reductions in taxes at the shareholder level . The overall

tax burden on corporate source income would therefore be reduced for most

industries .

Because most Canadian corporations would not be subject to increased compe-

tition from new firms or new products from abroad we doubt that these tax reductions

at the personal level would be quickly passed on to consumers in the form of

lower prices . On the other hand, those industries that would be subject to tax

increases at the corporate level that were not fully offset by reductions at the

personal level would be unlike :ky to pass the increases on in the form of higher

product prices except where the firms had substantial international marke t

power .
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The present indirect tax system does not discriminate systematically

either for or against imports because both imports of manufactured products

and domestic manufactured products bear the same tax rate at about the same

stage of fabrication. However, specific instances of discrimination one way

or another are inherent in the administratively cumbersome manufacturer's

sales tax. The replacement of this tax with a general retail sales tax would

provide a system that was non-discriminatory throughout, for all taxable goods

and services would bear the same tax rate at the final stage of purchase

regardless of where value was added.

We therefore conclude that any substantial effects of the tax reforms

upon the merchandise account of the balance of payments would involve only the

repercussion of their effects upon demand, investment and the rate of growth .

The non-merchandise current account is another matter . Those portions

of this account which represent trade in services, such as tourism, travel .,

shipping and freight,, would likely be unaffected by the reforms because the logi c

of the previous discussion applies with equal force to these cases . At

present, services bear no sales tax, whether imported or domestically produced.

In the future most services would bear retail sales tax ., but both imported

services and domestically produced services would bear the same rate of ta x

to the ultimate purchaser .

However, the interest and dividend payments portion of the current account

probably Would be affected. In the long run these flows would be influenced

by the same forces that affect the capital account, which is discussed below .

In addition, the dividend outflow would be affected more quickly by the

reaction of non-resident-controlled Canadian corporations to the various

corporation income tax changes .

We estimated above that non-resident-controlled corporations other than those

in mining and petroleum would, generally speaking, at least maintain their

retentions and capital expenditures in the face of the modest increase in
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their corporation income tax burdens . This implies that the dividend outflow

would be reduced by the full amount of the tax increase or that an equivalent

increase in direct investment would take place . For large non-resident-

controlled corporations in the extractive industries, investment probably

would be cut back. Such corporations with many non-resident shareholders

probably would try to maintain their dividends; many closely held companies,

on the other hand, probably would maintain their present pay-out ratios . Some

reduction in the dividend outflow seems to be likely .

Capital Flows

Unlike the merchandise flows, where the direct effects would clearly

be minim', the tax reforms could substantially affect international

capital flows. But the net effect upon the capital account is difficult to

assess because the separate effects on the various capital flows are in

different directions : some capital inflows probably would be reduced, but

some capital outflows probably would be reduced too . We Vill now consider

each of the main components of the long-term capital flows in turn W.

. To the extent that foreign direct investment is sensitive to tax changes,

for example where changes in the Canadian tax are not offset by increased foreign

tax credits on m ginal projects, direct investment in Canada would, in all likeli-

hood, be reduced, mainly as a result of the reduced incentives to invest in the

extractive industries . However, because a large proportion of foreig n

investment in these industries probably is insensitive to the kinds of tax

changes we propose, we do not expect that a major reduction would take place .

We do not expect that foreign direct investment in the non-resource indu&-

tries would be'much affected by our tax reforms. Because the after-tax rate of

return at the margin would not change, the attractiveness of these direc t

investments in Can da would not be affected. Some non-resident-controlled

Canadian corporations probably would decide to issue new equities to Canadian

residents. But these issues would be as likely to be used to finance additional
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capital expenditures as to replace foreign direct investment . In any event ,

the magnitudes involved would be small .

Adoption of our proposals would not make direct investments abroad

absolutely less attractive to most resident shareholders, with the exception

of investments in tax haven countries . But integration would mean that

their relative attractiveness would be reduced. Although Canadian corporations

that carry on an international business are not likely to be affected one way

or the other, some reduction in foreign direct investment by Canadians seems

probable .

The international trade in securities includes trade in outstanding issues

of goverment bonds, corporate bonds and stocks, as well as net new issue s

of these items. The composition of these capital flows would almst certainly

be affected by the tax reforms. i

As we have emphasized earlier, under a system of integration of corporation

and personal income tax residents would tend to switch to Canadian equities an d

to sell off other securities, such as domestic and foreign bonds and foreign equities,

thereby putting upward pressure on Canadian equity prices and downward pressure on

Canadian bond prices . The prices of the vast majority of foreign securitie s

would not be affected significantly because Canadian holdings of these

securities typically account for only a small fraction of the total.

The available evidence suggests that international portfolio capital

flows are quite sensitive to small changes in yield differentials between

Canadian and United States securities ~g/ . Consequently the price pressures

exerted by the portfolio adjustments of Canadian residents stimulated by

integration would lead to offsetting portfolio adjustments by non-residents,

thereby lessening the ultimate price adjustments that would occur hIg .

The probable direction of the various adjustments in domestic and foreign

portfolios is summarized in Table 37-15 below, together with the effects of

these adjustments upon prices and yields .
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TABIE 37-15

INTERNATIONAL CAPITAL FLOWS :
DIRECTION OF EFFECTS UPON ASSET HOLDINGS ,

PRICES AND YIELDS

Canadian Canadian Foreign
Bonds Stocks Securitie s

Holdings of Canadian residents +

Holdings Of non-residents + +

Price + No change

Yield (before tax) + No change

Three results are possible. These various portfolio adjustments could

have a net positive or a negative impact on the balance of payments ),I,/ ; the

repatriation of Canadian capital currently invested in foreign securities

could be matched by an equivalent net .reduction in the inflow of foreign

portfolio capital.

The outcome would depend upon the sensitivity of the different capital

flows to changes in yields and upon the effects of changes in other sources

and uses of funds (direct investment flows, retained earnings, and personal

savings) that affect the net portfolio capital requirements of the Canadian

economy .

However, given the extreme sensitivity of the foreign demand for Canadian

bonds to international interest rate differentials, we believe that the

positive effects of the reduction in Canadian purchases of foreign securities

and the increased demand for Canadian bonds by foreigners, brought about by

the increase in interest rates induced by the portfolio adjustments of

Canadian residents, would be greater than the negative effects of reduced

purchases of Canadian equities by foreigners. Probably the net effect of

the various changes in portfolio flows would be an increase in official

reserves unless the money supply was expanded more rapidly to hold down the
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increase in interest rates and to reduce the purchases of Canadian bonds

by foreigners .

One other aspect of these changes in portfolio capital flaws should be

mentioned. Increased Canadian and reduced foreign net purchases of Canadian

equities would lead in the long run to some repatriation of ownership over

large segments of Canadian industry. This would be achieved at the cost of

reducing Canadian holdings of foreign equities and increasing foreign holdings

of Canadian debt .

In summary, it appears probable that the reduced dividend outflow,

reduced direct Canadian investment abroad, reduced investment by Canadians

in foreign securities, and the increased foreign purchases of Canadian bonds,

stimulated by the upward pressure on bond yields.brought about by the port-

folio adjustments of Canadians, would more than offset the reduction in

foreign direct investment in Canada and in foreign purchases of Canadian

equities . If this occurred the balance of payments would be "improved" in the

sense that official reserves would tend to rise in the absence of offsetting

policies . Given Canada's commitment not to increase its foreign exchange

reserves, the government might have to support Canadian bond prices throug h

a more rapid increase in the money supply and,,if the economy was operating

at capacity, offset this expansionary move by a more stringent fiscal policy.

In concluding our discussion of the direct effects of our proposals on

the balance of payments it should be pointed out that the changes we recommend

for the taxation of mineral extraction would not give rise to any special

problems. The tax changes we put forward, if adopted, would not have a

significant effect on production from existing facilities . There is no fear

of a sharp drop in our mineral exports or an immediate increase in our

mineral imports . Although we doubt that future capital expenditures by the

extractive industry would be much reduced, any reduction in investment would,

of course, result in a decline in future mineral production and presumably

mineral exports relative to what otherwise would take place . This is no
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cause for alarm, however, for the improved allocation of capital would

increase the ability of Canadian industry generally to compete more

effectively bath in foreign markets and against foreign goods in the

Canadian market . A reduction in one kind of export does not mean a

deterioration of our trade position .

We do not expect that there would be significantly less foreign direct

investment in the Canadian,extractive industries or significantly increased

direct investment by Canadians in foreign mineral extraction for th e

reasons we have already given . Bat should our expectations not be realized

it must be borne in mind that a reduced inflow of foreign "extractive

industry" capital and an increased outflow of Canadian "extractive industry"

capital does not necessarily mean a net reduction in the capital available

for Canadian develcpment . The net capital inflow could be maintained by the

increased sale of Canadian debt instruments to non-residents to ccmpensate

both for the reduced sale of Canadian extractive industry equities to non-

residents and the increased purchase of foreign extractive industry equities

by residents .

Indirect Effecrt s

If the adoption of our proposals increased the propensity to invest

this would tend to worsen the current account of the balance of payments

in the short run . The high import content A2/ of investment goods means

that a change in the composition of demand in favour of investment would

lead to an increase in inports . If the increase in the prcpensity to

invest had a net positive effect on aggregate demand, that is, if it was

not matched by an increased propensity to save or by a tightening of fiscal

policy, there would be an additional increase in imports . Unless matched

by an increase in the net capital inflow the deterioration in the current

account would lead to a loss of reserves .
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In the past, investment booms have been accompanied by a strengthening

of the Canadian dollar in the foreign exchange market. But it is not clear

that these episodes, which were accompanied by or partially brought about by

the buoyant expectations of non-residents regarding future profits that could

be obtained from direct investments in Canada, provide any evidence as to the

effect on the capital inflow of a change in investment engineered by tax

structure revisions. In the unlikely event that the implementation of our

proposals brought about an investment boom without an equivalent increase in

personal or business saving and without a substantial increase in foreign

direct investment, the government would have to be prepared to tighten fiscal

and monetary policies quickly to avoid a decline in Canada's exchange reserves .

The mix of policies that should be adopted would depend essentially on the

extent to which the government wished to increase the proportion of GNP

invested. The alternatives are discussed in Volume 2 .

It is sometimes argued that a more rapid rate of growth would lead to

a gradual but cumulative worsening of the current account of the balance of

payments . As was stated in Chapter 4, it is important to distinguish the

effects of an increased rate of growth brought about by stimulating aggregate

demand from an increase in the rate of growth of potential output that is

matched by an increase in aggregate demand.

The stimulation of aggregate demand alone leads to real growth gains

only until full employment is reached and is therefore unsustainable in the

long run. Furthermore, any closing of the gap between actual and potential

output typically stimulates an increase in imports under a fixed exchange

rate system. Exports are unlikely to be affected Mach by the closing of the

gap . However, if the stimulation of aggregate demand is pursued after full

employment is reached the resulting inflation weakens the competitive

position of Canadian exports and stimulates imports .

The tax reforms would increase the rate of growth of potential

output by:



164

1. Gradually achieving an improved allocation of resources .

2. Causing Canadians to shift their investments from foreign to domestic

capital expenditures L6/ .

3 . Reducing barriers to greater effort as a result of lower effective

marginal tax rates on employment income .

The tax reforms would therefore permit a sustainable increase in the

rate of growth of output and aggregate demand. Such an increased rate of

growth would not cause a cumulative worsening of the balance of payments,

for the increased supplies of the factors of production and the increase in

their productivity would encourage an expansion of exports . Given the

elastic foreign demand for Canadian manufactured products and services we

would expect the stimulus to the production of exports and to the production

of import substitutes to offset completely the expansion of the demand for

imports brought about by the increase in aggregate demand that would accompany

the increase in the rate of growth in potential output .

IMPUCATIONS FOR ECONOMIC OBJECTIVE S

Rational economic policy making involves the achievement of the accepted

objectives within the limits imposed by a variety of technological and

institutional constraints . The existence of the constraints sometime s

forces the policymaker to limit the pursuit of one objective in order to

better achieve some other objective .

The art of public policy formation therefore involves two logically

distinct steps :

1. Ensuring that each objective is pursued in so far as no conflict with

other objectives exists . Any set of policy decisions that fails to

achieve these "costless" improvements may be said to be inefficient .

Hence the first problem is the achievement of policy efficiency .
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2. When one objective may be better realized only at"the reduced achieve-

ment of another objective the policy maker must ensure that the choice

between conflicting objectives adequately reflects the social priorities

attached to the objectives. This is the problem of policy choice .

We have tried to recommend changes that would increase policy efficiency-

costless improvements in the realization of at least some of our economic and

social objectives. We have tried to avoid recommendations that involve policy

choices-recommendations that ., if adopted, would lead to the realization o f

one or more objectives at the expense of others .

We are convinced that the adoption of the tax system we propose would

result in the more complete realization of the objectives of horizontal equity,

vertical equity and allocative efficiency. Because we expect that the inple-

mentation of our proposals would have little net effect on aggregate demand

and on the balance of payments, it probably would not affect the realization

of the goals of full employment and price level stability one way or the

other. If this expectation proved to be incorrect the policy instruments

described and discussed in Volume 2 would be available to offset the expansion-

ary or contractionary pressures that might be generated, if these were in-

appropriate under the circumstances, and to restore balance-of-payments

equilibrium. But what would be the impact of the proposed tax system on the

realization of the goal of increased economic growth ?

Implications for Economic Growth

The adoption of our proposals would gradually bring about a reallocation of

the stock of physical capital. Future investment would be relatively greater

in industries and activities that have been unfavourably treated under the

present system, and conversely. The resulting changes in the composition of

the capital stock would enhance the rate of growth during the adjustment period.

Because a protracted period of adjustment would be required-a matter of

decades-the improved allocation of capital would raise the growth rate for

a long period of time.
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As we stated above, we believe that the adoption of our proposals would

not reduce the propensities to save and invest . If this expectation proved

to be correct the improved allocation of capital would bring about a costless

increase in the growth rate . Even if our expectations proved to be overly

optimistic, and these propensities were significantly reduced, it does not

mean that the recommended system should be rejected or extensively modified.

Just as any destabilizing effects of the proposed tax system could be offset

by changes in other policies so too could any adverse effects of the adoption

of the proposed system on the rate of capital formation be offset by changes

in other policies .

The policies that might be adopted to offset any deleterious effects that

the proposed tax system might have on the rate of capital formation are the

same as those that should be adopted if, despite an increase in the growth

rate as a result of implementing our proposals, an even higher growth rate

was desired. Because we are confident that our proposals would not require

these offsetting policies to maintain or surpass the past growth rate we will

discuss them in the latter context .

Achieving Further Increases
in the Growth Rat e

The policy choice may be made that the rate of growth should be further

increased even if this means reduced current consumption or increased

reliance on foreign saving or both. This would not require fundamental

modification of the proposed tax system .

As long as the other objectives are given any weight it is important

that the pursuit of the goal of economic growth be carried out efficiently ;

a given gain in economic growth should be realized with the minimm cost in

terms of the other objectives . There are two policy routes to the attain-

ment of increased growth that involve minimum costs in terms of equity and

efficiency:
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1. The use of appropriate combinations of monetary policy, fiscal policy,

public expenditures and exchange rate policy to increase both the

national savings rate and its realization in productive investment .

These policy combinations are discussed in Chapters 3y 4 and 5 .

2. The use of general tax incentives for savings and investment . These

instruments are described in Chapters 3 and 4.

It is obvious that the use of the first alternative does not involve any

alteration of the tax reform package . The adoption of the second alternative,

providing general tax incentives for savings and investment, should no t

necessitate any modification of the fundamental features of the proposed tax

reforms, such as :

1. The integration of the corporation and personal income taxes .

2. The inclusion of capital gains in income .

3. The inclusion of gifts and bequests in income .

4. Elimination of the present discriminatory favourable treatment o f

certain industries .

5. The treatment of the family as the basic tax unit .

6. Replacement of the present manufacturer's sales tax with a general

retail sales tax on all goods and services, with certain specifie d

exemptions .*

Moreover, some of the provisions that we recommend could be used to

provide general tax incentives to savings and investment . These are :

1. Registered Retirement Income Plans provisions .

2. Accelerated capital cost allowances .

3 . Standby investment taxes or tax credits .
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The amounts allowed under Registered Retirement Income Plans could be

liberalized to provide an increased incentive for savings . If necessary,

recommended limits could be raised so as to convert the income tax syste m

into what would be, in effect, an expenditure tax system. The existing capital

cost allowance provisions, which already represent an acceleration of

depreciation, could be further liberalized to increase the cash flow of

corporations and to raise the marginal after-tax rate of return on investments .

In addition, the special capital cost allowance provision for new and small

businesses could be similarly liberalized .

While we do not recommend either a general tax on investment or a general

subsidy to investment, or investment credit, we do recommend that the govern-

ment consider using these tools on occasion for purposes of stabilization

policy. If a general and continuing stimulus to investment was desired the

government could enact a permanent investment subsidy or tax credit .

The adoption of these incentives for savings and investment would not,

we believe, involve any conflict with the goals of horizontal equity or

allocative efficiency. However, their adoption would mean that the goal of

vertical equity would be less adequately realized . We would therefore recom-

mend that if an increased rate of economic growth is cl6sired, above and beyond

the higher rate we would expect from the maintenance of full employment on the

one hand and from the favourable effects on the allocation of capital of the

adoption of the tax reform package on the other, it should be pursued through

the use of the first policy alternative . The second alternative should only

be adopted on a continuing basis if the first proved ineffective, that i s

to say, if investment was not sufficiently responsive to expansionary monetary

policy but was responsive to the tax incentives we have discussed .
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CONCLUSIONS

LABOUR EFFORT

1. Although we doubt that changes in the tax system could have a major

impact on the quantity and quality of labour effort, we have been aware

of the need to reduce tax barriers to greater effort, to remove tax

incentives to emigrate from Canada and more equitably and effectively to

encourage Canadians to undertake more education and training . By

lowering the rates of tax on the return from additional effort people

are encouraged to work longer and harder . The rate schedules we

propose would have this effect . However, under our proposals average

rates of tax would alsobe reduced for most taxpayers who depended

primarily onwage and salary income . This change would be likel y

to discourage effort . The net effect is therefore indeterminate,

although we believe .it is more likely to be positive than negative .

2. The proposed reduction in the taxes paid by middle income families

would substantially narrow or eliminate the adverse tax differ-

ential between Canada and the United States that now prevails for

this group of taxpayers .

3 . Under the proposed tax system married women with young children would

be encouraged to enter the labour force because the marginal rate s

of tax on their earnings would be lowered. Married women without

children would be faced with higher marginal rates, but the increases

would not be appreciable .

4. The proposed treatment ofthe expenses of higher education would be

both more equitable and more generous . It would make it much easier

for students to borrow to finance their higher education because they

could more readily repay after graduation. While concessions in the

tax system may not be the best method of providing an incentive, the

provision we recommend would be a vast improvement over the present

provision .
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5. We do not expect that adoption of the proposed system would bring about

a drastic increase in the quantity and quality of labour effort in

Canada but we have no doubt that the direction of change would be

favourable .

ALLOCATION OF CAPITAL

6. Even in a world without taxes there are biases in the market that

would distort the allocation of capital. Most of these non-tax

distortions are best compensated for outside the tax system by other

policies, such as combines policy. The tax system can, however,

provide a reasonably efficient method of compensation for the market

biases against new, risky investments .

7. The present tax system is lacking in neutrality. By applying different

rates of .tax to the income generated by different activities and by

different kinds of assets, there is averinvestment in some industries

and underinvestment in others . This reduces output . These tax

distortions would be largely removed by adapting the comprehensive

tax base, by giving residents full credit for taxes collected from

organizations, and by treating losses more liberally .

ESTIMATES OF PROPOSED CORPORATION INCOME TAX CHANGES

8. Adoption of our proposals would increase corporation income tax

collections by about 25 per cent. The increases would be attributable

largely to the withdrawal of the dual corporation tax rate and the

removal of some special industry tax concessions .

9. A large part of the increase would be inposed on corporate sourc e

income attributable to non-residents.

10 . In the extractive industries the proposed tax increases would be

large relative to capital expenditures .
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LARGE, RESIDWI-OWNED CORPORATIONS WITH NO SPECIAL TAX CONCESSIONS

11. For these corporations the tax increases at the corporate level would

be relatively small and the tax reduction at the shareholder level

would be substantial, despite the full taxation of realized share

gains .

12. -The net effect of these changes in the tax treatment of corporate

source income would be to increase the after-tax income from equities

for most resident shareholders . Because the return for most other

assets would be taxed at least as heavily as at present the relative

attractiveness of Canadian equities would be increased . Share prices

would rise .

13 . With higher share prices management would find that a lower before-

tax rate of return on additional corporate assets would provide

their shareholders with as high a rate of return as they could

obtain from other assets . Capital formation would be stimulated.

14. To finance a more rapid rate of expansion these corporations probably

would rely more heavily on retained earnings and new equity issues,

although the increase in the former is likely to be much greate r

than the latter . The reliance on debt financing would probably .

decline relatively.

15 . Although cash dividends would probably not fall absolutely, pay-out

ratios would gradually decline .

OTHER BUSINESSES

16. Most large non-resident-owned corporations not now receiving special

tax concessions would not be affected one way or the other by the

adoption of our proposals . They might rely more heavily on Canadian

equity financing than in the past .
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17 . A few large Canadian mining and petroleum companies would be

seriously affected by the removal of depletion and the three-year

exemption for new mines . The impact would, however, be gradual .

Smaller corporations that did not have other operating income

would not be subject to major changes in after-tax rates of

return at the corporate level . The capital expenditures of the

former probably would be reduced, but there would be little

change with respect to the latter-particularly where the

corporation income tax increases would be offset by reduced

taxes at the shareholder level .

18 . Small corporations would be adversely affected by the removal of

the dual rate of corporation income tax if compensating changes

were not introduced . The integration of corporation and personal

income taxes, accelerated capital cost allowances for new and

small businesses and the proposed treatment of losses would

provide more effective incentives at lower revenue cost .

19 . Unincorporated businesses would benefit from lower personal

rates, accelerated capital cost allowances and the more liberal

treatment of losses, but would be hurt by the more stringent

treatment of personal benefits and the full taxation of property

gains . On balance the capital expenditures of rapidly expanding,

small, risky businesses, whether incorporated or unincorporated,

would be encouraged .

20 . The full taxation of property gains and a reduced availability

of mortgage money would make investments in real estate ,

other than owner-occupied housing, less attractive .
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BUSINESS SAVING

21 . Considered as a group the pay~out ratios of corporations in the extrac-

tive industry would be unlikely to change, although there probably would be

large variations among corporations . This would mean that about one half

of the increase in tax on corporations in the extractive industrie s

would be reflected in reduced business saving. In other industries

we expect that pay-out ratios would gradually decline to the point

where total business saving would be unchanged despite the increas e

in corporation income tax collections. In particular, large resideht-owned

corporations would be able to maintain their present cash dividend s

despite an increase in earnings because the cash position of mos t

shareholders would be substantially improved by the full credit for corpo-

ration incame tax on corporate earnings, whether distributed in cash or not .

PERSONAL SAVINGS

22 . The increased progressiveness of the recommended personal incom e

tax system would substantially change the disposable income of some tax

units . A large part of the tax increases for those with high incomes would

be financed through reduced personal saving; a large part of the tax

reductions for those with low incomes would be spent . the reduction

in cash dividends brought about by reduced corporation pay-outs

would also reduce disposable income and personal saving. Imple-

mentation of the proposed sales tax changes would have virtually

no effect on personal saving .

23 . The recommended treatment of life insurance and Registered Retirement

Income Plans would make insurance saving less attractive and

Registered Retirement Income Plan saving more attractive . The

postponement of tax on the latter would be equivalent to a tax

reduction of about $50 million. The taxation of life insurance

companies on the same basis as other companies would reduce their
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cash flow by about $75 million. Assuming that the tax reduction

on retirement savings would be added to personal saving and the tax

increase on life insurance would be deducted from personal saving the

net effect would be a reduction in personal saving of about $25 million .

24 . Although we estimate personal saving in total would decline only by

about $135 million, less than 5 per cent of the total, the form of

personal saving would be dramatically altered . A much larger part

of personal saving would be channelled into the purchase of new

equities and less into the purchase of fixed income assets .

THE RATE OF SAVING AND INVESD=

25.

26.

The reduction in personal saving would be more than offset by an

increase in government saving, for the estimates given in Chapter 35

suggest that government revenues would be raised by over $200 million.

With no change in business saving and no change in Canada's reliance on

foreign saving we expect that the volume of saving and investmen t

would be little changed by the adoption of the proposed tax system.

If the tax changes had any net impact they"probably would increase

the propensity to invest relative to the propensity to save,thus

stimulating the economy. Changes in other policies could be made

to offset this effect if it were not appropriate at the time .

BALANCE OF PA)MENTS

27 . The adoption of the tax reforms probably would have little direct

impact on imports and exports of goods and services . But the non-

merchand-ise items in the current account would likely be affected

as a result of changes in corporate distributions and by changes in

the capital account .

28, The composition of the international capital flaws probably would be

substantially altered . Although foreign direct investment in Canada
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is unlikely to decline except in the extractive industries, foreign

direct and portfolio investment by Canadians probably would be reduced

because the relative attractiveness of Canadian investment would be

increased. Canadians would sell their portfolio holdings in foreign

corporations to non-residents and non-residents would tend to sell

their Canadian portfolio holdings to Canadians . Non-residents would

hold more Canadian fixed interest-bearing assets . Lower Canadian

bond prices brought about by a shift from bonds to equities by

residents would induce non-residents to hold more Canadian bonds

and would tend to increase the net capital inflow unless offset

by changes in monetary policy.

GROWTH IMPLICATIONS

29 . We believe that the'adoption of our proposals would not affect the rate

of investment but would greatly improve the allocation of capital.

This would increase the rate of growth aver a long period without

forcing Canadians to consume less or rely more heavily on foreign

saving .

In the unlikely event that the rate of investment was reduced or that

Canadians wanted an even higher rate of growth,despite the costs

involved, this could be achieved efficiently and equitably without

modifying the fundamental features of the tax system we propose .



176

REP RMCE S

In technical parlance, this policy would give rise to an income effect

in favaur of leisure which would swamp the substitution effect brought

about by the lower marginal rates .

See Appendix I to Volume 3 and Appendices D and F to J . Bossons,

Changes in_Direct Taxes On The Components of Income, a study published

by the Commission .

Y In so far as individuals were hurt by the reforms, they, of course ,

would bear a cost .

We must emphasize that the relevant rates of return are both marginal

and social . In contrast, readily available statistics provide estimates

of average private rates of return . These differ from the rates of

return applicable for optimum investment in two ways :

a) The available rates include profits on investments that are more

or less profitable than the rate just sufficient to induce them .

b) The available rates do not take into account the external costs

imposed upon firms and individuals other than those realizing the

return or the external benefits reaped by those other firms and

individuals .

We do not deny that there may be a conflict between vertical equity and

economic growth . However, we believe that if such a conflict exists it

is because of the effect of progressive taxes on the volume rather than

on the allocation of savings .

Y For a discussion of how integration would increase cash retentions o f

corporations, see below .

YJ This estimate of the average effective marginal tax rate for mining

corporations is based on a definition of income that does not allow
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the deduction of depletion and only allows expenses to be written off

at the same rate as in other industries ; in addition it reflects the

fact that the marginal rate of tax is zero in the first three years of

production .

This figure does not reflect the elimination of the taxes on section 105

distributions of $6 million . This has been ignored because of the diffi-

culty of allocating this amount by industry . It is important to recognize

that the estimated tax increases are increases in corporation income tax

collections . Most resident shareholders would have their taxes on

corporate source income reduced .

91 "Integrated" companies are those that are involved in the developing,

producing, refining and retailing of mining and petroleum products .

10/ We use the word "large" to denote corporations with current average

tax rates of 45 per cent or more .

For a description of the evidence underlying the assumption that goodwill

gains equal corporate retentions that in turn equal cash dividends, see

Note 21 in Appendix A to this Volume . Additional discussion of the

validity of this assumption for large corporations, and the extent to

which it can be extrapolated to future years, is contained in J . Bossons,

Rates of Return on Common Stocks : Dividends, Retentions and Goodwill

Gains, a study published by the Commission .

12/ While there are limitations on the extent to which existing data can

furnish a basis for estimating the extent to which the tax changes we

propose are likely to be shifted, some conclusions may nevertheless be

deduced . The short-ran shifting of the corporation income tax has been

analyzed in R . Levesque, The Incidence of the Corporate Income Tax :

A Cross-SectioE_Ana~y~is, a study published by the Commission . Levesque's

.evidence indicates that in the short ran roughly one third of corporation

taxes were shifted through changes in product and factor prices . This
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evidence relates only to changes in taxes levied at the corporate

level . Under our proposals the changes at the corporate level would

be insignificant for large corporations other than those receiving

special concessions . The important tax changes resulting from our

reforms would occur almost entirely at the personal level . We expect

that if these tax changes were shifted at all they would be shifted to

a much smaller extent than if they occurred at the corporate level .

As has been stressed in Chapter 19, we define tax shifting to exclude

the effect of long-term capitaladjustmeht resulting from a tax change ;

the effect of the unshifted portion of the tax change on investmen t

is in fact what we analyze in this chapter .

13/ The estimates are provided in Appendix G to J . Bossons, Changes in

Direct Taxes on the Components of Income, a study published by the

Commission .

L4J By a "marginal investor" we mean an investor who seeks neither to buy

nor to sell a given stock at a given market price . For such an in-

vestor the stock's market value corresponds to his evaluation of its

present worth . At different market prices different potential in-

vestors in a security are, of course, indifferent as to whether they

hold or do not hold the security . At any given market price some

participants in the market would desire to buy the stock and some to

sell . Because the price of a stock has to clear the market it must

be between the highest price at which potential buyers would buy and

the lowest price at which potential sellers would sell . A marginal

investor might be termed the potential buyer most likely to buy if the

stock's price fell or the potential seller most likely to sell if a

higher price were bid for the stock .

15 . We use the term "capitalization rate" to refer to the rate of return

after corporation and personal income taxes that is required by a

marginal investor . Because of the variability of personal tax status
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am ng investors, many analysts prefer to look at the rate at which

income after corporation income tax but before personal income tax

is capitalized by the market . This latter rate is dependent both

upon the capitalization rate, as we define it, and upon the personal

income tax status of marginal investors ; it is consequently altered

by our reforms even if the capitalization rate, as we define it, is not .

161 We assume for the sake of simplicity that the expectations held by

marginal investors concern the magnitude of an even flow of income for

an indefinite number of years . The analysis that we apply to such

expectations applies to any other form of expectation about a corpo-

ration's future earnings stream; indeed it can be shown that for a

given capitalization rate a perpetuity can be found for any expected

income stream that is equivalent to that income stream in the sense

that it will be capitalized at the same market price . For a more

detailed analysis of the valuation model underlying the analysis of

this section, see M . H . Miller and F . Modigliani, "Dividend Policy,

Growth and the Valuation of Shares", Journal of Business, October, 1961 .

1V The determination of market capitalization rates is a complex general

equilibrium problem, and we cannot hope to prove in a few sentences

that capitalization rates would remain unchanged . If the only impli-

cations of our proposals were to increase the after-tax income derived

from a particular class of assets, we would expect the capitalization

rate on that class of assets to rise and capitalization rates on other

asset classes to fall . Such changes in capitalization rates would

partially offset the changes in asset prices that would otherwise

result from the changes in after-tax incomes derived from equities .

In fact, however, the effects of our proposals are much more compli-

cated . First of all, the nature of corporate equities as an invest-

ment asset would be changed because of the decreased risk resulting

from the effects of the increased loss write-offs permitted under our
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proposals; the decreased risk would result in a decrease in the

capita lization rate that would offset, to a greater or less extent,

the increase previously noted . Secondly, the relative decline in

after-tax income from other assets resulting from our other recom-

mendations would also cause the capitalization rate on corporate

equities to rise . It is not unlikely, therefore, given the probable

cross-elasticity of demand for corporate equities with respect to

changes in prices of fixed income securities and the elasticity of

demand for corporate equities themselves, that the change in equity

capitalization rates resulting from the decreased demand for fixed

income securities would more than offset the increase in capitalization

rates that would result from the change in after-tax income from equities

alone . If any change in capitalization rates for corporate equities

occurred, it would more likely be a decrease than an increase . Again

it must be emphasized that by capitalization rates we refer to the

capitalization rates applied to income after both corporation and

personal income taxes have been deducted .

L8/ Needless to say, decisions to retain earnings are made by a corpo-

ration's directors, not by its shareholders . A board of directors may

not do what even a majority of shareholders may desire, especially in

cases where effective control of a corporation rests with its managers

because of the broad distribution of ownership . Nevertheless, most

boards of directors are responsive to shareholder pressures and oriented

to shareholders' interests .

DI Among other things, the example assumes that no "goodwill" gains are

expected . Goodwill gains arise because of unexpected changes in income

or because future income is discounted more heavily to reflect the

investor's assessment of the risk associated with the expectation . If

income in the event were greater than the risk-discounted anticipation

a goodwill gain would arise that would be taxed under the proposed

system .
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LO/ "Dilution of earnings" is defined as follows : if the sale of shares

to finance a new investment results in a drop in expected earnings

per share, dilution has occurred .

Shareholders would bring into income $1 million and have a personal

income tax liability of $400,000, assuming a marginai personal rate of

40 per cent . Against this liability the shareholde rs would be give n

a refundable tax credit of $500,000 with respect to taxes collected

at the corporate level . A refund of $100,000 would thus be available

to the shareholders .

,2P/ The share gains would in this case be precisely offset by the increase

in the cost basis of the shares resulting from the allocation of

earnings to shareholders in accordance with the procedures outlined

in Appendix H to Volume 4 . Consequently these gains would not engender

additional tax liabilities for the shareholders of the corporation .

Uj This statement is predicated upon two propositions :

a) the tax reforms would reduce the effective rate of tax

on the returns from most marginal investments ; and

b) investment is sensitive to a change in the after-ta x

rate of return at the margin .

We have already assessed the evidence bearing upon the first proposition,

and have concluded that the tax reforms would reduce the tax burde n

to the ultimate stockholder on marginal investment . If we view this

change from the standpoint of the firm rather than from the standpoint

of the ultimate stockholder, it takes the fork of a reduction in the

marginal cost of capital to the firm .

Most recent empirical studies that have investigated the influence of

the cost of capital upon investment have used the market rate of

interest as a measure of the cost of capital . While some studies

have attempted to incorporate variables that take into account the
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imputed cost of increased risk brought about by an increased use of

borrowed funds, few studies have adequately taken into account important

dimensions of the tax structure . Consequently, one must infer the

probable effect of changes in the tax structure from the estimated

effect of changes in other variables which influence the cost of

capital, the most prominent of which is the market rate of interest .

In addition, the reader should bear in mind that most of the empirical

analyses of investment are concerned with the effects of transitory

changes in the cost of capital . The tax changes we propose would

result in long-run changes in the cost of capital that probably hav e

a greater impact than transitory changes .

Several recent empirical studies of investment in the United States

have overturned the earlier empirical findings that the rate of

interest has a negligible effect on investment . When the lag of the

investment process is reasonably adequately specified, a moderately

strong effect of interest rates upon investment is revealed . While

the Canadian quarterly data required for estimating such a model are

not available in adequate detail, an analysis of the aggregate data

carried out by our staff is consistent with the recent United States

findings .

For a synopsis of the recent empirical work in the United States and

for a discussion of the Canadian results, the reader is referred to

T. A. Wilson and'N. H. Lithwick : The Sources of Economic Growth ., a

study published by the Commission .

24/ For a more detailed statement of the economic model underlying the

propositions stated in this section see F. Modigliani and M . H . Miller,

"Some Estimates of the Cost of Capital to the Electric Utility Industry,

1954-1957", American Economic Review, June, 1966 .
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For this purpose cash flow does not include amortization payments

because it is assumed that these amounts would be just offset by

new borrowing .

L61 In this analysis we assume that interest rates would not be changed

as a result of our proposals .

P:7/ It would be in the interest of resident shareholders that corporations

allocate, as distinct from distribute, virtually all of their current

earnings, for allocation would confer the refundable credit for corpo-

ration income tax . The methods of allocation that we propose are

described in Appendix H to Volume 4 . In addition) earnings allocated

but not distributed would be added to the cost basis of share6 so that

the share gains resulting from retentions would only be taxed at the

marginal personal rate of the shareholder . Unallocated retained

earnings would be taxed to the corporation and again to the shareholder

on the sale of his shares .

Our primary reason for assuming only a gradual decline in pay-ou t

ratios is that we doubt that many managers would wish to reduce dividend

payments even though it would be profitable for most shareholders if

the corporation did so and thereby avoided the costs of new issues .

We assume however that such managers would be more likely to avoid

raising dividends as corporate earnings increased as a result of the

increased attractiveness of investments in corporate assets .

DI Life insurance companies are not discussed in this section but ar e

considered later in the chapter .

~Oj The attribution of corporation profits and taxes paid wonld not affect

the tax position of non-residents . It might also be possible to pay

stock dividends without unfavourable consequences if the position*of

the non-resident was protected by treaty arrangements .

-1
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lij "Capital expenditures" in this context are as reported in the Taxation

Statistics and represent the capitalized expenditures on depreciable

fixed assets . It includes the preproduction expenses of mining and

petroleum companies but generally excludes land .

32/ Life insurance companies are discussed later in the chapter .

See Appendix I to Volume 3 and Appendices D and F to J . Bossons,

Changes in Direct Taxes on the Components of Income, a study published

by the Commission .

L4/ J . Bossons, Who Benefits and Who Pays : The Incidence on Different

Income and Occupation Groups of Income Tax Changes Resulting from the

Commission's Recommendations ., a study published by the Commission .

3-5/ The refunds of corporation tax to resident shareholders are included

in the changes-in personal income tax given in Table 37-10 .

~61 Detailed estimates .of tax changes, :on different components,of investment

income for resident individuals classified by income and by the impor-

tance of each component are presented in J . Bossons, Changes in Direct

Taxes on the Components of IncomeY a study published by the Commission .

This does not mean that share prices would decline absolutely . Share

prices rise 'in part as a result of the retention of earnings . For

*this reason even if yields declined gradually the prices of shares would

be unlikely to decline .

_38/ Cash flow rate of return includes cash dividends plus any corporation

income tax refunds and does not include any realized or unrealized

gains in share values .

Uj Trusteed pension plans in 1963 had total assets of $5 .3 billion of which

$O .T5 billion, or 14 per cent, were in Canadian equities . United States

corporate pension plans now hold about one half of their assets in
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equities . Given that Canadian pension funds now have substantially

greater assets than in 1963, it is apparent that if they moved toward

the United States percentages they would absorb a massive volume of

equities .

JIrII During the period immediately following the enactment of our proposalsMJI

the fiscal and monetary authorities would have to be particularly

vigilant because the effects upon aggregate demand during the

transitional period are particularly difficult to foresee . Prompt

action to offset changes in aggregate demand might be required .

Short-term capital movements involve changes in domestic holdings of

foreign deposits and short-term foreign liabilities, such as treasury

bills of foreign governments and c ercial paper, and changes in

foreign holdings of Canadian dollar deposits and Canadian short-term

liabilities . The long-run direct effect of the tax reforms upon these

flows would be negligible, for the tax reforms would have no significant'-

impact upon short-term interest rates . Daring-the transitional period,

however, short-term capital flows might change in response to change s

in other capital flows, in anticipation of aggregate demand effects,

and as a result of the general uncertainty about the overall effects

of the tax reforms .

!L2/ See Chapter 5 .

!i.31 In additioa~-.Canadian corporations would be encouraged to increase the

volume of new equity issues and to reduce the volume of new bond

issues as the yields on equities fell and the yields on bonds rose,

further mitigating these price adjustments .

By positive or negative impact we mean that there would be an induced

rise or decline in official reserves at the given exchange rate unless

offsetting monetary policies were adopted .
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~y Based on an updated input-output table for 1959 prepared for the

Commission by J . Sawyer .

~L6J See G .D .A . MacDougall, "The Benefits and Costs of Private Investment :

A Theoretical Approach", Economic Record, Vol . 36, 196o, PP . 13-35, for

a discussion of how the receiving country benefits from the capital

inflow . A shift of Canadians' investment from foreign to domestic

capital expenditures improves the rate of growth because the before-tax

yield of the capital expenditures benefits Canada in the latter case

whereas only the after-tax yield accrues to Canadians in the former

case .




