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Introduction

World War II has come to a close, and the lead-
ing democracies of the world have started to recouvert
towards a peace time economy. iany objectives have ceen
put forward, and are in the process of aocomplishment,
but a Tax Policy which will effectively contribute towaras
these objeatives is still lacking. Although taxation, and
particularly business taxation, as a part of the Fiscal
Policy program, has béen the suvject of mueh discussion,
and several proposals have been advanced, much revision
will have to be undertaken to incorporate the discussions
and proposals in the Full Employment Teace Time Zconomy
towards which we are striving.

An effegtive Postwar Tax Folicy must be found,
and if this paper makes some contribution towards tnis
goal its writing has veen warranted; if not it is hoped
that future attempts on the subject may benefit from
its mistakes.

The writer wishes to express his great obligation
to Dr. B.H. Higgins without whose kind guidance and help-
ful suggestions this paper could not heve been written.
My thanks are also due to Miss Beatrice V. Simon, and

the librarians of Purvis Hall and Redpath Libraries for

their assistance in gathering material.
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BUSINESS TAX=S AND INVESTMENT

CHAPTER 1

ObJjeative: thimum Private Investment

While two wars were raging furiously in opposite
corners of the earth, and when the very existence of what has
now become the United Nations was threatened, at times voices
were heard advocating measures for the future safeguarding
of the domestic 1life of these threatened nations. Although
military operations were occupying the minds of these peoples,
the problem of reconstruction was forcing its way into the
pioture as one of national importance.

The appearance of prosperity, due to the enormous
governmental war exXpenditures resulting in an accumulation
of purchasing power, particularly in the hands of the working
clagsses who had been the group hit hardest during the depres-
sion of the 1930's, started a wave of protest against the recur-
rence of such depressions. To-day everyone shares the opinion
that such depressions must be prevented. People everywhere
are united in the thought that we mst solve the problem of
depressions and its appendage of unemployment.

The governments of the United Natlons have estab-
lished certain goals which they intend to achieve, and in
broad outlines the following representative phrases indigate

the methods which they want to use in tackling the various

problems:

United Nations Organization: "with a view to the creation of

conditions of stability and well-being which are neoessary for



peaceful and friendly relations among nations based on respect
for the principle of equal rights and self-determination of
peoples, the United Nations should promote:

a) Higher standards of living, full employment and
conditions of economic and social progress and
development;

b) solutions of international economic, social,
health, and related problems, and international
cultural and educational co-operation;

¢) universal respect for, and observance of human
rights and fundamental freedoms for all without 1
distinction as to race, sex, language, or religion.”

International Labour Q0ffice: "It should be the responsibility
of Governments to take all gsteps within their power, in col-
laboration with workers' and employers' organizations and
industry generally, to establish such economioc and financial
(including fiscal) conditions as will facilitate the absorp-
tion into useful employment, at the highest practicable levels
of remuneration, of all members or the population of working
age, who are able to work and willing to accept such employ-

2
ment."

In eddition the individual governments of some of
the leading countries have eXpressed similar views:
The United States of America: "To establish a national policy
and program for assuring continuing employment and full produc-

tion in a free competitive economy, through the congerted

1) wartime Information Board: "Text of the Charter of the
United Nations including the Statute of the Internatioual
Court of Justiee", chapter IL, Article 5o, ottawa, 1945.

2) International Labour Office: "International Labour Con-
ference Provisionsl Record", 27th Session, paris, 1945,
No. 26, p. 1b, par. 2 (1).




efforts of industry, agriculture, labor, state and looal
governments, and the Federal Government."1

The United Kingdom: "The government seeks to achieve both

work for all and a progressive inorease in the economic effi-
ciency of the nation, as Jjoint elements in a growing nationel
power to produce, to earn, and to enjoy the fruits of increased
well-being".z

Canada: "The government stated unequivocally its adoption of

a high and stable level of employment and income, and there-

by higher standards of living, as a major aim of Government
Policy. It has been made clear that, if it is to be aghieved,
the endeavour to achieve it must pervade all government econom-
ic policy. It must be wholeheartedly ascepted by all economic
groups and organizations as a great national obJjective, transcena-
ing in importance all sectional and group 1nterests".3
Australia: "Full Employment is & fundamental aim of the Commnon-
wealth Government. The Government believes that tne people

of Australia will demand and are entitled to expect Fuil Imploy=~
ment, and that for this purpose it will be able to count on

the co-operation of servicemen's associations, trade-unlons,
employers' assoociations, and other groups".4

These representative gstatements by the governments of

1) 79th Congress, lst Session, House of Representatives:
"Full Smployment Aot of 1945", s 380, jashington, 1945. p. 1
2) The MiniIster of Reconstruction: "Employment Tolicy",
British Government, London 1944, p. <G&.
3) The Minister of Reconstruction: "Employment and Income
with special reference to the Initial Period oI Re-
construction, Ottawa 1940, DP. <O.
4) The parliament of the Commonwealth of Asustralia: "Full
Employment in Australia", Canberra 1945, p. 1. -




the most highly developed nations on earth demand and strive
for a postwar world in which mankind, particularly taoeir
own peoples, may live in an atmosphere of full employment
and optimum production, and where they may enjoy the ben-
efits of such a world in their leisure time.

It is intended to oreate these aonditions within
a framework closely ressembling the present political and
economic organization of these nations. Nevertheless we
must realize that the world is changing, and that it will
continue to change. Any policies advoocated must take this
fact into asccount. ©Polisy recommendations can only be applied
1f they can be integrated into the system. Without such an

attitude any approech is worthless.

During the years of war the above mentioned represent-
ative nations, which we may take as the most suitable examples
to examine an economic proolem of this sort, lived in eocon-
omies of full employment. It is assumed that they will success-
fully travel through the period of transition in whioch their
war economies will change over to peacetime production, that
at the end of this transition period, and at the beginaing of
the real postwar period they will have returned again to a
full employment equilibrium. it is from that time on that
our postwar world will need farsighted planning to maintain
the economy at the desired level.

Under conditions of constant prices ana wages and
with a mobile labour supply, employment will be hampered if
there is insufficient expenditure on the goods and serviges

whioch might be produced. It is simple arithmetic, and a fact



recognized by everyone though often obscured by other
sonsiderations, that if more money is spent on goods and
services, then more money will be paid out in wages, and
more people will be employed. Our primary task therefore,
in a policy of maintaining general employment, is to main-
tain an outlay, private and public, which will suffice to
achieve and maintain this goal.

Until recently taxes were levied for the sole
purpose of gollecting revemue for the government, but to-
day taxes for revenue purposes only are less important than
they used to be. Taxes, as any other factor, besides having
the useful purpose of providing revenue, must first of all
perform a useful task of primary importance in a world in
which we want to live in peace and enjoy a high standard of
living.l To provide full employment and a high standard of
living is the primary obJjective of taxes, together with the
prevention of inflation. In this sense the problem of main-
taining sufficiently large expenditures directly conocerns
the problem of taxation as taxes or their absence may prevent
or engourage expenditures. For this reason tne effects of
taxes in our economy must be studied more intensely, and it
mist be pointed out that the consideration of revenue implica-
tions mast make way for a somewhat broader outlook on the
problem. It is not intended to oreate an impression that
defiocit finance should become the accepted rule in our eqon-

omy, but for purposes of analysis it may be wise to consider

revenue collections as a secondary faotor.

1) cf.: A.P. Lerner: "The Economios of Control", New
1944, pp. 302-322. Tork




In a money economy the full utilization of
resources depends upon a high level of money expenaitures,
and to the extent that private enterprise does not create
these expenditures government outlay financed by taxation
or borrowing, mast fill the gap caused by a lack of expen-
ditures. Inocreases and reductions of these expenditures
should preferably result in a change of the velocity of
circulation of money, and affeat the quantity of money as
little as possible. 'T'he danger of inflation or deflation is
likely to be less prevalent when the veloaity of circulation
is changed than when the quantity o: money is manipulated
and the velogity of oirculation remains constant. /e must
note, however, that this should apply only as long as the
limited quantity of money does not restrict any eXpenditures}
The desired level of expenditures is the outlay which is
sufficient to maintain full employment, and enavles the popula-
tion to enjoy a satisfactory standard of living. 1t is a
foregone conclusion that this level of outlay must be achieved
by a certain amount of trial and error, but despite this un-
certainty it should be possible to indicate a certaln trend
which could guide us.

Private or Free Enterprise will provide the private
Investment. The term Private Enterprise is used in the sense
that it is the system where decisions are made by private

individuals. Matters of consumption and rroduction, of invest-

1) In (M & ") V where [ a Currency, M' e Bank Money (Credit)
and V = Velocity of Circulation, a low (M & ') anda & nign
V are preferable to a high (M & ') and a low Vv, as long
as expenditures are not restricted because of a limited

money sSupplye



ment and saving, are decided upon by private inaividuals,
and these individuals will have free choice witain the
sphere of the economy. The area for private enterprise,
as part of the national economy, should extend to the
limit at which the ability of private individuals tends
to serve the common good better than public entercrise.
Beyond this 1limit government enterprise must serve that
good.

Here we are particularly concerned with the crez-
tion of Private Investment. One sanould inquire which road
we must travel to obtain the amount of private investment
which is uesirable for the maintenance of full employment.
Private investment is motivated by profits, which subject
will be more closely investigated in Chapter III. We may
say that an incerease in the rate of profit will induce

additional investment.

In order to obtain an optimum amount of private
investment, it is essential that private enterprise be
enabled to examine all the possivle ehannels of investment
to the utmost, to ascertain and develop those fields whigch
offer the best opportunities. Restriotions to private
investment expenditure must be removed, ovut it aoes not
mean that government competition should not be allowed.
Among the restriotions tax barriers may ce among the fore-
most; they also include patent laws, cartels, monopolies,
ete., eta. This discussion will concern itself with bus-
iness taxes, their purpose and their tass<, with particular

emphasis on their relation to private investment. Neverthe-
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less one must advooate the study and revision of any
factor which blocks the rosd to optimum private invest-
ment. We must give private investuent every chance, as

we nmust maintain an adequate outlay; at all times. If this
opportunity is artificially obstruocted then, as has been
pointed out, public outlay mst complete the gap. The
greater the private outlay, the smaller the public outlay,
and vice versa. In order to obtain an optiamum amount of
investment, profits must be at an optimum also. This
optimum rate of profit will be the rate which will encour-
age an optimum rate of private investment, and the optimum
rate of investment in turn will be the rate that will ab-
sorb all savings at full employment while the propensity
to consume is at an optimum.

In times past booms in a purely private enter-
prise economy have never been avle to perpetuate themselves.
In booms we usually exploited to the full ell available
new developments which the progress of science and technol-
ogy together with the growth of population had up to that
point made economically possible, but available outlets for
capital expansion had always become temporarily exhausted.
It meant that profits had reached a level where additional
investment would not yield a satisfactory return, and con-
sequently the fuel supply for the economic machine had
temporarily become exhausted. In a free enterprise society,
we undoubtedly will not ce able to prevent certain fluctua-
tions which express themselves in economic oycles. It may

not even ve necessary to prevent tnese fluctuations as long



as they amount to slignt deviations from the full employ-
ment trend. The crucial fact is that we safeguard against
these fluctuations attaining too great a force which would
carry the economy away from the full employment trend.

The maintenance of sufficient expenditures in those fields
which will contribute to the maintenance of full eamploy-
ment 1s a primary requisite of a sound economic structure.
A farsighted investment policy in turn is one of the com-
ponents of the expenditure program, whereas an inceantive
tax policy may be one of the pillars of this investment

foundation.



CHAPTZER II

The Problem of Investment Decisions

"An act of individual saving means - so to speak -
a decision not to have dinner to-day. But it does not
necepgsitate a decision to have dinner, or to oay a pair of
boots a week hence or a year hence, or to consume any
specified thing at any specified date. Thus it depresses
the business of prepering to-day's dinner without stim-
ulating the business of making ready for some future aot
of consumption. It is not a substitution of future con-
sumption-demand for present consumption-demend, - it is a
net diminution of such demend......Since the expectation
of oconsumption is the only raison d'étre of employment,
there should be nothing paradoxical in the conclusion that
a diminished propensity to consume has cet.par. a depress-
ing effeot on employment."l The above quotation from Lord
Keynes will have to be borne in mind in the discussion which
follows. It impresses on us the necessity of continued in-
vestment, and the importance of a high propensity to consume.
It also shows us that the amount of current investments,
with reference to their income-generating effect, have to
balance the deficienoy caused by savings. Consequently our
first task will be to find out where and how investment deci-

sions are made. Then only will we be atle to Jjudge how

inducements for investments can be created.

l) J.. Keynes: "The General Theory of Employment, Interest
and Money," London 1942, p. <1l.
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Business functions fur the purpose of attaining
a profit, and provides an opportunity for the individuals
comprising the community to invest their savings, i.e. that
part of their incomes which is not used for the consumption
of goods and services. This opportunity to invest, whnile
generally promising a return, is accompanied by risk; not
only the risk that the business itself may not prosper,
but also the larger risks that will continue to exist in
a world run by human beings. ~The above described form
of investing is undertacen by individuels wanting to invest
their savings, but in present times many of these indivia-
uals usually invest their savings on the many security
markets, and then the only transaction that really occurs
is the exchange of cash by one investor for the security
investment of another investor who wants to realize on his
investment. Consequently the purchase and sale of securities
in the security markets does not direstly put savings into
business or take them out of business. Only when newv cor-
porate issues are distributed through the security markets
will these savings find their way into actual vusiness.
Then the security markets perform the servigce of distribu-
tion, of bringing the place for real investment to the
attention of the people who have savings to invest, and
this has resulted in the present day prevalling separation
of ownership and menagement. (Consequently, although the
citizens' savings may be used, management decldes whern and

where this money is to be expendeda, and now much of {it.
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This situation did not always exist, because
through the years the methods of financing cusiness have
changed considerably. At the beginning of this century
small individual investors provided most of the investment
and venture capital, and this was the generally accepted way
of doing business. To-day oconditions are different. The
rise of the great modern corporation has profoundly affected
both the channels through which savings flow, and the char-
agter of investment activity. Innovation, entrepreneurship,
and real lnvestment nowadays are largely carried on by cor-
porations. Consequently savings in the form of depreciation
and depletion allowances and of corporate surpluses are made
available for the exploitation and development of new projects.
In fagt the method of finanocing capital expenditures by in-
ternal corporate resources including: 1) depreciation and
depletion allowances, and 2) retained corporate earnings, is
so well recognized by business executives that the overwhelm-
ing portion of corporate investment has often ceen financed
by this method. In the United States during the period 1¢25-
1929 these sources provided $7,689 millions for capital out-
lays on plant and equipment of non-financial enterprises,
whereas productive issues from the capital market contributed

1
$1,738 millions. Despite the small portion of aorporate

1) These figures cited by Prof. Hansen cover a period of great
prosperity and high profits. George Terborgh in "The Bogey
of Economic Maturity", (Chicago 1945, p. 1l496), arrIves at the
ToIlowling percentage figures to show a tendency towards a
decline in internal financing by ocorporations. For the period
1923-1929 the savings of non-financial corporations averaged
72% of their net capital requirements compared with 54 for
the period 1930-1941, a somewhat less profitable period from
the point of view of business. It indicates that corporate
internal financing fluctuates with profits, and supports the

view that this source of corporate lnvestwent funds remaing
a very important one.
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investment capital supplied through productive issues from
the capital market, the public generally has not appreciated
the influences of internal corporate investment financing
on the economy as a whole. This method of investment financ-
ing is the more true when industrial corporations are concern-
ed, and somewhat less with railroads, public utilities, and
real estate corporations. The great industrial concerns are
very largely self-sufficient with respect to their gapital
requirements.1

This change in the demand and supply of capital
funds resulted in a tendency away from the absorption of
savings into equities, and toward the use of fixed deot obliga-
tions. The resulting inocreasing ratio of debt to wealth
creates a highly dangerous rigidity, and intensifies economic
instabiliﬁy. It means that control of uvusiness remains un-
changed, and under these circumstances it is difficult for
new investors to exeroise control over the management of
existing sorporations as the equity capital is tightly aeld.
If expansion 1s desired the ocorporation has a first call on
its internal reserves, and secondly on fixed debt obligations
which it may issue. In this manner management does not need
to change the equity capital, and conseyuently retains control
of the corporation. Nevertheless reinvestment of corporate
earnings is an important and desirable source of equity cap-

ital. It is unfortunate though, that during times of dimin-

ishing economic activity, corporations tend to retain a large

part of their income in idle reserves.

1) Cf.: Alvin H. Hansen: "Fiscal rolicy and Business Crcles",
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As mentioned above, undistributed corporate
earnings form a very important, if not the most important,
part of capital available for investment purposes. vhen
discussing the investment tendencies of corporations we
therefore will te considering a most important influence
on private invegtment expenditures. It is clear tnat cor-
porate earnings fluctuate, and with them changes the amount
of investment funds supplied through internal financing oy
corporations. Consequently in coom times, corporations are
likely to supply a relatively larger portion of corporate
investment funds than they will supply in depressions when
earnings are low, and they will be forced to call on the
capital market to provide a larger percentage of investment
funds necegsary to replace expended capital investments and
for the creation of new investments assets. 1n any case it
cannot be denied that corporations will first call upon their
own savings, as they are likely to invest these funds with
less hesitation than they would invest borrowed funds whiach
may be subject to withdrawal or will have to be repaid at
some future date. When management considers the investment
of reserve or surplus funds, the actual investment opportunity
will be the deciding issue. The prevailing interest rate aay
be of some oconsequence a&s a capitalization factor,1 but in
the case of reserve and surplus funds the interest rate will

be of lesser importance than with loan funds, as the reinvest-

ment of undistributed esarnings does not entall the same pressure

1) Cf.: Friedrich A. ILutz: "The Interest Rate and Investment
in a Dynamic Economy", The Americen Economlc Review,
December 1945, pp. 814-815.
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from owners of the funds for a return as is the case wnen
new securities are issued. When reserve or surplus funds

are invested, the entire risk, as well as the entire return,
will be borne by the equity capital. Where funds supplied
by loans, bond and debenture issues, and certain prefsrred
stock issues are invested, the equity stocks bear almost

the entire risk, but the income of the corporation, and con-
sequently of the equity stockholders, is reduced by the in-
terest or dividend charges. When new equity stock is issued,
these funds will share in the risk, but they also will par-
ticipate in the profits. In companies where surplus or
reserve funds are available for investment, the investor

and lender are represented by one body, the management of

the corporation, whereas if investment funds will have to be
proocured from outside sources the investor and lender will

be separate personages. (Consequently under the latter cir-
cumstances not only the investor must be convinced that his
prospective investment is attractive, but the lender supply-
ing the funds to the lnvestor must also be convinced that the
investor will be able to fulfil his commitments witn regard
to the loan. Surplus or reserve funds thnerefore, will leave
greater freedom to corporate executives to embarz on new proj-
ects, than 1s the ocase when funds have to be obtained from
outside sources, and they constitute the source of eventual
investment funds upon which management is most likely to call
in order to create investment assets. This source of funds
consequently encourages investment to & larger extent than

other sources supplying capital funds. Naturally a corporation
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mist have had some time of operation before a significant

surplus or reserve has been built up. In some fields this
time of prior operation may be short, in otner branches of
business it may bve long, but the fact remains that some time
of operation is essential. OQther methods of investment
finance must therefore, be available to assist those en-
terprises which cannot dispose of corporate savings.

It 1s true thaet existing businesses supply a large
part of original venture capital, but a considerable portion
of venture cgapital still nmust be supplied by individuals from
their own savings. These savings, from the point of view
of the 1lndividual are not greatly affected by the prevailing
interest rate, and consequently form an easier source of
investment funds for supplying venture capital than borrowed
funds. Besides, if part or all of the funds snould be lost,
individual savings, invested by the same individual, are a
direct claim against himself alone, and do not affect other
parties, whereas borrowed funds, if lost, always form a final
liability on the entrepreneur, and may become a source of
misery for many years ahead. Wwe must note however, that not
all psople are willing to supply individual savings for
venture capital. In the first place tne large majority of
any population is not able to save very much, and the small
portion of their income which they manage to save they are
generally not willing to risk; it is usually saved in the
form of institutional savings, such as life insurance, saving
deposit acocounts, eto. This group of individuals will use

its savings mainly to guarantee a certain standard of living
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for the rest of their lives. They are not in a position

to risk a certain part of their savings at the prospect of
greater wealth, because a loss on the undertaxing may result
in a cut of future income which would drop them into dire
poverty. 'he group that is able to supply venture capital
are those individuals whose income and fortune allow them

to risk their savings with the knowledge that even if they
should not suoceed, the likelihood of being able to continue
on a fairly decent standard of living is rather certain.

This group probably includes the upper-middle class, as well
a8 the upper-classes considered from an income point of

view. It is therefore, apparent that any cut in the incomes
of these groups will affeot savings, and particularly savings
which may be destined to become venture capital, and a cut

in income of the lower income classes will result in an imme-
diate or future cut in consumption. In order to encourage
savings which may become venture capital, two roads lie open
to us. One is to cut incomes as little as possible, and the
segond is to guarantee a minimum standard of living to the
entire population so that lower income groups wi.l oe enabied
to lead their savings into riskier channels.

It ﬁust be noted that the decision to save is not
the crucial problem; it is the decision to invest that counts.
Cconsequently those savings which are likely to pe the first
to be eqr-maerked for actual investments, must oe encouraged.
From the above we may conclude that corporaie savings, as well
as those individual savings which may not oe necessary to

guarantee a certain standard of 1iving, are the most likely
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choice for this category. Other sources of investaent
funds usually concern at least two parties, the borrower
and the lender, both of which must be sufficiently attract-
ed to undertake the transaction. The borrower consequently
inocurs additional costs, costs whioh practically speaking
are not calculated when the corrower and lender are one
and the same person, as is the case wita corporate savings,
and individual savings invested by the individual.
Invegstments are made to realize a return, end in-
sofar as the inducement to the individuel to save depenas on
the future return which he expects, we may say that the in-
ducement to corporate management to invest depends on the
future return they expect, and we must emphasize the term
future or prospective return as it is not merely on the ocur-
rent return. When reaching the stage of discussing the prospec-
tive yield of an investment, we automatically tread on un-
certain grounds. This uncertain feeling is expressed in the
risk we take when making* the investment. To surmount tais,
management is likely to assemble facts on a prospective in-
vegtment; if they have made similar investments oefore, they
may rely on past experiences; if on the other hand they are
conquering new territories they may make estimates, ana act
asccording to their Jjudgment of the trend of prices, wages,
volume of business, and the other varied items which govern
the regeipts and expenditures of a business undertaking. In
these cases they assume the role of ousiness forecaster as
far as the partiocular investment is concerned, and in addition

this business planning aust include a certain Jjudgument as far
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as it is affeoted by economic conditions as a whole: that

1s, by oiroumstances outside of the business itself. This
forecasting is necessary to success, vecause every intel-
ligent businessman recognizes that success or failure depends
on circumstances beyond his own control, as well as on those
which he does control; it means a purely objective study of
eoonomic trends, trends which the businessman cannot per-
sonally control, but to which he may adapt his policy, and

if he can estimate them accurstely his success should be

80 mach greater.

The entire field which the businessmen must cover
with his forecast contains the risk that the forecast may not
come true. It is rather usual, for example, that the facts
of the exigting situation enter, in a sense aisproportion-
ally, into the formation of our long-term expectation. The
usual practice is to take the existing situation and projeoct
it into the future, modifying it only to the extent that we
have more or less definite reasons for expecting a change.
The fact that we pay disproportionate attention to the fres-
ent when forming our expectations, stems out of the reasoning
that it would be foolish to attach great weight to matters
which are very uncertain. We are often guided by faots waich
are less relevant to the issue than other facts about which
our knowledge is vague, and of which we feel less confident.
Although our decisions are based on the state of long-term
expeatation, they may not be based on the most probable fore-
cast we could make, as it also depends on the confidence withn

which we make this forecast. The attitude with wnich we look
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at ourown forecast in itself influences the economy as a
whole; we may say that the link vetween the cause - high
current profits - and the effect - increased employment -
is plausibly provided by high expeacted profits. This is the
more significant as we know that in our uncertain world
nobody can be sure of earning in a given future year from
a given investment or industrial venture, a perfectly fixed
and exaot amount. We suppose that the worla is made of
factors, which under the same circumstances, always behave
in the same way. By combining this forecasting of the
future with the convistion of our own decisions, we reach
the moment at which the decision to invest is made. Whether
this decision will be positive or negative in the first
place depends on the forecast, and tnis forecast, if consid-
ered positive, again will ve exposed to the scrutiny of the
second factor, the confidence related to this forecast.
Since there is a need to create conditions whicn
are favourable for invegstment decisions, it will Dbe our
tagsk to consider the problem from two angles, 1) we will
have to make conditions favourable for positive forecast-
ing to take place, and 2) it will be necessary that condi-
tions are sufficiently attractive in order to warrant the
confidence which is required to turn the positive forecast

into a positive investment decision.



CHAPTER III

Profit and Risk

The decision to invest constitutes the crucial
link between the undistributed earnings of a firm, as well
as savings of individuals, and the flow of funds into agt-
ual investment. ZEmphasis must therefore, be shifted to the
discussion of the effeots of taxation on the investment of
undistributed profits and individuel savings, particularly
with regard to the various degrees of risk involved in invest-
ments. OQur goal is not simply to obtain sufficient funds
for investment; these funds must also fina their way into
actual investment before their task is accomplished.

This paper is mainly concerned with ousiness taxes,
and therefore, we will pay attention primarily to the invest-
ment of undistributed earnings. 1t has been estaolished that
the bulk of business investments 1s financed out of undistrib-
uted surpluses and reserves when these are available. (Con-
sequently we will be considering the most important available
source of investment funds. We may emphasize here that "invest-
ment" constitutes investment in tangible assets, and does
not include monetary transactions which really form en act
of saving. It is the utilization of funds for the exploita-
tion of resourages and the production of wealth with which we

are goncerned. These investments will Dbe underta<en by bus-
iness, end in this paper the terms business, firm, investor,
company, or corporation will have the same meaning, whether

they are incorporated by law or not. These words will bpe
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used in the sense of business or firm, and one iniivicual
in business for himself will be considered in the same
light as a company or partnership, incorporated by law

and having many stockholders or partners. wWe are assuming
that any business firm in the economy is incorporated by
law ag a limited liability company, and that the ownership
of the business is represented by capital stock in the
form of common shares. In this way we will be able to
treat each business in a uniform manner, and we will not
have to discriminate among various forms of business
organization.

We had come to the conclusion that investment
dedisions depend primarily on the forecast of, and con-
fidence in, the prospective investment. Forecasts must
be encouraging to result in investment decisions. This
would mean that the probability of profits must outweigh
the ochance of loss when speaking of the average investor.
When taxes are imposed on profits resulting from a success-
ful investment, it is evident that these taxes reduce the
return, and decrease the inducement to invest. Little
attention has been paid to the manner in which taxes in-
fluence the risk factor. It is our intention to go into
this latter question.

The risk factor in investment policy has become
of the utmost importance because the fallure to consider
risk in the tax policy of the government, established the
Tax Collector as a partner in the profits, out left the

investor to carry all the losses. C(Consequently prcfits,
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whether they arose out of returns on investments, or out
of capital appreciation, had to be shared with the tax
collecting authority, whereas the risx had to be borne
entirely by the corporation. Risk in our discussion will
be a very broad abstragt concept which may show its effect
in physical form, and will include the chance of loss, the
probability of greater loss, the probability of greater
gain, the probability of a smaller than the expected re-
turn, the coniideration of personal wealth, the concept

of liquidity, for that matter any other factor or combina-
tion of factors whioch may cause a loss of whatever nature

directly or indirectly connected witn the investment transac-

tion.

1) The inclusion of liquidity may be explained as follows:
Lord Xeynes stated that the individual's, and that also
applies to a firm's, desire to hold cash depends on
several motives, the Income (and Business), the Precaution-
ary, and the Speculative Motives. Domar and Musgrave go
into this question in relation to their probapility
distribution schedule and positive and negative returns,
and as their risk concept is rather similar to ours it
will also apply here. The Income (and Business) Motive
aoncerns the fagt that not all cash is invested oy an
investor because of need of money for current expen-
ditures at an early date, so that the investment of the
last portion of his funds would almost certainly result
in a net loss, since investment expenses would be large
relative to gross yield, and a rush sale woula probably
be necessary. The Precautionary Motive 1is concerned
with the possibility of a loss due to the unavailapility
of cash at some future date, and the Speculative Motive
refers to possible losses due to changes in the interest
rate. All these motives consequently represent a fesar
of loss, and thus form part of our risk concegt. (f.:
E.D. Domar and R.A. Musgrave: "Personal Income Taxation
and Risk-Taking," in the @uarterly Journal ol ZTconomlas,
May 1944, p. 598, and J.M. Xeynes, op.cit., Chapters 13

and 15.
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Profit on the other hand, will mean the net
return on the transaction. When making his investuent
decision this expected return may not be an exagt figure
in the mind of the investor, but it is likely that the
investor thinks of a particular profit or a range witain
which the profit is expected to be located. This profit
will be the profit net of taxes, as it is the net return
that will influence the decisions of the investor. il-
though 1t may be true that entrepreneurs are not greetly
interested in taXes when starting a new enterprise, it
must be admitted that as soon as taxes become sufficiently
significant in the future operations of the ousiness, man-
agement will shape its policies in aceordance with these
taxes.l

Profit and Risk determine investment. Thelr rela-
tionship in the mind of the prospective investor induces or
deters the invegtment decision. When profits are large ana
the risk is small it is rather likely that most investors
will undertake investments. The problem is to determine
how large profits must be to outweigh the aeterring in-
fluence of the risk factor. If we consider an invest.uent
offer which gives us an od. chance, i.e. for example an
investment of $100.00 with the possibility of earning $20.00
or losing $50.00, it is unlikely that it would pe considered

attractive by the average investor. There always will bve

1) ¢f.: J. Keith Butters and John Lintner: "iffect of Federal
Texes on Growing Enterprises", Boston 1945, pp. I5-TG.
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some people who would undertake the above illustrated
investment, and there may even be some to whom the risx
fagtor is of lesser importance, and who would take $lu.OU
as an expected return even if the risk would remain at
its former level. Nevertheless one may be inclined to
say that the return on an investment must outweigh the
risk factor, and mainly the chance of loss. From this we
may conclude that a reduction in risk will be of greater
inducement to investment than a proportionate increase

in profits.

What will move the submarginal prospective inves-
tor to become a marginal investor is rather daifficult to
determine. One may be inclined to believe, according to
our definition, that the profit factor will be a fairly
exact concept in the mind of the prospective investor, and
that he knows fairly well what he may expect as a return
if the investment succeeds. We are not assuming that the
investor believes that his prediotion of future events is
infallible, but we are assuming that the investor thinks he
knows the probabilities of future events. 0f course this
attitude varies with every investment, and probably with
every investor. It may be argued that even 1if the exsect-
ed profits do not materialize, but a return still should
be shown on the investment, the investor would not feel
as unhappy about his venture as when a loss would oe shown
on the transaction. An investor is 1lizely not to fear =a
change in the expeoted profit, as long as he makes a profit,

to the extent that he fears a loss of whatever magnitude.
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It is the risk factor, and particularly the chance of

loss, whioch is the big question mark in the mind of the

investor, and it depends on the size of this factor

which the mind of the prospective investor will create,

thet the investment decision hinges on to a great extent.

One would be inclined to say that fear of possible loss

is often more important in business decisions involving

large uncertainties than the hope of profit. It is this

point wihich was often not fully recognized by the legislative

and executive branches of government, as well as by the

economic analyst. Our concept of profit and risk may be

graphically represented in Figure I. We are considering

two hypothetical investments A and B, The most probable

return on both investments is 5 percent, which would correspond

to our concept of profit, but the other probabilities, which

correspond to our concept of risx, differ. The probabil-

ities of B are less attractive than those of A, and con-

sequently A must be considered a more attractive investment.
Investments take plagce at all times but their

volume fluctuates continuously. Sometimes there is an invest-

ment boom, sometimes there is a dearth of investment. JInvest-

ments are undertaken to earn a returm, but they are made only

when this return, or expected return, compensates the inves-

tor for the risk he is taking. We may express these invest-

1 1 2 2 nn
ments as various points (X , J ). (X ,¥ Jeeeseceeee(X ,¥ )

petween the X-and Y-axes (Figure II). These locations may

differ for the same investment undertaxzen by the same inves-

tor at different moments of time, and they may also differ
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for the same investment if made by different investors

at one moment of time. Any location between the X-and
Y-axes may represent an investment, or prospective invest-
ment, and the attitude of the investor towardis these invest-
ments may be exXpressed by curves drawn from O which may vary
for each individual investor at various moments of time, but
will be the same ourve for any one investor at any one mo-
ment of time. From this we may deduce that the individual
investor will be inclined to undertake any investment which
graphically represented, would be located between the y-axis
and "His" indifference curve througn the origin 0, which

we may ocall his "Marginal Curve." In other words, any invest-
ment or investment opportunity located on the indifference
curve representing the attitude of the particular investor
will be a marginal investment for that particular investor.
If the proflt expectation is increased or the risk faotor
reduced, the investment or investment opportunity will be
located above the marginal curve, whereas if the profit
expectation is reduced or the risk expectation is increased,
the investment will become submarginal.

Just as any investor has his '"marginasl curve" at
any moment of time, so the economy as a whole and its inclina-
tion towards investment may be represented by a curve at any
moment of time. This investment ourve will be an aggregate
of all the various investment functions of the individual
investors.

Leaving marginal investment curves we must consider

the assets which may be investments or investment opportunities,
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and we will have to determine the point at which the
investment opportunities will be transformed into aatual
investments. In Figure III we are considering the invest-
ment market, and the area between the X- and Y-axes will
be covered with points, each representing an asset which
may already have been converted into an actual investament,
or which may be in the form of an investment opportunity.
We may then take any point . (xX,y), and draw a straight
line from the origin (0) to M. On this line, M represents
one asset which may be an investment of some investor, or
it may be an asset which, as yet, has not attracted an
investor. On OM other points, representing assets, may be
located (A,B,C,D,E, eto.), but for this analysis one point

1

M (x,y) will suffice. 1In Figure III y . tan O. As we
X
want to meximize private investment, the most favourable

condi tion for investment will be when y is at a maximum.

X
Since y _ tan O; this condition will be satisfied when tan
£ =

@ « Infinity. When tan ¢ reaches infinity, the wvalue of

the angle © will be 90°, and private investment will be
maximized at that value. It is evident that all investors
cannot take advantage of riskless investments which offer
high yields, as these investment opportunities are very
limited. Therefore, investment oprortunities offering higher

returns will generally contain & hignher element of risk, and

1) This considers only a range of assets which may be expres:-
ed on a straight line, and profits of which vary direatly
with risk, i.e. simple straight line functions. (ften
this is not the ocase, and more complicated functions will
represent the various investment curves, bput tnis wethod

of analysis will suffice here, as the conclusion will be
the same.



29

consequently will be located at & distance from the Y-
aXxis, asutomatiocally limiting the mezimum size the angle

© can attain. The most undesirable sondition with pos-
itive values for investment will be when J =« 0, 1.0,

when tan @ =« O. This condition is satisf?ed when the

angle @ = 0°. Consequently investment varies with the

size of the angle ©, and it shows that by changing the
angle @ one can inecrease or reduce the volume of invest-
ment. This change in the angle @ can be effected by in-
ocreasing or deoreasing y, or decreasing or increasing x.
This inereasse or decrease of the angle © will shift the
assets, constituting investments and investment opportu-
nities accordingly, and when the angle © is increased,
agsets which up to now had been outside the reach of var-
ious investors, will be brought within their '"marginal
curves". Investment consequently is increased as these
investment opportunities have been transformed into actual
investments. The same applies to a decrease in the angle ¢
which would mean a reduction in investment, and disinvest-
ment would likely take place. In other words investment can
be inoreased by increasing the expectation fbr profit, or oy
reducing the risk factor, and investment can be reduced oy

deareasing the expectation for profit or increasing the risk

factor.
Tﬁe case may arise where the inorease in the inves-

tor's portfolio, and the consequent reduction in cash hold-
ings, will result in an increased marginal utility of cash.

This will be expressed as a change in liquidity. By derini-



tion liquidity preference is included in the concept of
risk, and by reducing liquidity the investor increases
his concept of risk in any subsequent investment opportu-
nity. This becomes of particular importance when several
marginal investment opportunities may be available. In
such a case the act of investment in any one marginal asset
inoreases the investor's portfolio, and if the subsequent
reduction in his cash holdings should result in a change
in his liquidity preference, the remaining marginal invest-
ment opportunities will again have become submarginel assets
due to the ingrease in the investor's concept of risk, with
regard to these subsequent investment opportunities.

With the above facts at hand it will Dbe our task
to obtain such a set of cirocumstances under which private
invegstment is at an optimum. It may be saia that the naxiamum
private investment that can take place without infringing
on the private enterprise characteristies of the investment,
is the investment that 1is not influenced by the imposition
of taxes. Although tax collections are not our primary
objective, the problem of taxation cannot ve ignored by
stating that if taxesAre abolished the meximum private invest-
ment possible under the circumstances will Dbe unaertaxen,
and besides inducements for further investment will Dbe laok-
ing. It does not provide for the investment of undistric-
uted earnings, end it must be recognized that the lagx of
taxes would not necessarily mean that an optimum amount of

private investment will be undertaken. Qur task thererlore,

is twofold. It is to reduce the basis oI investment deci-
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sions as far as possible to the level at whioch taxes are
not levied, and to see that the funds availsble for invest-
ment are utilized.

If taxes are levied, and we want to reduce the
basis of investment decisions to a level at which taxes
are not levied, we must reduce the risk factor in relation
to the reduction in profits caused by the taxes. Most of
the available methods of risk reduction are based on the
loss offset idea, and an inquiry into loss offset clauses
may be desirable with regard to the actual methods to be
adopted for our purpose.

Full loss offset meangthat whenever the investor
suffers a loss, the government reimburses him for a fragtion
of the loss equal to the tax rate. (onsequently whenever
a loss should ocour this loss could be charged against any
profit or income accerued from other sources, and a tax is
not levied on this portion of the income of the firm which
had been offset against the loss incurred. lethnods vary with
regard to the income that may be employed for this purpose
but it may constitute a combination of past, present and
future income, or any one or two of these. Tartial loss
offset reimburses the investor for less than the fraction
of the loss equal to the tax rate, and the reimburse.ent
depends on the degree of partial loss offset. Full loss
offset is one extreme, and no loss offset is the other. Any
logs offset effective between these two limits is a partial
loss offset, and this partial loss offset will be more cenefi-

o0ial to the investor the closer it approaches tne full loss
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1
offset limit. The method of loss offsetting will shift

some of the risk upon the shoulders of the :ax colleating
authority as long as other income is available against
which the loss can be written. Although the concept of
total risk hes not been changed,with the introduction of
loss offsets the private risk factor has been reduced due
to the appearance of a public risk factor. (Consequently
for each separate investor, or for the economy as a whole,
the size of the angle © has been increased, as we consider
private risk, as well as private profit only.2 This proce-
dure induces further investment, as the marginal investment
fungtion of the investor or of the economy has remained un-
changed. The consequent increase in private risx taken,
also implies an incerease in total risk. Wwhether this risk-
taking is expressed by conversion of cash into investments,
or by shifting less risky into more risky investments, is
not of great consequence, and such inoreased risktaking
will be bemeficial to the economy, excepting extreme boom
conditionse There appears to be little doubt that the
higher the rate of loss of fset, the higher will be the degree

of risk taken, and the extent to whioch loss offsets will be

1) When contimuing this discussion a "loss offset” in the
remainder of this paper for simplicity's sake, as well as
expedienocy, will mean "full loss offset".

2) Schedule I shows the possible effeat of the public risk
fagtor in the form of loss offsets. The reduction in
private risk is expressed in an increase in the expeated

rate of return on the investment.



possible in actual praccigce will depend on the offset
1
provisions in the tax law.

1) ¢f.: Evsey D. Domar: "The Burden of the Debt, A Rejoinder",
in the Ameriocan EconomIc Review, June 1945. Domar has
treated this particular point, and the following quota-
tions from him may underline our statements; "The return
on an invegtment is essentially a compensation for the
risk which the investor undertakes. Suppose the law
provides for very liberal loss offsets. Will not th:
tax then reduce both the return and the risk.eeeecee
"Phe point I am making is that a reduction of income tax
rates is only one of the several methods of encouraging
investment - a method which in practice may often be
difficult and undesirable to follow. It may well be
more practical to approach the problex from the other
side - by reducing the ris< involved. ILiberal loss off-
sets and perhaps loss sharing, loss insurance, greater
freedom in depreciation policies - these are some of the
methods of encouraging private investment which may be
more fessible and promising than a substantial reduction in

income tax rates".
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SCHEDULE I
Exhibit A Profit Expectation of Hypothetical
Investment where no Tax is in effect
Expected Rate Chance that this weighted Profit
of Profit Rate will be earned Expectation
100% 1/10 10%
50% 5/10 2 5%
- 50% 4/10 - Eg%
15%
Exhibit B Profit Expectation of Hypothetical In-

vestment where a 409% Income Tax is in
effeat, and loss offsets are not possible

Expeocted Rate Reduction in Expected Rate (Chance that Vel:nted
of Profit ExXpected Profit of Profit this rate Prorit gx-
before Tax due to 40% Tax after 40% Tax is earned peotation

100% 40% 60% 1/10 >
50% 20% 30% 5/10 15%
- 50% -- - 50% 4/10 - 209
25
Exhibit C Profit Expectation of Hypothetical In-
vestment where a 40% Income Tex is in
effeot, and loss offsets arc possible

Expected Rate Reduction in Expected Rate Chance that Welghted
of Profit Expected Profit of Prrofit this rate Profit Ex-
before ‘[ax due to 40% Tax after 40% Tax is earned pectation

40% : 1/10
o 20% 308 5710
- 50% - 20% - 30% 4/10

”i& @i@g



CHAPTER IV

Methods of Risk Reduction

Loss offsetting is one of the few methods wnioch
may be e@ployed for risk reduction, compatible with the
system of free enterprise. We outlined the various methods
of loss offsetting, but it might serve well to <eep in mina
that we must safeguard against these .ethods deteriorating
into an elimination of the private ris< factor by having
the government take over all or a great part of the risx.
We do not want to loss the risk factor because if private
investment would take on the characteristics of publio
enterprise, it would lose its justification for existence.
Business does not mind taking riskes inherent in investments
as long as investment is not artificially restricted by
government measures which inorease the risk factor in rela-
tion to the profits retained. These risks should include
the ordinary risks that cover our economy, but one should
not expeat private enterprise to carry the ris< inherent in
wars and severe depressions. Then it is the responsioility
of the government to protect the individuel, and to guide
the economy safely through such times. It 1s also worth-
while to note that the participation of government in the
economy of the country may help to stabilize, and in faat
should stabilize the economy. This stavilization, which
amounts to & reduction in the risc faotor, ousiness, in time,
should recognize as an advantage, and influence its invest-

ment decisions accordingly.

Nevertheless, methods of risk reduction tacing the
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form of loss-sharing and loss-insurange should not form
part of a tax gystem, as their influenge ultimately may
be detrimental to private enterprise.

It is apparent that under these conditions and
assumptions losses can only be offset against other avail-
able income, and we must create conditions which will enable
the investor to make the fullest use of such income. Some
sort of loss offsetting is recognized by almost any govern-
ment which uses business taxes as a means of obtaining
revenue for the treasury of the state, but in many cases
1t was left to chance to enable the investor to make use
of the loss offset provision as the oase had to fit a partic-
ular set of circumstances to fall under the provision. The
tax law must provide for very broad loss offset clauses in
order to disoriminate as little as possible among the var-
ious investors, and even then it is not always possible
that all firms will benefit from the scheme. In this
regspect we may note particularly the difference in effect
which loss offgsets may have on a large or small business.
Usually it may be said that due to the size of the business
the investments of large corporations are more diversified
than the investments of small businesses which are limited
in their capital. If the investment of a small firm succeeds,
it is likely that a good return will be received on which
the scheduled tax is paid; on the other hand, if the invest-
ment fails, & large part of the invested funds may be 1lost.

For the large corporation witn sufficient funds to cover a

wide range of investments, it is likely that some of the
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investments succeed, and others fail. (Consequently the
large corporation will have some income available to

offset the losses, and at the same time it is true that
their profits will be lower in relation to a succeessful
'1nvestment undertaken by the small musiness. 0f course,

if all the investments of the large corporation succeed

or fail, the company operates under circumstances similar

to those of the small firm. The principle of diversifica-
tion is illustrated in Schedule 2, and it shows that when
other income is not available to offset losses, the firm
with undiversified investments will be hit harder than the
firm which did not put "all its eggs in one basket". Against
such risks even offset provisions cannot safeguard the inves-
tor, if other income is not available; we must acgept it as
an inherent characteristic of the private enterprise systeu.
In this conneotion it must be recognized that by levying
taxes on income which eventually might be needed for loss
offsets, the risk factor is increased. Tax laws tnerefore,
should provide that taxes on corporate income shall not ve
imposed as long as a chance of loss exists for any invest-
ment.

The above can be accomplished by very liberal loss
offset provisions, combined with depreciation and inventory
reserves. It would mean that before taxes are leviea the
risk of loss has been reduced to nil, or in other words the
investment cost will have been returned to tne investor
before taxes are paid. After the source of rossivle loss

has been removed, taxes cga:.. be imposed, and althougn oy
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SCHEDULE 2

Assumptions: The firms will distribute all net earnings
of their operations as under the tax pro-
posal in Chapter V, and all shsasreholders
will fall in the seame income tax bracket,
and consequently be taxed at the same rate.
Depreciation allowances are ignored.

Sucgessful Investments

Small Firm (Capital $1,000) Large Firm (Capital $10,U0V)

Investments Income Tax Iiet Investments Income Net
No. Gross 30% Return No. Gross Tax 30% Return
A $500 profit  $150 $350 A $400 profit

B 50 "

o 15V Loss

D 200 profit

E 40U "

F 300 Loss

G 550 Trrofit

H 700 "

J 450 Loss

¥ 60V pProfit
— ¥H00 Profit ~— $Ib0 ®3b0  ~ $2000 rrofit FoOU  $IZ0U

Profit 35% of Investment Profit 14% of Investment

Unsucgcessful Investments

Small Firm (Capital $1,000) Large Firm (Capital $10,000)

Investments Income tax Net Investments Income Net
NOe. Gross Return No. Gross Tax Re turn
A $500 Loss Loss $500 ﬁ $4g8 Lgss

C 150 profit

D 200 Loss

b 400

F 300 Frofit

G 560 Loss

H 700 "

J 450 rrofit

K 600 Loss
- Toss~ -- Loss  $bO0 $2000 Loss == ©2000 Loss

Loss 50% of Investment Loss 20, of Investment
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levying taxes on the returns of an investment after it

has been amortized or depreciasted, we do not reduce the
investment decision to the basis we strived for, the fact
remains that if we allow the investor to retain a suffi-
cient amount of profits to induce him to invest, the lost
incentive will not bve very great, and we may argue that
this payment out of "real" income in the form of taxes is
the payment for the service rendered by the government in
stabilizing the economy. Before these taxes are paid we
mist provide for the deduction of losses suffered in the
past. Past losses must be deductible from future income,
Just as losses suffered in the ourrent period must be off-
set against ourrent income. As will be seen a spescial pro-
vision for future losses will not be necessary as they will
be oovered by the depreciation and inventory allowance

scheme.

At present the profit before taxes of a corpora-
tion is established by deducting the total cost of operations
for the taxation period from the total gross income. ]In
costs are included, besides material expenses and current
charges, remuneration of employees and executives, as well
as allowances for depreciation. ExXcepting depreciation
allowances and the valuation of inventories, the costs of
business are rather fixed items which cannot be manipulatead
or changed at will for tax purposes. Depreciation cnarges
as well as inventory valuations for tax purposes either are
fixed by the government or are arbitrarily established.

These two factors in an operating statement of a firm mst
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be singled out for attention with regard to the influence
and effeots of an income tax.

Nowadays depreciation allowances are fixed by
e schedule whigh provides for an annual depreciation per-
centage. In Canada for example, Reinforced Concrete Build-
ings may be depreciated at the rate of 2% per annum, i.e.
over fifty years; Briok, Stone, or Brick vVeneer Buildings
at the rate of 2% p.a., Frame Buildings at 5% p.a., Plant
and Machinery at 10% per annum, ete. The effest of such
a schedule is that the risk of loss remains in the invest-
ment during the greater part of a long amortization period.
The same, to a much lesser degree, applies to inventoriesl
which we also may call investments. Inventories amust be
reasonably valued for tax purposes, and it is customary to
use a cost or market prige valuation whichever is the lower.
0f oourse various ocosts may be acgepteble for tax purposes,
as inventories usually are bought or manufacturea at dif-
ferent times. Larger concerns mainly use the "first in,
first out"” method.2 These methods of valuation leave loop-
holes in the present tax systems for lower valuation, partic-
ularly when the market price is concerned, as inventories
in many brasnches of business are difficult to price, and

valuations will often be arrived at oy estimates. Tne lower

valuation increases the cost of the disposed inventories,

1) Raw material acquired in the business oecomes inventory,
but inventory also includes materials whlch are in process
of being masnufactured, and partly or whol.y finisihed poods.

A business must expect part of its capital to oe tied up
at all times in the form of inventory.

2) "First in, first out" means that waatever portion of the in-
ventory is used, the cost of the earliest acquisition will pe
taken for cost valuation, and the price of the remaining
Lhams will pe used for inventory valuation.
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reducing profits for the taxation period, at the same tiaxe
reducing the chance of loss in future periods.

It 18 always the desire of tie businessman to
depreciate or amortize as much of his assets as possible,
ag long as security market or other considerations do not
prevent him from aoing so, and the main reasons for this
are that he does not want to pay higher taxes than he ab-
solutely has to, as he may retain the remaining net profits,
and because he wants to eliminate the chance of loss on his
investments at the earliest possible moment. 1This attitude
towards taxes is fairly reasonable, as it happens quite
frequently that a concern has to take a loss on an invest-
ment after having paid taxes out of earlier returns from the
same 1lnvestment. It is evident that this method of taxation
inoreases risk, and consequently discourages investment. It
is quite a different story when taxing surpluses, than when
taxing costs, and in the businessman's mind an investment is
a gost with regard to his capital, as long as it has not
been amortized on his books, or as long as the net returuns
after taxes have not compensated him for his outlay. It
mist be admitted that an imposition of taxes on profits,
before the investment has been entirely amortized, prolongs
the p=riod auring which a chance of loss exists, and the
sonsequences of the failure of the tax law to make a gost

allowange for uninsuravle risks may be serious. ‘'he risk

faotor of an investment can ve reduceda, as nas previously
been indicated, by emortizing the investment before taxes

are levied. This would amount to an increese in depreciation
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allowances. The method of high depreciastion allowanges nzs
been recognized during wartime with regard to war invest-
ments. In Canada the government has granted depreciation
allowances up to fifty percent per annum of the cost of
severgl items which could only ve employed for war produc-
tion, eand in the United States business was given the
privilege of amortizing certain equipment over a five-year
period. Although the government still found it necessary
to supply a large part of the capital for war expansion,
the amortization program was effective in removing imped-
iments to the installation of new equipment.2 In the United

Kingdom special allowances of up to twenty percent were

permitted, depending on the character of the investment and
3

on the depreciation period.

The maximum depreciation allowance which could be
applied would be a one hundred percent allowance, and this
would mean that the entire investment could be amortized
before taxes are levied. This method is advocated in the
tax proposal of the following chapter. If, on the other
hand, the firm does not want to utilize the entire 1l00% allow-
ance, either because insufficient income is available or
begause of dividend policies, the depreciation percentage

should be established by the investor, and the underreciated

Order-in-Council of November 1944, P.C. 80640,

Farold M. Groves: "Production, Jobs and Taxes," New York
1944, p. ©65.

) For a brief disocussion of these measures in the United
Kingdom see: T. Balogh: "The Budget Proposals and Teonnical
Progress," in the Bulletin (0xford Institute of Statisties],
20 ﬁay 1944,

e g

B} DO




43

part of the investment should be carried forward to the
following period.

A similar treatment of inventories is also ad-
voocatede By writing-off inventories at the end of a
teaxation period, not only will the risk of loss on these
inventories be removed, but one may be inclined to believe
that it would facilitate the disposal of o0ld inventories
at market prices, and the aacquisition of new stocks.

Such a policy of 100% depreciation allowances
for investments and inventories in meny cases may make
the loss offset olause superfluous, as the risk of loss
already has been removed. In fact the depreciation allow-
ance clause may have the same effeat as the loss offset
clause, and much of the discussion on loss offsets may
apply to depreciation allowances with the marced dif=-
ferenoce that in contrast to loss offsets, they give the
assurance that taxes will not be levied before the invest-
ment has proven able to carry these taxes. It may further
have the cffeot of discouraging the use of old equipment,
outdated plant and machinery, and may become a cause for
more rapid technologiocal advances. This in turn might
lead to disacoveries of new private investment opportunities.

If taxes on corporate income will not be fiscally
produgtive in the first few years when high depreciation
allowances may be charged against profits, texes will cer-
tainly be productive, economic conditions remaining favour-
able, when the investments have been written-off; ana in

case eoconomic conditions should take an adverse turn, the
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concern probably wodd be able to withstand better the trend
of the time after having depreciated its investments. In
mos8t ocases the government would suffer a postponement,
rather than a loss of revenue. In the event that the post-
ponement of taxes on currently earned income should lead

to a considerable drop in revenue for the government, we
indicated in our initial assumptions that under such cir-
cumstances the government would ce acle to overcome tie
strain by defieit finance. C(Covering periods of investment
boom, on the other hand, it might ve advisabtle to discour-
age investment, and then lower depreciation percentages,
fixed by the government, may be Jjustified. In this connec-
tion it must also be recognized that the above advogated
policies may profoundly affect the cyclical fluctuations

of corporate incomes, and it will be the duty of the govern-
ment to compensate for these extreme fluetuations in the
egonomy, if necessary.

Close attention must be paid to the faot that the
rate of amortization is closely linked with the price poliay
of a business, but as the connection between reinvestment
and amortization may not be so pronounced, it may be expegt-
ed that the businessman will form a separate amortization
schedule with regard to his price polioy, & schedule different
from the depreciation allowances calculated Ior tax purposes.
Since in competitive industries business may nave to compete
with producers or dealers whose investments have largely or
completely been depreciated, it is likely that an introduc-

tion of the above poliscy would nave less effeol on prices



then at first glance might be expected.

With regard to the above poliecy it must also
be recognized that depreciation reserves which accumulate
as idle balances constitute a drain on the expenditure
stream. In order to avoid these idle balances, corporate
profits that are not used for ocapital outlays should be
passed on to the workers or the owners, and thus returned

to the expenditure stream.



CHAPTER V

A Tax Proposal

During the past few years several major proposals
for a postwar tax policy have been advanoed.l Strangely
enough they do not seem to differ largely from what had been
the established practice in the days before September 3rd,
1939. They all have the goal of full employment and & high
standard of 1living in view, at the same time leaving many
loopholes which could easily become the cause of failure for
their efforts.

Broadly speaking, the tax systems are based on
the progressive personal income tax,2 and they propose a
certain rate of taxation for corporations. This procedure
was arrived at by assuming that an optimum amount of consump-
tion must take place, and a sufficient amount of savings must
be retained to permit an optimum amount of private invest-
ment. One must agree fully with these objectives. A worth-
while attempt has been made by arranging an income tax

schedule with the goal of optimum consumption and savings

in mind. At the same time savings must be utilized.

1) A.H. Hansen and H.S. Perloff: "State and Loocal Finance in
the National Economy," New Yorx 1%44; H,.l. Groves, Op. olt.;
"The Twin Cities Plan," The Twin Cities Research Bureau,
June 194Z; Beardsley Ruml and H. Chr. Sonne: "Fiscal and
Mone tary Poliay," National Planning Association, Paaphlct
No. 3b, July 1°44; "postwar Federal raxplan for High zZmploy-
ment," U.S. Government, Washington, June l1244.

2) The term "progressive" is used to describe a scale of rel-
ative burdens in which higher proportions of income are pai:
in taxes as income advances. The 1income tax is _rogressive
because the ratio of tax to income incereases as income in-

greasese.
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The proposals support the opinion that if a light
corporate income tax, in contrast to a stiff one, is levied,
the 1inducement would be sufficient to obtain an optimum
amount of private investment. One cannot dismiss the possibil-
ity that business under these circumstances might oreate an
optimum amount of private investment, but at the same time
it oannot be denied that such a system of taxation daoes not
assure an optimum amount of private investment. At this
point it might be appropriate to state that the following
proposal does not guarantee an optimum amount of private
investment either, but we believe that its provisions might
make it more likely that corporate funds willi be airected
into private investment channels.

As 1is indicated in Chapter 1] private investment
is largely undertaken by corporations. It is not sufficient
to obtain savings; the crucial point is that tnese savings
are invested. We cannot take the attitude that the govern-
ment should tax business lightly in the hope that business
will fulfil the government's desire. e must be reasonaply
certain that business will act accordingly. yhe reduction
in business taxes, and the subsequent rise in net profits
may cause a rise in private investment expenaitures, wut it
is essential to consider the discussion of Chaepter III in
this connection.

we had come to the conclusion that profits alone do
not determine private investment decisions. We must attach

the risk factor to such a problem, and this may be done by

the policies advoocated in Chapter IV. The effects to oe
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attained are expected to result from a change in account-
ing practice for tax purposes, and will not be csusea oy
any revolutionary ideas.

Before disocussing the proposal one should point
out some of the characteristiss of pre-war sorporate ingome
taxes which to a large extent, have been retained in the major
proposals advanced, although Harold M. Groves and Alvin H.
Hansen together with H.S. Perloff recognize their short-
comings, and advoocate certain remedies. Broadly speaxing,
corporation income was taxed at a flat rate in Ccanada and
the United States. Interest and similar.charges had oeen
included in the cost of business, and we;e deducted before
taxes had been imposed. Dividends on the other hand, were
distributed after taxes had been levied, ana in effect it
meant that dividends were taxed twice, once while part of
the corporation income, and once while part of the stock-
holders' income. This caused a relative reduction in the
progressive effeat of the personal income tax, and consequent-
ly had a regressivel effect on consumption, as the difference
of the personal income tax rate would have benefited the
stockholders with a low income relative to the stockholders
with a large income; it may be assumed that the propensity

to consume of the former would have been higher tnan of the

latter.

1) The term "regressive", in contrast to progressive, is usea
to desoribe a set of relationships in wnich lower propor-
tions of income are paid in taxes as lncome advances. [ he
clgarette tax is regressive because the ratio of tax to
income decreases as income increases.
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The character of depreciation allowances was
disoussed in Chapter IV, and does not need repetition here.
Nevertheless it amust again be emphasized that in pre-war
tax policies the period during which risk remained in
investments was unnecessarily prolonged.

The residue of income after taxes and after
distribution of dividends was retained by the corporation
in the form of undistributed profits. This undistributed
surplus gould either be used for investment purposes, Or
could be left in idle balances with the corporaetion. It
offered individuals in high income brackets an opportunity
to avoid payment of income taxes. 48 indicated the only
inducement for private investment was the size of corporate
profits; the income tax did not contain a compelling in-
fluence to dispose of these idle balances in such a fashion
that they would not constitute a arain on the business expen-
diture stream. The recent proposals do not greatly change

these shortcomings of the pre-war tax poliacy.

A8 this paper is mainly concerned with business
income taxes, these will be discussed as the primary subject
of the proposal, and other taxes influencing the sphere of
business will be considered in relation to the corporation
inoome tax. The proposal has as its primary ovcjective the
inducement of an optimum amount of private investment. OCur
considerations for this goal will have to start from an
accounting point of view, and we will deal with tne profit
of a corporation before depreciation allowances have peeL

deducted, dividends have been paid, and taxes have oeen
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imposed. The profit is arrived at by the usual procedure.
From the total income for the taxation period we deduct the
totel cost of operations including remuneration of executives
and interest charges, but excluding the aforementioned items.
After this profit has been established the influence of the
income tax must be felt in such a fashion that the tax will
induce the disposal of the profit into channels which will

be beneficial to the economy. We must keep in mind that
depreciation allowances as yet, have not been consiaered, and
that dividend payments must also be decided upon.

In the previous chapter we discussed the effects
that can be achieved by manipulating the depreciation allow-
ances, and the proposed course of action should be taken.

In this way depreciation allowances in faoct become investment
allowances, and must be considered in conjunction with div-
idend policies. Further it is the intention to advocate a
100% tax on undistributed profits after depreciation allow-
ances have been deducted and aividends have oeen paid. The
resulting effect of such a 100% tax should be that the corpora-
tion has the choise of charging its depreciation allowances
against the profit and/or distributing its income in the form
of dividends whiech then would be subject to the progressive
personal income tax. The aconsequensses of this policy wiil

be that profits either would be charged against investment
allowanges, or would be paid out as dividends. I'he corpora-
tion, therefore, will be able to choose between writing off
its investments and inventories or declaring its profits in

dividends. Investments and inventories naturally can ce
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written off only when investments have been made, and this
scheme should favour the disposal of corporate vrofits into
investments, as the paid-out dividends will bpe subject to
the personal income tax.l The result should provide some
of the highest income generating payments possible in s
private enterprise economy.

The above proposal is a suvbstitute for the loss-
offset eclause, offering the possibility to safeguard oneself
against losses before taxes are imposed. JInvestment deci-
slons with regard to the risk fasctor have further bpeen
reduced to a point at which taxes are not levied. (onsequent-
ly texes which would ingrease the risk factor do not influe.ce
the invegtment decision, as the gcorporate investor will .ot
be taxed, if he so desires, until the capital expenditure
has been returned.

Many corporations on the other hand, are not able
to utilize fully the opportunities offered oy this invest-
ment allowance, either because all investments have been
deprecisted or because of dividend policigs which mst ve
maintained to offer spendable income to the stockholders

or to maintain dividends for seourity market considerations.

These dividends will then be subject to the progressive

personal income tax.

1) Similarly in Great Britain dividends are nct subjeated
to double taxation, as stookholaers may apply tpe.stana-
ard tax deduoted at the source when c?mputing their 1gcome
tax payments on dividends, whereas undistricuted profits
are texed at the standard rate only. C'f.: G. Findlay
shirras and L. Rostas: "The Burden of -ritish 7taxation,"”

Cambridge 1942, pp. 97-1U<.




This procedure, when in full effeaet, will under
all circumstances avoid new idle business ovdances, and will
not drain the business expenditure stream, as new idle bal-
ances will either be reinvested or be distributed as auiv-
idends, which in turn, after having been taxed as personal
income, will be available for consumption or savings. ©[nis
method may have the disadvantage of oreating fluctuating
dividend policies but one may believe that the influence
of the segurity market will be sufficient to force the man-
agement of corporations to consider market reactions, and
maintain a certain rate of dividend payments under all pos-
sible circumstances. In corporations whose stoc< is not
traded on stock exchanges, it will almost be universally
true that the stoskholders will have some influence on man-
agement, and consequently will be in a position to safe-
guard their dividend interests to & certain extent.

The question may arise of how this policy would
affeat the ocash position of corporations since profits mist
be expended. One might argue that the liquiaity position
of companies could become impairea, ana oguse a highly dan-
gerous rigidity in times of adverse economic trends, as well
as during periods of prosperity. In defense of sucn state-
ments it must be pointed out that under the atove scheme the
original equity capital of the corporation can always be re-
tained in ocash balances, end most corporations which can suow
liquid assets equivalent to the paid-up equity capital stocx

will usually sail on safe waters. Besixes, the capital uiarket

may always be galled upon to supply funds which would not oe
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affeoted by this taxation policy. 1In general it may oe
said, that if corporations can retaipn liquid funds up to

the limit of their equity paid-up capital, their position
will be sound enough to withstand circumstances which .igit
necessitate an immediate availability of cash. It Gight
well be true that by inaugurating this policy new companies
would be differently affected, as these new companies will
have complete freedom of disposeal of their surpluses as

long as the paid-up equity capital has not been returned i
the form of investment reserves. The complete effect tnere-
fore, will be felt only by firms wa.ich have had some time

of operation under the scheme. It umst be further admi tted
that in the beginning of its operation this polioy may, under
adverse conditions, diminish effective demand because the
retained profits, in the form of liquid reserves, will re-
place the funds expended on the actual investment of the
paid-up equity capital. It is assumed here tnat collected
taxes would have some income generating effect in the fora

of government expenditures.

A further argument against the scneme may be advanced
after it has been in operation for some tiuse, ana the invest-

ments financed by the paid-up equity capital nave been retur..-

ed as investment reserves. Under the scheme investments are

not submitted to competitive bids in the capitsl market, ana

consequently some of them may be unwise, others may becomne

speculative, and others may ve made merely to strengtnen the

prestige of the management or the company. To & certain ex-

tent this oriticism is Justified, but since managewent usually
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has a personal interest in the affairs of the company, it
will try to make the best possible decisions. 1In any case
these funds will be returned to the income stream which
would be only partly true if they were paid out as dividends,
assuming that some of the dividend payments were saved and
not invested. Although it must be admitted that coupetitive
bids from the capital market are missing, it is not certain
whether this is regrettable. Most investment decisions in-
volve highly technical proolems of which the capital market
has little knowledge. Corporation executives may emoarx< on
proJects involving technical improvements and innovations
which would not be financec by outside funds. ' foreover it
is probable that business has a better knowledage of market
potentialities than the capital market, and management may
be able to find and exploit investment opportunities tanat
would remain unnoticed or would not appear attractive to
"outside" investors.

The above in short, is the proposed scheme, of
which a numeriocal example is given in the appendix of this
paper. On the above merits alone this proposal would not
stand. It needs certain asuxiliary measures to strengtnen
its foundation, but it must ve noted that 1ts measures would
help push private investment in the economy ceyond the limit
which the interest rate, and the marginal efricie.cy of cap-
ital would tend to set for it, if business hed to obtain all
new investment funds from the capital market. in Tracet wnen
the time comes that the full effect of the scneme will pe

felt in the econoamy, investments will be underia<en even if
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negative returns were shown as long as the negative returas
would exceed the income retained after surpluses nave bveern
distributed and been subjected to the individual inacome
tax. In other words the scheme woula tend to lower the
merginal efficiency of capital not only to zero, but it
would permit a negative marginal efficiency of capital, a
situation which some theorists have prophesized may be nec-
essary, but which in a private enterprise economy has been
consldered hardly possible. It must be observed that in
order to achieve this effect surpluses must ce available
for investment. Without the surrluses the present day econom-
1o rules would apply. Nevertheless the faat that a negative
marginal efficiency of capital may induce investment under
this scheme, should have a stabilizing influence on the
economy. In case a period of prosperity should tend to
decline, and tend to approach a period of depression, the
fact that under the above policy a negative marginal effi-
aienay of capital is possible, would cause the avallable sur-
pluses to be invested counter-acting the economic trend, and
in all probability raising the marginal efficiency oI cap-
ital, replacing some of the lost surpluses, so that in case
of subsequent adverse times the economy would again be
prepared, and be able to withstand the new challenge.
considering the depreciation and inventory olause,
the term investment must be applied only to invest.enils ana
inventories of the particular trade, and must not be employed
to build up reserves by means of investments which are not

connected with the line of business. It must ve emphasized
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in order to safeguard the security, as well as the money
markets, that it would be unwise to allow paper securities,
i.e. equity stock or debt obligations, to be considered

as investments, even if the corporation should deal in these
securities. Nevertheless certain reserves might be set

up for these securities which must be approved by the tax-
ing authority. Special attention will have to ve paid to
businesses such as banks, holding companies, trust com-
panies, insurance companies, and similar concerns. s
suggested this field needs special provisions which would
allow these enterprises to function normelly without giv-
ing them undue privileges, which could prove detrimental
to the economy. The same provisions should ove applied to
land under all circumstances in order to prevent an unwel-
come boom in this field.

A further risk reduction provision may be in-
stituted in the form of market reserves which may be formea
when market opportunities are unfavourable, and investment
opportunities cannot be profitably utilized, This estimated
market reserve must be approved by the taxing authority to
whom an application will have to be made. The market reserve
must be returned to the income of the next taxation period,
and is solely intended to enable the gorporation to bridge
unfortunste market ocireumstances. A similar feature that
mist be mentioned is the clsuse allowing deduction of losses
suffered in the past from newly earned income. At present
losses suffered in the past sometimes may be deducted a&s a

business cost, but in this respect, as is the case with marget
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reserves, the taxing authority might allow the setting up
of special reserves against which eventual future losses
might be charged. This could be achieved by setting aside
a fixed emount, accumlated over several years, and sub ect
to approval by the taxing authority. This reserve might be
carried forward indefinitely until the time when it should
be needed. If it should ever be used, renewal of this re-
serve should be permitted, and the fixed amount might be
expressed as a peraentage of capitalization. It would con-
gtitute an extensgion of the loss offset glause.

Also related to the depreciation eallowance will
be the consideration of capital appreciation which naturally
will rise in importance. If this loophole is not eliminated
our scheme would undoubtedly meet defeat. For this reason
profits on all assets sold by the corporations must be con-
sidered as income, and gonsequently will fall unaer the cor-
porate income tax. If the individual investor should like
to realize on the capital appreciation of his investments
by disposing of them as a corporate entity in the form of
equity stock, the personal inocome tax must proviae Ior meas-
ures to combat such misuse. This point, therefore, will be

discussed under the personal income tax.

Before turning to a consideration of personal in-
come taxes, some taxes not covered under tne above sche.ae,
which have been included among business taxes in times past,
should be referred to. one of these is tne exgess profits

tax. This tax, althougn a useful tool to ourb profiteering

énd inflation during war and boom times, is generally agreed
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to defeat our purposes in ordinary times of peace. It would
curb incentive, and should be abolished. Further.ore, it
could not be incorporated in the proposal advocated.

Payroll taxes could be included as a cost of cus-
iness in our system. To finance unemployment compensation
they would provide a desirable incentive for stavilization
of employment. If treated in this manner these taxes aay
have a slight influence on prices. Since in a modern democrat-
ic state unemployment compensation should come under the
Jurisdiction of the central governmental authority, the
elimination of these taxes might relieve some regressive
effegts. Nevertheless, if the government should feel that
it is the duty of business to supply part of taec funds for
an unemployment program, this tax undouctedly could ve galled
upon, and if this tax is kept within reasonable limits few
i1l effeats would be felt by business.

capital stock, license, and property taxes are
mainly levied by subordinate governments, and are not consid-

ered here. Co-operation in this tax sphere with the central

government is advocated.

As mentioned in chapter IV, the avove proposal may
create budgetary, as well as eaonomic fluctuations to &
greater extent than other proposals advanced, and as ad-
vocated before, it will be the duty of the government to
compensate for these fluotuations, preferavcly by a compensa-
tory fiscal polisy. In this respect the tool of lowering
the 1004 depreciation and inventory allowance may be used

to restriat private investment under acute boom conditilons.
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From an edministrative point of view the above
proposal should constitute an easy task, and probably coulc
be handled by the present tax organization. It will be
essential, however, to keep a tight control on the manipula-
tions of investment allowances, and dividend inforumation
mist be relayed to the authorities handling the personal
income tax.

The above proposal is based on the undistributed
profits tax principle, and since undistributea profits
taxes have heen advocated in the past, and have been tried
in the United Statesg, it might serve well to look at one
of its most noted examples and compare it to our proposal.
The United States Revenue Aot of 1936 provided for an un-
distributed profits tax, but due to its ineffectiveness
and failure it was repealed during the followiug year. iiny
did this act prove to be a failure? The undistripbuted
profits tax was recommended for the deolared purpose of;1

a) Correcting "the existing differences between cor-
porate taxes and those imposed on owners of un-
incorporated businesses";

b) Seeking "equality of tax burden on all ocorporate
income, whether distributed or withheld", ana thus

preventing evasion of surtaxes through the "accumla-
tion of surplus in corporations"; and

e¢) Effecting "great simplification in tax procedure".
The tax was further intended to substitute for the existing

corporate income, exgess profits, and ocapital stoc« taxes,

all of which were retained. is finally enected, the un-

1) The Tex Policy League: "HOW shall Business be Taxed?"
New York 1937, (Ellsworth C. Alvord: The Taxation of 'n-
distributed profits from the Business Point ol View), p.




1
distributed profits tax;, in broad outline, included:

a) The imposition of a so-called normel tax upon
the "net income" of aorporations, graduated up
to 15 per gent;

b) The imposition of a so-called surtax on un-
distributed profits, graduated from 7 per cent
to 27 per cent, upon the "undistriouted net
income" of a corporation;

e¢) The taxation to the corporation, at normal rates,
of 15 per cent of the dividends received from
domestioc corporations;

d) The inclusion, for purposes of the undistributed
profits surtax, of 100 per cent of the amounts
received as dividends from domestic corporations;
and

e) The subjection of all dividends distrivbutea to
individuals to the normal tax of 4 per cent.

In practice the tax proved to be unfair mainly to those who
gould least afford to pay. It caused a certain instability
by foreing dividend payments without considering the ability
to declare them, particularly penalizing the small and new
concern which had not developed sufficiently to acoumlate
adequate surpluses and reserves. Many detai%ed shorteomings
could be oited, but that is not our purpose. levertheless
it must be pointed out that its main defect consisted in
that the tax did not touch those people on whom the agt of
saving and investment depended to a large extent - the 1in-
dividuals with high incomes - and consequently individuals
gubject to high personal income taxes. The tex aia not

penalize for not investing, it punished the inaiviauals w.ose

1) The Tax Polioy League: Op. Cit., p. 9l. -
2) 8f.: Slade Kendrick: "The undistributea rrofits Tax",

washington 1937, Alfred G. Buehler: "The Unaistributed
Profits Tax", New York 1937.
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savings and investments contributed so highly to the stapil-
ity of the economy. 1n other words it penalizea companies
controlled by lower income groups by foreing them to min-
imize corporate savings in contrast tp tne high income groups
who benefited and remained untouched. slthough the tax ma;
have had some beneficial effeat on the propensity to con-
sume of the dividend-receiving lower income groups, the tax
did not provide an inaucement to invest the acoumulated
savings of individuals and corporations. 1In contrast the
above advocated proposal:

a) correats the existing differences between corporate

taxes, and those imposed on owners of unincorporated

businesses by treating all businesses on an equa.
footing;

b) Equates the tax burden on all corporate income
by taxing undistributed profits at a rate of 1009,
and consequently forocing investment or distrioution;
¢) Simplifies the tax structure;

d) Eliminates other corporate income, exgess profits
and capital stock taxes,;

e) Does not favour any income groups, and treate thea
agogording to their ability to pay by means of a
progressive personal income tax,

f) Favours new enterprises up to the time wnen they
have soundly been established;

g) Stabilizes businesses bebre tae; are subjected to
taxes, and in turn stapilizes tne economy as @

whole;
h) Induces business to invest.
To support this proposel a general methoaologiocal
disaussion of the Fersonal Income I ax scneme Will o0e nec-
essary to show its interrelation with corporate taxes. TwO

objeatives must be kept in mind. Consumption must attain
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a sufficiently high level to be able to support an optimmm
level of productlon of goods and services, and savings
mist be so adjusted as to supplement business savings in
the form of accelerated depreciation allowances to tne
extent that through these combined sources of savings en
optimum amount of private investment can be financea. Fur-
ther it must be observed that the personal income tax will
be considered in conjunotion with corporation income taxes
to form one single policy. The lack of co-operation ana
interaction often defeated our efforts in the past, and
begausgse of, and aegpite this interrelation, simplicity must
be aghieved. We are not dealing with hundreds of thousands
of businesses or corporate enterprises that on the average
are managed by fairly competent men, but with milllons, ana
in some countries tens of million of ordinary humen beings,
many of whom may not understand the most elementary prin-
aiples of a tax return. The Canadian Government during the
lagt few years had made great progress towards the simplitica-
tion of income tax returns and this policy should be adorted
universally.

with the prospect of & high level of consumption
in mind, we must enable that section of tne population
whose propensity to consume is the highest, to make their
influence felt. Consequently the low income groups should
be as 1ittle as possible affeated by the income tax, not
only from an economic, but also from an ethical point of
view. For this reason comparatively high basio exemptions

should be ingorporated in a tax syste., and relative regress-
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ive surtaxes should be eliminated. The entire tax scheme
should be on a progressive basis. It would seem that the
following initial basic exemptions wauld be appropriate:

$1,250.00 for single persons

$2,000.00 for married persons

$ 500.00 for each dependent,
and these exemptions may be changed if the price level
should undergo considerable fluctuations. This initial
exemption should be followed by a progressive income taxl
which will be effective on any income sabove the pasig
exemption. We may designate the income before deduation
of exemptions as Taxable Income, and after deduction of
exemptions as Net Taxable Income. Tax rates on net taxable
income should rise slowly up to a level at which induce-
ment will still exist to invest savings. Although statis-
tical data is not available on this subject, one may be
inclined to suggest & top-limit of 60%, and with the dif-
ferent risk reduction features attached to the aorporate
income tax scheme, investment in the highest income brackets
is likely to be undertaken even at this rate. If for & mo-
ment we return to a consideration of the risk factor, it may
be expected that wealthy individuals will be less affeagted
by the influence of liquidity preference and their state of
wealth, than individuals of smaller means. (Consequently

wealthy people may be inclined to undertake investments for

a return which might not be sufficient to induce investors

of lesser financial strength.

l) see sgheduls 3.
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Sohedule &

PERSONAL INCOME TAX SCHEULE

Basic Exemptions: To be deducted from exable Income

Single Persons $1,250,00
Merried Persons $2,000.00
Dependents, each $ 500.00

gggg;essive Tax: To be calculated on Net Taxable Income

$ 0O - 1,000 rTax O plus 10% of amount over 3 J
1,000 - 2,000 100 15% 1,000
2,000 - 4,000 250 20% 2,000
4,000 - 6,000 650 25 4,000
6,000 - 8,000 1,150 304, 6,000
8,000 - 10,000 1,750 357 5,000

10,000 - 15,000 2,450 40% 10,000
15,000 - 20,000 4,450 4%, 15,000
20,000 - 30,000 6, 600 46, " 29,000
30,000 - 50,000 11,200 48, 9,000
50,000 - 100,000 20, 800 50% 5uU,000
100,000 - 150,000 45,800 55% 100,000
150,000 = eeveoss 73,300 60% 150,00V



When discussing the personal income tax, it must

be clearly understood what constitutes taxatle incone.
Undoubtedly salaeries and wages will be incluaed, as well
as interest, dividends and net rent. among these czifferent
sources of income it may be debatable whether they should
be treated on even terms. There may be some ethical justifiga-
tion to levy surtaxes on unearned income, but due to the
progressive nature of the personal income tax, differentia-
tion has no economic foundation.

None of these categories of income included cap-
1tal gains. Many treatments of this source of income could
be consideredl, but of necgessity due to the nature of the
gorporation tax, few courses will be open to us to follow.
For our purposes investments undertazen by individuals could
be considered as a corporate enterprise, and fall under the
hammer of the corporate income tax, out si.ace individual
investments mainly take the form of corporate securities,
such a treatment might ceause a stock excnange ooom of unpre-
cedented proportions, and further it would not be fair towarus
the lower income groups that are not finsncially able to taxe
advantage of such investment opportunities. It is therefore,
proposed that capital gains be taxed as ordinary income, =na
they mst be inoluded among the taxable income. (Capital gains
will be considered as income at the time of sale or transfer

of the investment, and this income will also have to oe cal-

culated on investments after they have bpeen held for a perioc

1) cf. Harold .. Groves: QOp. ocit., pp. 705-83.
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of ten years during which taxes had not veen vaid on the
accwmlated capital gains. This latter provision mst ce
ingcluded to enable the taxing authority to absorb from tiue
to time benefits granted to corporations by means of the
depreciation and inventory allowance, which expressed tnem-
selves in a higher valuation of the stock equity, and in
order to absorb capital gains on other ventures. It will
help further to achieve a wider distribution of wealth, as
these taxes must be paid aftcr ten years even if the secqur-
ities or investments are not disposed of. Consequently 1t
may force wealthier individuals to part with some of tneir
investments to pay their tax obligations. Seourity value-
tions for this tax may be based on stock exchange gquotations,
but it would be preferable if the taxing autaority woula set
a stock quotation for all corporations at the end of each
taxation period. Such valuations should zeep the trend of
stoek exchange quotations in sight.

It would be further desirable to introduce an
averaging scheme, particularly with reference to the capital
gains taxation, in order to distribute fairly the incidence
of the progressive tax schedule. considerable number of
people have unstable 1ingoaes, and if their incomes coulc
not be averaged over a certain number of years, they would,
affeoted by the progressive nature of tne income tax, pay
more taxes than those people with a steady income, although
their total regeipts over a number of years .iay ve the same.
1t is therefore, suggested that avera.ing of incomes boe

allowed so that those persons who woulc otherwise oe treated
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unjustly could make use of such a procedure. In order to
simplify the administration of such a provision, incomes
of less than $5,000.00 per annum should ce excluaed from
the scheme, particularly since the various rates would not
benefit these lower income groups to a considerable extent.
The decision of choosing a method of averaging may be left
to the discretion of the taxpayer, whether he prefers a
five or ten-year period - but it should be emphasized that
each year only once can be declared for averaging purposes.
Capital galns being declared as taxable income,
the treatment of capital losses must be in proportion to
this method, and capital losses should be deductible from
all taxable income, i.e. earned, unearned and capital gains,
a provision which should bring some of the savings of the
lower income groups into the investment channejl. (Of course
capital losses may also be applied for averagling purposes.
The taxing of capital gains may bring considerable
argument, but since capital losses can be deducted from
taxable income, and the business tax structure contains
several provisions which safeguard against capital losses,

the inducement for investment lost by the taxation of cap-

ital gains may largely be alleviated.
Before turning from this methodological discussion,

one should not fail to mention one other category of taxes,
e.g. consumption taxes ia the form of exaise and sales taxes.
These taxes increase prices, hamper consumption, and to a
lesser degree, savings. They partiocularly affect the low

income groups who spend most or all of their incomes on con-



sumption. Due to these taxes less may be consumed as
prices have increased by the addition of the tax. 7This
tax is highly regressive, and should be abolished, al-
though it is suggested that eXxcises on cigarettes and liquor
be retained, partly because these items can carr; the tax
very well, but mainly for ethical reasons to reducge in-
dividual consumption. It is true that for certain persons,
who under no circumstances would reduce taeir coansuamption
of aigarettes or liquor, thé tax may be highl, regressive.
but in general this tax, particularly with reference to
liquor, may prefent gome exgess consumption.

Whether the above proposal would be effective if
incorporated into a fiscal policy of a nation, only experience
could tell. The section concerned with the taxation of cor-
porate enterprises would probably be gladly accepted by bus-
iness, and it may find gonsiderable opposition in other parts
of the community. Its reception by the public or oy politi-
cians from another than economic viewpoint is ot consiaerea
here. Proposals have been advanced which may improve on
other schemes that were offered, and at tne same time an e.-
fort has been made to keep the proposal within limits whica
can be administered. 1In this field success can never ce

guaranteed, but one must try the pest possible metnods unaer

the circumstances.



CHAPTER VI

Business Taxes in the National Economy

Business must be taxed for the purpose of allow-
ing, and possibly inducing, the private enterprise entity,
industry, trade or agriculture, to perform its proper role
in the national economy. This role consists in producing
an optimum amount of goods and services, and in this way
providing Jobs, and a high standard of living for those will-
ing to take advantage of this opportunity. This attituae is
quite in contrast to the viewpoint expressed on the subjeat
by the National Association of Manufacturers and the Congress
of American Industry in the United States, which held in 1¢Z6
that "Government very properly should take through taxation
from the income of production, as from other sourcez, suca
portion as is negessary to perform economically the constitu-
tional functions imposed upon it."l our view on the subnject
has been stated above. 'whe trend of economic and social
change in recent times, has drifted away from the attitude
expressed by the National .:ssociation of Manufacturers, tne
Congress of American Industry, and many prominent ianstitu-
tions and personages representing industry, laocour and govern-
ment. Of course, if iu the process of accomiylishing what the;

set out to do, business taxes gontribute their snare toward

the expenses of the state, they have also servea a secv.Jar,

purpose.

1) Noel Sargent: "The Attitude of Business conoern}ug Jusiness
Taxation," The Tax Policy League, op. cit. pe. 10.



TV

The fear of an increasing national debt only
becomes a threat when the national debt gets out o: hand,
i.e« when the ratio of the national debt to the nationel
income increases, and interest payments rise in proportion
to the national income. Wwhen considering the limit of the
national debt, we must consider it as a ratio in conjunction
with 1) the nature of expenditures themselves, 2) the wage
and price structure, 3) the tax schedule, 4) the distribution
of the debt, 5) above all the level of the national income
and the amount of interest payments.1

Only if the above viewpoint is taken can taxes be
integrated into an economy, and although the old-fashioned
attitude which concerned itself with the revenue angle only,
may have provided more revenue than under certain circumstances
provided for by the advocated proposal, taxes levied for rev-
enue only, ultimately will do more harm than g0ooa to the
economy.

Business Taxes, as well as Personal Income Taxes,
must be considered in conJjunction with Consumption, sSavings,
and Investment. The influence on these ssonomic factors by the
taxes must be interrelated with the effeats of the fiscal

policy of the government, as well as with other govern.ental

policies affeating the national economy.

l) ¢cf.: Neil H. Chamberlain: "prof. Hansen's Fiscal Policy anzi
the Debt," American Economic Review, June 1945.
iMoo Walecki: "Full Employment by Stimulating Private jnvest-
ment," Oxford Boonomlc Papers, ijarcn 194D, LO. 7.
Evsey D. Domar: "The 'Burden of the Debt' and the jational
Income," American Economic Review, December 1944, pp. 798-
827.
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In times past the government hes performed its
function of political representative of the community. It
represented the sountry with regard to foreign policies,
it provided for the defense of the country against its en-
emies, it provided services which private individuals would
not or could not undertake. Generally however, government
kept clear of economic grounds. The field of economic poligy
wags left to private individuals who in their strife for per-
sonal gain, were supposed to advance the interests of the
community eutomatically. Important structural changes, as
time went by were not heeded, and public policy aid not
react in time to these fundamental changes, a failure whiach
had severe repercussions in the occurrence of gevere depres-
sions. This failure may be attributed mainly to the fact
that prosperity, as well as depression, were regarded as
essential characteristics of a system of free eunterprise and
private property. We must be cognizant of the fact that in
the modern world no system oan survive which permits the
contimied recurrence of serious depressions. If a private
enterprise economy must be plagued by serious depressions,
this system is doomed. We believe th:t economic fluctuations
can be controlled, and with this control the system of free
enterprise, within the limits explained, can survive.

Accepting the possibility of ocusiness ayclc control,
we must recognize that this control can only e exercised
by public administration. Therefore, government must oe
admitted into the economic spheres of the commnity. our

goal is continuous prosperity and full employment. II we
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want to achieve this, we must accept some government
participation in the economic life of tne country. we

have discovered that the maintenance of sufficient total
outlay is a basic necessity for full employment in a money
egonomy, but we must also admit that the structural changes
of the times also left their mark on the indiviaual :inas

of the population. Previously the economic system automat-
1cally determined the distribution of its product, and the
direction of demand. If this distribution benefited us we
were thankful, and if it did not, we accepted it as an in-
evitable result of the private enterprise system operating
under the price level. Despite the appearance of inadequate
housing, nutrition, health, and the lack of other essentials
of life for a large seotion of the population, it was not
recognized that the capacity of the system to supply certain
minimum standards, if the economic demand was not oreated
through the automatic funcetioning of the system, could still
be harnessed, and nothing was done about it.

The appearance of political ideas which guaranteed
these minimum economic standards at the cost of certain essen-
tial liberties, finally put the decision of the proulem into
the hands of the people. If private enterprise can guarantee
certain standards of life it may have a pooa cnance of sur-
vival, and if this guarantee cannot be given, its deatn <nell
has sounded. "Freedom from want" has .ecome thne slogan of
our society, and we must set out to acaieve certaln miniaum
standards for every member of our community. Zvery personl

mist be able to enjoy eertain .ainimum food requirene.ts walch
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are necessary to maintain an adequate nutrition standar..

At the same time public-health services, with hospital

and medical care must be supplied to the entire population

in order to overcome preventable disease. This plan shoula
be reinforced by housing conditions commensuraté with modern
standards. Housing should be provided for the entire po,ula-
tion adequate to ensure modern sanitation and health condi-
tions. Finally minimum educational standards must be proviu-
ed for the entire population. Financial ability to meet
individual educational costs should not become the ariterion
to determine educational standards. Children in poor parts
of the country should benefit from similar educational tacil-
ities, as those in richer parts. In addition adavanced educa-
tional opportunities should be provided for the highly gifted
members of the community without considering their financial
ability to pay for them.

Government must guarantee these minimum standarads
through a social security scheme, and it must be left to
private enterprise in conjunction with public enterprise
and government planning to achieve the maximum standards
expressed in an optimum output of a full employment economy.
We have maintained that this problem hinges partly on the
maintenance of outlay, and this outlay ;n turn ninges on
the maintenange of a susteined demand as far as private invest-
ment is concerned. Investment expenditures are made in
anticipation of oconsumer demands anda are not lixely to ve
made unless business is assured in advance 0i an adegquate

market. We hear much of the reluctance of vusinessmen to
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take risks and engage in new ventures because of a lack of
confidence. However, pusiness oonfidence is aa effeat

and not a cause. It will exist if there are marxets to

look forward to; it will not exist if markets are lacking.
Purchasing power must be maintained at a high level, and

if this is done private industry, trade andagriculture will
supply the market with the goods and services demanded by

the public, - a rich variety of goods at reasonable prices.
Experience has shown us that the consumer is the real employ-
er. If he receives adequate income, business has & buyer

for its produats, and having a buyer for its products, it

has Jjobs for the workers. The effective demand must tage up
gigantic proportions beocause the powers of moderu industry

to produce, far exceeding those of any earlier period in
history, mean that an enormous output has to ve reached vefore
full employment is approached. Private enterprise and goveru-
ment together must sct to maintain and ingrease output and
income to provide an optimumutilization of our resources in

a full employment economye.

Up to now our main efforts were airected to stim-
ulate private investment, but as we have seen, we must also
effeat a full utilization of consumption opportunities to
areate the effective demand necessary ior continued invest-
ment. We have followed the principle that taxation aacording
to ability to pay is desirable. C(Consequently we arranged
that under the proposed tax gcheme all tax payments will ope
shifted unto the progressive personal income tax. In this

way the incidence of the corporation income tax is olaririead.
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The plain fact is that taxes taken by themselves alone are
more or less restrictive. We must oonsider them as expan-
sionary only 1if they are not paid at all but induce expen-
ditures, or if the tax funds collected are expenaed. Taxes
must be as little restrictive as possible to maintain pri-
vate investment as the greatest income generating factor,
and in order to obtain an optimum amount of coasumption.
Under the proposed scheme buginess is not taxed but the
disposable surplus is paid out to individual owners who in
turn pay taxes under the progressive personal income tax,
which must be set up in such a manner that optimum consump-
tion and optimum private investment will be undertaken.

The essentials of a full employment economy, we
may conclude again, are the maintenance of sufficient out-
lay which will result in investment and consumption expen-
ditures, that are ultimately expressed in the Natiounal Income.
When dealing with the National Income we must take note of
the following four factors: 1) the change in productivity
per man hour, 2) the change in the working population, 3)
the change in the length of the working week, 4) the cnange
in the price level. We are assuming that welcousider a Fulil
Employment National Income. Nicholas Kaldor with reference
to these four factors has come to certain conclusions for

Great Britain. For the United States end Canada tne prouled

must again be investigated.

1) Nicholas Xaldor: "The antitative Aspects gf the rFull
Employment Problem In Britgin," in Sir willlaw peverilage:
Fu Employment in a Free sSociety, .iew Yor< 1945, Arpencix
C, ppo 395"’3980
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For Great Britain the minimum rate of increase
in the productivity under full employment conditions in
peace time could be put at 2 percent per anmum. United
States estimates, which with certain reservations way ove
applied to Canada, agree with this minimum rate of inorease.l
For thirty years the output per man-nour of Ameriocan manufac-
turing industries ~ based on the machine - has risen at a
rate of over 3 percent per year. The years covering the late
war resulted in phenomenal increases of productivity for sev-
eral industries. New projects were created, better methods
developed, and particularly the appearance of substitutes
sontributed greatly to the stupendous expansion of output in
American and Canadian industry. Many of the new inaustries
are here to stay; the old established industries are beneiit-
ing from the new methods developed auring the war years; and
substitutes in many cases have replaced some of the establish-
ed products for all time to come. One has only to consider
the possibilities offered by the aevelopment of radar. Through
new electronic devices electrisc power may exert a greater 1u-
fluence on industrial productivity than was ever thought
possible before the war. The discovery which harnessed atomic
energy, and which at some future time may make this new source

of energy available to industry, may again opaffle our i.sgina-

tion.

1) Cf.: Jacob L. Mosak: "Forecasting Postwar Jemend III,"
Eoonometrica, January 1945b.




77

To cite a few examples in the field of new
methods, new welding processes in the opinion of produg-
tion men were among the foremost striking savers of time
and cost; the productive genius of Asmerican industry devel-
oped practically overnight rubber substitutes to replace
the raw material of the lost plantations of Malayas and the
Netherlands East Indies, and Chemistry generally through-
out the war years has opened up territories, partioularly
by the development of plastiocs, which undoubtedly will con-
tribute to maintain the increasing rate of productivity,
not only in American and Canadian industry, but in all coun-
tries where industry has become established. Many factors
influenced industry during the war years, and although the
output was stupendous, the overall rate of productivity
was lagging, due to such factors as waste and orgenization-
al inefficiency, the lack of skilled labour, and long work-
ing days, the disappearance of competition and the character
of excess profits taxation. In times of peace, when war and
emergency measures have been relaxed, and under conditions
of full employment, the industrial advances made during war
time, will make themselves felt. The 2 percent yearly in-
erease in productivity is likely to be maintained, and the
minimum rate of inorease arrived at by iiicholas Kaldor to
sover Great Britain may be accepted for the United States and
Ccanada, but in all probability will be surpassed. The prob=-
lems connected with an increasing industrial proauctivity
are manifold. Under conditions of full employment ana a

stable or inereasing population, en increasing proauctivity
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must mean inoreased output, and a higher standard of 1liv-

ing. In times past however, output hes not insreased in
proportion to prod;uotivity.l Although we may strive for

an increasing amount of leisure for the worker, we must also
meintain, and preferably increase, weekly wages, and these
objeatives can be achieved only when total output inareases
in proportion with productivity.

In Great Britain, Kaldor assumes, that the popula-
tion will reach a peak in 1970, and be stabilized at a level
only slightly below that of 1970, with an effective working
population of some 1l2.5 percent below that of 1945. For
the United States and Canada the picture may not be as pes-
simistic, and changes in population will furthgr depend on
immigration policies which cannot be foretold.a In the
light of economic and political developments however, it is
likely that immigration will be of considerably lesser in-
fluence on the population trends of the United States, and
probably of Canada also, during the second half of the
twentieth eentury, than it has been during the past. 1In
the United States it is expected that the population will
increase until some time between 1955 and 1980 when a peak

3
somewhere between 140 and 160 million people will be reached.

1) cf.: Spurgeon Bell: "Productivity, wages, and National In-
come", wWashington 1940, pp. 1&9-17z.

2) For American and Cenadian Population Growth see: Z.L. »0g8TU
and D. Kemmerer: "Economie History of the American people",
New York 1942, pp. 737-765; C.A. Ashley, mditor: "Reconstruc-
tion in Canada," R.H. Coats: General Economic sSetting,
Toronto 19435, pp. 17-18.

3) Frank Lorimer, Ellen Winston, Louise . Ziser:; "Foundation
of Amerlcan Population Policy," New York 1940, pp. 9-10.
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For Canada forecasts are somewhat more difficult to make,
but it may be assumed that the trend of ismerican popula-
tion growth will closely affeat that of anada. '/hile the
continuation of population growth would in itself bring
about great problems, its cessation will also bring serious
problems, and involves fundamental economic adjustments.
Nevertheless the approaching cessation of population growtn
in Great Britain, as well as in the United States and pos-
sibly Canada, may have advantages that in the long run may
equal or outweigh its disadvantages. Greater emphasis must
be laid on production and distribution, and the interrela-
tion of these factors must be geared to the interest of the
people, the consumers of goods and services. Lt the same
time attention must be paid to the faget that the population
mist be maintained, and positive measures must be developed
consistent with other sogial interests, for offsetting the
present trend toward population decrease, so as to assure
population maintenance at relatively high levels.

In 1948 working hours in Great :zritain, according
to Kaldor, will be reduced to the 1928 level, and may ce
assumed to fall by 10 percent every twenty-five years. 1In
the United States and Canada the trend of the working week
has also been steadily deolining, and prior to the outbreac
of war, a 40-hour week was the most common arrangement in
American industry. 1his is a considerable reduction from

1
the average 55-hour week at the turn of the century, and

1) Dale Yoder: "Labor Economiom and Labor Proolems," New York
1939, p. 283.
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it would indicate an approximate 20 percent deoline over

a twenty-five-year period. It may be eXpectea that industry
will again return to a 40-hour week, and the assumption

that the working week will decrease at the rate of 10 per-
cent over twenty-five years seems fairly reasonable, put

we mst recognize that there is an ultimate limitation to
the reduction of working hours. OQur assumption tanerefore
mist be considered in this light, and expectations seem to
indicate a probable stabilization of the working week bet-
ween the 30-and 40-hour levels.

Kaldor further assumed that governments will pur-
sue a monetary and wage policy which maintains the price of
final commodities at a constant level In this respect it
might be well to state briefly the contentions generally
advanced in favour of a stable price level: 1) Creditors will
be enabled to be paid back the same command over goods and
services as that which they originelly loaned; Z) Businessuen
will not have to fear wildly fluctuating prices; <) Windrall
profits due to the lag of costs behind rising prices will De
eliminated; 4) Consumers are assured of their monstary pur-
ochaging power; 5) Businessmen are protected against shrinkage
of inventory values which accompanies falling prices, and

frequently forces business to contract operations. Orponents

of a stable price level base their arguments mainly on the
followihg grounds: 1) Improving techniques will cause a profit
inflation if money costs fall; and 2) a stavle general price
level does not ensure flexible individual prices witnin tae

system. These contentions however, do not consider tne fact
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that part of the benefits realized from technological improve-
ments will go to labour, and consequently money gosts will
not fall greatly. Further the term "stable price level"
does not represent the point of view that price adjustments
cannot take place. It should present the contention tnat
the general prise level should te kept as stable as pos-
sible, but should allow for individual adjustments, when
these become necessary, within the frame of a stable gen-
eral price level. A system which maintains a stable price
level seems to be advisable. It is superior to a slowly
falling price level, and prevents complications which would
arise under a glowly rising price level. Debtor and ored-
itor groups are treated fairly, and the seller and purchaser
know approximately what price they will have to pay for cer-
tain goods. Nevertheless attention should be drawn to the
fact that wages should inerease during periods of technical
advance, so that costs may be kept approximately constant,
and abnormal profits prevented}

The maintenance of a stable price level is of
particular importance at the present time when inflation
threatens to disrupt our economy. Although prices have
inoreased above 1939 levels, they have not got out oI control.
It might be well to remember that after Worla ar I through-
out 1919 and 1920 a shortrun boom swept the United States

and Canada. The same foroes which caused the inflationary

1) ¢f.: John H. Williams: "Free Znterprise and Full Zmploy-
ment," in Financing Amerlcan Prosperity, ealtedpog raul
T. Homan and Fritz Machlup, New York 1945, pp. 3H9=2173.
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boom at that time are present again to-day. Shortages of
consumer goods were accentuated by extensive speculation

in inventories, and the consequent rise in prices was amch
more rapid than that of the war itself. Financial profits,
in the nature of speculative mark-ups, were large. The ef-
feots of this price boosting were rapidly rising costs of
living, and this stimalated demands for increases in wage
rates. Acdute industrial unrest developed. Extensive can-
cellations of orders and the gurtailment of production
schedules followed the so-called "buyers' strike" of 1920.
A general gollapse of prices resulted. within one year the
all-commodity price index was sliced in half, and the paper
gains of the boom period were wiped out. Business started
to progress through the period of recovery, and prosperity
was not accompanied by advancing prices, but a stable or
even declining price level. The formidable technologioal
advances resulted in low-unit gcosts of production, accom-
panied by high corporate profits which contributed to the
stock market boom and speaculative tendencies which resulted

1
in the grash of 1929,

From the above we should realize that prices must
be kept in line with productive activity. This means low and
stable prices in an eaonomy with a sustained level of aigh
activity, and reasonable profit-making opportunities. Prigces
mist be kept at a level where the total product can contin-

uously be taken off the market by the current purchasing

1) Edwin G. Nouse: "Price Making in a Demogragy," washington
1944, pp. 307-310.
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power. Prices must represent productive values in order
to shorten the period of readjustment. Ppaper profits not
only will prolong reconstrucstion, but will make final
recovery more difficult.

With these points in mind the government must set
out to plan a fiscal policy whioch will ve sufficiently flex-
ible to absorb economic fluctuations as they may occur. In
considering the national income as a basis for fiscal plan-
ning, a change in producdtivity must be expressed in a pro-
portionate rise in the national income, all other factors
remaining unchanged. The same applies to a change in work-
ing population, and a change in working hours. A change in
the price level, although undesirable, must also be included
in the caloulations which will show us how the economy is
faring and what actions must be taken. It is imperative
that the National Inocome, a Full Employment National Income,
is maintained at all costs. Private outlay, together with
egssential government outlay, must form the basis of the
National Income, and if they are not sufficient to achieve
full employment, further public outlay will be required to
complement the other factors in their strife to maintain a
full employment national income. The effeativeness of these
additional public outlays will depend on their income-gen-
erating effects, and it is suggested that the oudget shoula
have as progressive a character as possible, i.e., that it
will lead to a redistribution of monetary income frow nigh-
saving into low-saving groups if the buaget is palanced,

and if a defioit must be shown, expenditures should oe
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directed into those channels where the propensity to aon-
1

sume 1is Highest.
It may be seen at first glace that the entire

problem is a tremendous one. Without planning it could
never sucgeed. The government, the authority responsible
for the well-being of the population, must have sufficient-
ly centralized information to be able to determine at any
time whether the expenditures poured into the economy by
private as well as public bodies, are sufficient to maintain
the national inecome at its proper level If the governament,
perhaps by means of a Planning Board, should ascertain that
insufficient outlay is expended, it must have at its dis-
posal measures which will supply the funds that will restore
' the national income to its proper level. If on the other
hand too muoh is expended so that the price level is en-
dangered, reductions must be undertaken. This can pe done
by 1) reducing government outlay up to a level where nec-
essary servigces and projects would not be affected, <) in-
crease business taxes by way of a reduction in depreciation
and inventory allowances, 3) re-arrange the personal income
tax schedule in order to ourb investment, and if necessary

oconsumption, 4) levy consumption taxes, 5) introduce ration-

ing, eta. Increases of the national incoame by means oI fiscal

policy could be affeated by 1) extending public expenditures,
2

2) reducing personal income taxes, eta.

1) cf.: Henry C. Wallich: "Income-Generating Effects of & jai-
anced Budget," Quarterly Journal oI Zconomics, NOVewnLEr

1941, p. 78. ‘ \ |
2) Business Taxes on Income cannot be reduced under the ad-

voocated proposal, as all the net business surpluses mst
be absorbed by the progressive personal income tax.




Besides Fiscal Policy measures, the active partigi-
pation of the government in the economic life of the coun-
try involves the establishment of tremendous organizatioans.
It is almost universally true that the government has be-
come the biggest business corporation in any country. Through
this agtive participation in the economic life alone, the
government can exXercise a tremendous influence on the econ-
omy of the nation. By supplying services, operating mon-
opolies, or by undertaking public works, millions of people
become dependent on the government for their daily income.
This branch of government enterprise must also be as flex-
ible as possible. 1t must be able to extend its operations,
and to contrast its activities, but all these actions must
be decided by the centralized executive of the planning
board. Co-operation among government agencies and among
different levels of government is one of the first stipula-
tions for success.

Referring to different levels of government it
may seem strange that their tax policies were not discussed.
By advocating a central Planning Board it is precluded that
all matters relating to fisceal policy should, as far as pos-
sible, be conducted and executed by that body. Interference
by subordinate levels of government would unnecessarily ocom-
plicate the problem. The central government should provide
the finances for subordinate governments, and may call on
them for assistansce in various schemes appertaining to them.
It is recognized that constitutional objeastions must oe over-

come, but a fiseal poliecy can be successful only if it is



centrally controlledy, Interference in this field by mmun-
icipal, looali provincial or state governments would hamper
our proJjects.

Up to now the discussion, as it were, dealt with
a closed economy but in reality we are not dealing with one
single country; we must also consider the influences of
policies of other countries upon our country. The National
Income is not only influenced by internal factors, it is
also affeacted by visible and invisible imports, and visible
and invisible exports which form the balance of payments.
They mast be included in the considerations of a fiscal
poliay, as they will be of the greatest importance in the
postwar world.

We may realize the magnitude of the problem of
economic policy and planning, and this may impress upon
us that texation comprises only part of the proclem. ToO
look at the entire field of economic and fiscal planning may
be confusing, and it is for this reason that we mst arrange
the separate parts in as simple a manner as possible. This
will also apply to the role taxation will have to play. e

have striven to consider this fact. Simplicity must not only

1) "Business Taxes in the states of the United States are a
conglomeration of heterogeneous taxes imposed for 4if-
ferent purposes, on different bases, under many forms of
rate schedules, and with many types of adaministrative
machinery. They are characterized, in general, oy ar-
bitrariness, complexity, and lack of co-ordinmation. Bus-
inesses are subject not only to property taxes, net income
taxes, exclse taxes, sales taxes, capital-stoo« taxes,
and severance taxes, but also to a great variety of spe-
cial charges, including privilege, license, 8ana odaoupa-
tion taexes." Alvin H. Hansen and Harvey S. Perloff, op.
eit., pp. 44-45.
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be achieved for the benefit of the population, it is oI the
utmost importance that the planners themselves deal with
simple problems which they may grasp without having to loox
through complicated ourtains to detect the core of the proc-
lem.

Business taxes as we have geen cover a section of
fiscal policy, a very important section at that. It has
been emphasized that we must pay great attention to them.
They may mean the difference between depression and prosper-
ity, unemployment or full employment. Their effecots may
often ce surprising and disappointing, at other times over-
whelming. Businessmen in their strife for profit are the
most sensitive people imaginable, and they react at a mo-
ment's notice. We have tried to integrate these consiaera-
tions into the tax proposal advanced. As is the case with
many things, sucaess or failure will depend on the individual
reactions of the businessmen which together may form a
tremendous wave, often breaking anything that obstructis its
path. The proposal tries to direct this flow of reactiouns.

into favourable channels.
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APPEND IX

In the following example I shall consider a hypothetical
manufacturing business subjest to the taxes as proposed
in Chapter V. The corporation is owned by three in-
dividuals, whose stockholdings are as follows;

A - 500 shares of $100.00 P.V.

B - 250 shares of $100.00 p.V.

C - 2560 shares of $100.00 p.V,
The capital of the company consists of 1000 shares of
$100.00 pPar value, and A end B take aative part in the
menagement of the business, drawing annual salaries of
$10,000 and $5,000 respeatively. We will assume that
due to the investment allowance, machinery costing
$50,000 has been purchased during the past year, and
that undepreciated plant and equipment amount to $50,000

also. Inventories remaining at December 31lst of Period

1l are valued in the books at $20,000 and dividends declared

for this period will amount to $20,000.

Period 1:

Total Revenue $500,000.00
Cost of Operations 400, 000.00
Profit before Depreciation and

Inventory Allowances, and e
before Dividends $100,000.00
Depreciation Allowances 60,000, 0V
Inventory Allowances 20,000.00
Net Profit before Dividends s 20,4000.00
Dividends 20,000.00

Profit subject to 100% $ O.0vV
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In the following calculations we may see how the dif-
ferent stoockholders will be affected by the Personal
Income Tax. We shall assume that the stockholders will
not receive any income except that paid by the corpora-
tion.
The family status of the stockholders is as follows for
the calculation of basic exemptions:

A - Married, two chaildren

B - Single,

C - Married, two children.

Personal Income Tax Calculation for period 1:

A B c
Salary $10,000,00 $ 5,000.00
Dividends 10,000, 00 5,000,00  &£5,000.00
Taexable Income $20,000.00 $10,000.00 $5,000.00
Less: Basis Exemptions 3,000.00 1,250.00 Z,000.00
Net Taxable Income  $17,000.00 ¢ 8,750.00  $2,000.00
Tax at Schedule Rates § 5,310.00 $ 2,012,50 $ 250.00

Period 2:

Due to last year's purchase of machinery no new investments
have been made during this period. The new machinery
enabled the concemto increase their output, and consequent-
ly their profit. Inventory valuation at the end of the
period amounted to $30,000, and depreciable assetls were

at $40,000.



Total Revenue $550,000.00
cost of QOperations 44.0,000,00

profit before Depreciation and
Inventory Allowances, and before

Dividends $110,000.00
Depreciation Allowances 40, 000,00
Inventory Allowances 30,000.00
Net Profit before Dividends $ 40,000.00
Dividends 40,000.00
Profit subject to 100% tax $ 0.00

Personal Income Tax Calaulation for period 2:

A B
Salary $10,000.00 $ 5,000.00
Dividends 20, 000,00 10,000.00
Taxable Income $20,000.00 $15,000.00
Less: Basic Exemption 3,000.,00 1,2560.00
Net Taxable Income $27,000.00 $13,750.00
Tex at Schedule Rates § 9,820.00 $ 3,950.00

Period 3.

C

$10,000.00

$10,000.00
&, 000,00

$ 7,000.00

$ 1,450.00

Although further expansion could be undertaken, the directors

feel that the time is not ripe to undertaeke new capital

investments. Revenue has remained at the same level but

gosts have risen somewhat.

All assets have been depre-

ciated, and inventory valuation at the end of the period was

$40,000.



Total Revenue
cost of Operations

$550,
450,
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000.00
000.00

Profit before Depreciation and
Inventory Allowances, and before

Dividends

Depreciation Allowances
Inventory Allowances

Net Profit before Dividends

Dividends

Profit subject to 100% Tax

$100,

40,

000.00

0.00
000.00

& 60,
60,

000.00
000, 00

¥

0.00

gersonal Income Tax Calculation for Period 3:

A
Salary $10,000.00
Dividends 30,000.00
Taxable Income $40,000.00

Less: Baslic Exemption 3,000,00

Net Taxable Inacome $37,000.00
Tax at Schedule Rate  $14,560.00

B

% 5,000.00
15,000.00

$20,000.00
1,250.00

$18, 750400
$ ,062.50

¢

$15,000.00

$156,0004,00

z,000.00

312,000.00

$ 3,250.00



Averaging of Incomes:

Although under actual circumstances averaging should pe

applied to five or ten-year periods,

to complete the

hypothetical and imaginary example, I shall apply a three-

year period as it will suffice to show the effects of an

averaging procedure.

Taxable Income Period 1
Period 2
Period 3

Total Taxable Income
Applicable to Averaging
Period

Taxable Income Applicable

to one Period (Divide
Total Taxable Income by
Number of Periods)

Less: Basio Exemption
Net Taxable Income

Tax at Schedule Rates

Total Tax Payable for
Averaging Periods
(Maltiply Tax by Number
of Periods)

Tax Payable if Averaging

Not Allowed: Period 1
Period 2
Period 3

A

$20,000.00
30,000.00
40,000.,00

B

$10,000.00
15,000.00
20,000.00

$90,000.00

$30,000.00
3,000.00

$45,000.00

$15,000.00
1,250.00

$27,000.00
$ 9,820.00

$29,460.00

$ 5,310.00
9, 820.00
14,560.00

$13, 750,00
$ 3,950.00

$ 2,012.50
3,950.00
6,062.50

$29, 690.00

$12,025.00

¢

$ 5,000.00
10,000.00
15,000.00

$30, 000,00

$10,000.00
2,000.0U

7,000.00

5 1,450.00

S 250,00
1,450.00
2,2560.00

$ 4,950.00
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