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THE TAX REFORM DECADE

The journal’s second decade was bracketed by the appointment of the Royal
Commission on Taxation in 1962 and the enactment of the Tax Reform Act of
1972. During much of this period, tax reform dominated public policy discussion
in Canada. In 1967, in his report to the members of the Foundation, Douglas
Sherbaniuk, the newly appointed director of the Foundation, observed:

In recent years, the winds of change have been blowing into every corner of the
Canadian tax world. During the ’60’s, we have witnessed more ferment, more con-
certed effort to appraise and understand our tax system, and have had more proposals
for reform, than at any time in our history. We have been the recipients of no fewer
than seven tax reports prepared on behalf of provincial governments, as well as the
monumental Report of the Royal Commission on Taxation. Certainly, this is the field
where the action is.!

The tax reform process provided an almost unlimited source of material for the
journal and its authors. Consequently, in the journal’s second decade, unlike its
first, very few articles were speeches or reprints of articles published elsewhere;
most were written by outside authors for publication in the journal. But even more
significantly than providing a source of material, the tax reform exercise, particu-
larly the work of the Royal Commission on Taxation, provided an opportunity for
Canadian tax practitioners and academics to develop a knowledge of the theories
and principles of tax policy analysis and to develop skills in applying the relevant
techniques and tools of policy analysis. The far-reaching process of tax reform also
attracted a much greater number of economists to the field of public finance than
might have been drawn otherwise.

Ronald Robertson, former director of the Foundation, and senior adviser to the
House of Commons Committee on Finance, Trade and Economic Affairs when it
was considering the government’s Proposals for Tax Reform, hypothesized:
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Perhaps the greatest aftermath of the Carter Report and a major part of its legacy is
the large contingent of tax lawyers, economists, and accountants in Canada who can,
at the drop of a tax proposal, analyze it in terms of horizontal and vertical equity;
neutrality, or its effect on economic growth; its effect on one’s incentive to work, or to
invest; or its contribution to the brain drain.?

Throughout its second decade, the journal was a major beneficiary of this
important legacy of the tax reform decade.

THE DEPARTURE OF GWYNETH McGREGOR:
END OF AN ERA

Gwyneth McGregor remained firmly at the helm of the journal as editor through-
out most of the second decade, and she continued to receive accolades. In his 1964
annual report to Foundation members, Ronald Robertson paid this tribute:

Your Fournal received many compliments over the course of the year and it continues
to hold a high place in the ranks of the world’s tax literature. These compliments,
which have been expressed to me in the course of my travels, I pass on to the
members and contributors who make this standing possible, and of course to our
esteemed editor, Mrs. Gwyneth McGregor, whose tax knowledge is combined with a
mastery of the language and an impish sense of humour, which “leavens the lump” as
she might put it.}

Her pervasive influence on the journal and its quality was further acknowledged
in the director’s report for 1966: “[H]er painstaking editing and criticism of articles
submitted for publication in the fournal continues to encourage many tax writers
to ‘stay with it’ until their work reaches a level much above that of their original
submission.”

After 18 years as editor of the journal, Gwyneth McGregor resigned in the spring
of 1970 and left the full-time staff of the Foundation, although she continued to
write Around the Courts. Douglas Sherbaniuk, then director of the Foundation,
paid her a fitting tribute in his annual report, noting that she not only discharged
all of the usual editorial duties at the Foundation but also “rendered invaluable
service by patiently instructing many budding authors.”” He concluded: “We shall
miss her at the Foundation, not only for her talents but also as a person of charm
and sparkle who made the office a more interesting place to be.”s Barbara
Brougham succeeded Gwyneth as editor. Among other previous editorial re-
sponsibilities, Mrs. Brougham had served as coordinating editor for the Ontario
Committee on Taxation.

Prior to the departure of Gwyneth McGregor, Ronald Robertson, who had
been the director of the Foundation since 1961, left the Foundation to re-enter the
private practice of law in 1967. Douglas Sherbaniuk, a University of Toronto tax
professor, was appointed director, a position he would hold for more than 25 years.
The journal underwent a number of changes after his appointment, many of which
reflected his influence.
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THE FEATURES

Around the Courts continued to be written by the inimitable Gwyneth McGregor.
She wrote a staggering number of case comments: in most issues she wrote 15 to 20
comments. By my rough count, she commented on more than 1,200 cases during
the first 20 years of the journal’s publication. And these comments were not just
summaries of cases. They were invariably analytical, insightful, and witty, and
reflected a profound understanding of the details of technical tax law and the
nuances of tax policy and principles. Through her Around the Courts feature, she
undoubtedly had an important influence on the judicial development of tax law in
Canada. In 1965, Gwyneth took a leave of absence to assist with the writing and
editing of the report of the Royal Commission on Taxation. During the four-issue
hiatus in her authorship of Around the Courts, Alan Short coordinated the feature
and members of the Foundation contributed case comments.

The feature Fact and Opinion, which opened each issue of the journal and in
which Gwyneth McGregor and other members of the Foundation staff would
comment on current issues relating to tax and public finance, was discontinued
after the first issue of 1968. Perhaps it was considered too informal for an increas-
ingly scholarly journal. Since 1966, a separate section of Fact and Opinion had
been headed Checklist. In introducing this section, the editor explained that

[t]he following brief summary of tax developments in Canada is published in response
to suggestions that a checklist would be of value and interest to those members who
have difficulty finding the time to keep a constant check on other regular sources. An
attempt will be made to include a bare outline of developments occurring between
issues of the Fournal. Recourse should be had to commercial and governmental
sources for details.’

When Fact and Opinion was discontinued, a new feature entitled simply Checklist
was added to the journal. For a couple of issues its authorship was unattributed;
from then on, however, Millie Goodman was identified as its author. The feature
soon evolved into an exhaustive summary of tax developments over the preceding
two months, including appointments, legislative amendments, press releases, the
release of administrative documents, and debates in Parliament and the provincial
legislative bodies. In the second or third issue of every year, the feature contained a
summary of the provincial budgets.

The popular feature Fiscal Figures continued throughout this period. Marion
Bryden, the Foundation’s statistical research associate and the editor of the feature
at the beginning of the second decade, left the Foundation in the fall of 1966 to
accept a position as research director for the NDP caucus of the Ontario legislature.
Richard Collins took over her responsibilities for a few months. He was followed,
in early 1968, by David Perry, who held this position and wrote Fiscal Features for
the next 34 years (and counting). Before joining the Foundation, David had worked
in the area of government finance in various departments of the Ontario government
and York County. By the late 1960s, Fiscal Figures had developed a number of
topics that were published almost every year, such as an analysis of international tax
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comparisons. Generally, if you wanted to track current public finance concerns,
you simply had to read the feature. For example, in the last four years of the second
decade of the journal, when David Perry was writing the feature, it dealt with the
cost and financing of medicare (following the report of the Royal Commission on
Health Services in 1964 and the federal government’s subsequent medicare pro-
posals, the financing of health services was a major topic of discussion in the
journal—indeed, the journal included an article by the father of medicare himself®),
Canada-US income tax comparisons (in spite of repeated reports in the press in the
late 1960s that Canadians paid much more tax than Americans, David’s analysis for
1967 showed that income taxes were lower in Canada for low-income individuals,
higher for middle-income individuals, and significantly lower for high-income
individuals), royal commission costs, the growth of educational expenditures, the
cost of public broadcasting, income tax credits for consumption and property taxes,
personal exemptions and credits, federal expenditures on scientific activities, and
the taxes paid by families in different income ranges.

The journal continued publishing the titles of new library acquisitions in the
feature In the Library, and the New Books feature continued to be published from
time to time. In addition, the Correspondence feature remained a popular forum
for those who took issue with the conclusions of articles published in the journal.?

Another feature that ran for a short period during the 1960s was International
Tax News, written by Alan Short. Alan, who subsequently became the general
director of tax policy at the federal Department of Finance and tax policy guru
extraordinaire, was a staff member at the Foundation for almost five years, from
early 1963 to mid-1967. He left in 1967 to accept a senior position in the Depart-
ment of Finance, with special responsibility for the negotiation of international tax
conventions. While at the Foundation, in addition to a writing a large number of
articles on aspects of international tax, he developed International Tax News,
which ran primarily in the issues published in 1965. The feature surveyed develop-
ments in the negotiation of tax treaties and aspects of comparative taxation. When
he left the Foundation, the Fact and Opinion feature noted that, in addition to
being an expert on issues of international tax, Alan

is a good “all-rounder,” interested in all problems of taxation and an expert on many
technical aspects of taxation. He is and will continue to be sorely missed at the
Foundation, not only for his excellent work but for his personality and his qualities as a
colleague; he was a pleasure to work with, and his wit and gaiety livened up the office.!

As a harbinger of features that would be oriented exclusively to the practice of
tax law and planning, a regular feature on Estate Planning in Canada was intro-
duced with the January-February 1971 issue. The authors were Sheldon Silver and
Stanley Taube, both members of the Toronto law firm of Goodman & Goodman.
Not surprisingly, the feature was very popular with practitioners, and over the next
few years it was republished in booklet form from time to time. Ironically, only five
months after the feature was introduced, in the most unexpected reform of the tax
law that followed the debates of the 1960s, the government announced that the
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Estate Tax Act and the gift tax provisions of the Income Tax Act would be repealed.
Nevertheless, the feature continued, dealing with estate planning under the in-
come tax as well as under the various provincial succession duties that existed for a
short period after the federal government vacated the estate tax field.

THE ROYAL COMMISSION ON TAXATION

On September 25, 1962, the federal government appointed a Royal Commission
on Taxation, under the chairmanship of Kenneth Carter, “to inquire into and
report upon the incidence and effects of taxation imposed by Parliament . . . upon
the operation of the national economy, the conduct of business, the organization of
industry and the positions of individuals.” The journal chronicled and was greatly
influenced by the work of the commission. Shortly after the appointment of the
commission, the Fact and Opinion feature reported that the commission was
having difficulty recruiting senior staff because tax advisers were reluctant to leave
their practices for a year or two and join the commission.!" Eventually, when a
research staff was appointed, the journal carried a list of the members.”? Douglas
Hartle was appointed research director, and because so much of the philosophy
and general direction of the commission’s eventual report was attributable to his
vision of the commission and his tireless work, some have suggested the report
should have become known as the Hartle report. The staff appointed to the various
research study areas were, in the main, young academics. It has been speculated
that the fact that the staff were generally young and willing to consider new ideas
accounts, in part, for the radical nature of the report. The list of staff reads like a
who’s who of Canadian economists and public policy analysts who became promi-
nent over the following decades. Interestingly, Marc Lalonde and Pierre Trudeau
were the advisers on intergovernmental relations and legal problems.

The commission began holding public hearings in March 1963. The hearings
were briefly reviewed in successive journal issues in Fact and Opinion: “The
visionary with a scheme for establishing Utopia in Canada; the champion of an
inflexible taxation ideology; the pedant with his learned quotations; the practical
professional man or businessman—all these, and many more, come to present their
submissions to the Royal Commission on Taxation.””® The commission held 99
days of hearings across the country and heard from over 700 witnesses. Over 320
briefs were submitted. As an indication of the stature of the Foundation, it presented
both the opening and closing briefs to the commission. However, the only brief
published in the journal was not the Foundation’s but one presented by David
Slater, at the time the director of a study on taxation and economic growth at
Queen’s University, who would go on to enjoy a distinguished career in public
service in Canada."* The brief provided an excellent perspective on the current
state of tax policy.

In addition to public hearings, the commission undertook an ambitious research
agenda. Eventually, over 30 separate research studies were published. Some of these
studies subsequently provided the background research for articles published in the
journal.
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The commission was initially scheduled to release its findings in late 1965.
Finally, after a number of missed deadlines, the journal noted in Fact and Opinion,
under the heading “Yes, Virginia, thereis...”

We should like to tell any sceptics among our readers that we have been solemnly
assured that there really is a Royal Commission on Taxation. For those who have
guessed and grieved with us, during the last eighteen months or so, in the frustrating
game about the date of the probably public appearance of its report, we present the
latest guesstimate, which is: not before the middle of August but before the end of
September.!?

After several more missed deadlines, and more postponements of the Foundation’s
annual conference, the report was tabled in the House of Commons on February
24,1967 by the Honourable Mitchell Sharp, minister of finance.!¢

The report consisted of six volumes plus an index volume. It was 2,700 pages
long and in the form tabled in the House of Commons was simply an offset
reproduction of the typescript of the report. In fact, for whatever reason, the
report was never published by the government. Twenty years later, Harvey Perry,
former director of the Foundation and a member of the Royal Commission on
Taxation, expressed his wish that “the government or some interested organization
will publish it in a convenient form, which Prime Minister Pearson refused to
do.”” An extremely abridged version of the report was published in 1967 in
volume 15, issue 2 of the journal.

As everyone even vaguely familiar with Canadian tax policy knows, the central
idea of the Carter report was that the purpose of the tax system was to raise
revenue equitably: “The first and most essential purpose of taxation is to share the
burden of the state fairly among all individuals and families.”'® In pursuit of this
objective, the commission suggested that the base upon which the income tax is
levied should be as comprehensive as possible. Its report essentially constitutes an
imaginative and thorough blueprint of how the concept of a comprehensive tax
base can be implemented in a practical tax system. The Carter commission took
seriously the advice on tax reform that public finance scholars had been offering
over the previous 30 years. For that reason, even though the Canadian business
community was highly skeptical of the report, leading public finance scholars
heaped praise upon it. The journal published a number of articles by leading US
public finance scholars who were unreserved in their acclaim of the report. In his
review of the report in the journal, Harvey Brazer stated:

It is safe to say that no nation’s tax system has been subject to an analysis as exhaustive
as that of the Carter Commission. The recommendations of the majority of the Com-
mission are bold and extremely far-reaching. To the academic student of taxation they
appear to embody virtually all of the reform measures advocated by Professors Henry
C. Simons and Robert Murray Haig and most of their followers, buttressed by the
tenets of welfare economics and neo-Keynesian fiscal policy. The Commission’s
Report is, in consequence, a truly remarkable document, one that provides the critic
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with few substantial targets for his barbs. Even these few are, more often than not, at
least implicitly recognized in the Report and generally remain because the Commission
seems to have refrained at some points from pursuing with unrestrained boldness the
directions dictated by its own basic premises.!”

Even more fulsome praise was lavished on the report by Richard Musgrave:

The Carter Report stands as a landmark in taxation. Encompassing six volumes plus
numerous research studies, its sheer monumentality and structural logic tower over the
reviewer. The spire of vertical equity reaches into the heavens of non-discretionary
income; the nave of horizontal equity is sweeping in its purity of accretion; and the
transepts of constructive realization and integration complete the unity of Simonesque
design. The pilgrim cannot but bow to the architect and craftsmen who created this
impressive work.

The Report is indeed as orthodox as it is novel and revolutionary in its conception.
It is orthodox in that it follows the basic structure of tax reform, first laid down by
Henry Simons thirty years ago and expounded since by many, if not most academic
students of taxation. It is revolutionary in that these proposals, in their sweeping
totality, are ingeniously applied to the Canadian setting and are made the content of a
public document, presented by practical men, for summary enactment. After sharing
in many an effort to inch our own (U.S.) tax structure in this direction, I can only
marvel at the courage of this frontal assault and wish it Godspeed.?’

Finally, in concluding his review of the report, G.F. Break stated:

The Carter Commission’s bold plan for tax reform in Canada presents policy-makers
with a major new opportunity to improve the operation of the economic system. Five
aspects of this opportunity have been discussed above, and in each case the general
prognosis has been favourable. . .. No other major country in the world today has
before it the exciting opportunity for choice that the Carter Commission has made
available to Canada.?!

Ronald Robertson, the director of the Foundation at the time, published an
overview of the report in the journal.?2 We are reprinting his perspective on the report
in this issue because it provides a contemporary look at the philosophy of the
report, some of the details, and the immediate reaction to the report. Reading
the article 35 years later, one is struck by how radical the recommendations of the
report were.

Robertson begins his overview by noting that he was asked to give a perspective
on “the Report that dares to be known by equity alone.”” The report, he says, has
been praised “as an intellectual achievement and a major landmark in the study and
development of tax policy,” but also criticized as “being impractical, too visionary,
too slick, too dogmatic in tone in areas where no certainty exists and too
doctrinaire—whatever that means.”?* He explains that even after all of the debate
he remained “schizophrenic” about the report; that he had a “feeling of admiration
on the one hand and doubt on the other”; and that “[l]istening to arguments from
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all viewpoints may give you a distinct feeling of being a ping-pong ball in a fast
game.””

The basic premise of the report, he suggests, is that the prime goals of a good
tax structure should be “equity among human taxpayers and neutrality among
business entities.”?6 From this premise the three main themes of the report fol-
lowed logically: the concepts of the comprehensive tax base, the family unit, and
the integration of the corporate and the personal tax. At a more detailed level, the
consistent implementation of these themes would lead to the following results,
among others: an end to the problem of surplus stripping of corporations; an end
to the problems of associated companies; a reduction of the personal marginal tax
rate from 80 percent to 50 percent; the abolition of the taxation of gifts and
inheritances between spouses; an end to tax differentials between business income
derived from different legal forms; the deductibility of all business expenses; a
more realistic treatment of business losses; the removal of tax differentials between
families with the same total incomes; an end to the uncertainties created by the
indefinable line between income and other receipts; and greater progressivity.

The major criticisms of the report that Robertson highlights include the idea
that the tax system should be used deliberately as a vehicle for the redistribution of
income; that receipts such as gifts and inheritances and capital gains should be
taxed in the same way as other income; and that the tax system should not be used
as a means of providing special incentives for particular social and economic activities.

He notes that business groups and tax lawyers and accountants were generally
opposed to the recommendations of the report while economists and the general
public appeared to favour it. He offers a psychological explanation for this differ-
ence of opinion: economists are interested in rules and procedures in which equity
is achieved overall, or in most cases, while lawyers are concerned about even the
small number of individuals who might be unfairly taxed under general rules. He
asserts that lawyers would “rather see nine people get an unintended tax break than
see one person unfairly taxed.” He hypothesizes that, in part, this is because a lawyer
“may see more actual people in a week than the economist in a year.”?’

He then contrasts the economist’s comprehensive concept of income, which led
the commission to recommend adopting the comprehensive tax base, with the lawyer’s
social, “fruit of the tree,” or annual production concept of income. He goes on to say:

It is this difference resulting from the two approaches to a tax base that produces, I

feel, the main differences of opinion toward the Report and accounts for the great

amount of disapproval from lawyers in particular, especially with respect to the

proposal for the inclusion of gifts and inheritances in the personal income tax base.
It may take a new generation or more before lawyers accept this idea.?8

To determine whether a comprehensive tax base is fair, Robertson reviews the
consequences of including a number of receipts in income that the commission
suggested ought to be included, such as gifts and inheritances, compensation for
personal injuries, life insurance mortality gains, and capital gains on homes in
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excess of $25,000 in a lifetime. He also considers a series of problems with family
unit taxation. He concludes his examination of a comprehensive tax base with this
thought:

(]t is this all-embracing nature of the C.T.B. concept that I think makes those with an
individualistic point of view shudder and suggest the C.T.B.—and thus the Carter
Report—is by logic, inadvertence or design (or a bit of each) too close to Big
Brotherism to suit the Canadian temperament.??

Turning to the commission’s defence of progressive tax rates, he notes that the
commission justified progressive rates on the grounds that “equity is produced by
applying a flat rate tax to income in excess of a ‘standard of living’ exemption (i.e.
non-discretionary income) which gets bigger as income rises.”** He concedes that
“[tlhe Commission’s non-discretionary income rationale for progression has been
attacked as arbitrary and I think the Commission will admit to this,” but says that
“[tlhe Commission’s attempt at rationalizing progression is the best I have seen.”’!

In his conclusion, Robertson notes that the commission’s recommendations
form part of an integrated package and that if some elements are found to be
unacceptable, others must also be dropped. Nevertheless,

because of its logic and consistency, and despite the way it pinches at some points, 1
wouldn’t count the C.T.B., family unit or integration out on the first round of
legislation. Like it or not, we shall be hearing about these concepts for years to come,
and so will the taxpayers of other countries.??

Shortly after writing this overview of the report, Ronald Robertson left the
position of director of the Foundation and returned to private practice. Years later
he explained that “[a] large part of my motivation for returning to practice in 1967
was that I did not see much of a future in tax reform now that the Carter Commis-
sion had reported. They had done it all. And so far as theory is concerned, I still
believe this.”3}

THE WHITE PAPER AND THE TAX
REFORM LEGISLATION

When the Carter report was tabled, the government announced a schedule for
considering its recommendations. The minister of finance stated that legislation
would be passed in 1968, but the legislation was not passed until three years later
and did not became effective until January 1, 1972. A historical and unprecedented
debate on tax reform took place in Canada between the tabling of the Carter
report and the passage of the tax reform legislation.

Although the federal government initially said that it would introduce legisla-
tion to implement aspects of the Carter report, once the strength of the reaction to
the report became clear, the government retreated and said that it would first issue
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a white paper setting out its own proposals for tax reform. The issuance of the white
paper was then put off when Prime Minister Lester Pearson resigned and the
Liberals held a leadership convention in April 1968. Finally, on November 7, 1969,
the government issued its reform proposals as a white paper.’* Although not as
radical as the Carter report, the proposals would have fundamentally changed the
Canadian income tax. Among other things, the government proposed to remove
the low rate of corporate tax, eliminate certain concessions to the natural resource
industries, integrate personal and income taxes in whole or in part for closely held
and widely held corporations, tax capital gains, eliminate expense-account living,
and tax foreign-source income more rationally. The white paper met with reac-
tions that ranged from skepticism to outrage. Few other government documents in
Canadian history have evoked such emotional reactions.

In 1970, the journal devoted issue 2 of volume 18 to the white paper. One of the
most radical proposals in the white paper recommended that marketable shares of
widely held Canadian corporations be taxed every five years on an accrual basis.
One of the few supporters for the plan, it appears, was Carl S. Shoup, a leading
public finance scholar in the United States. He wrote an article on the subject in
the journal in which he stated:

Daring and far-sighted as was the great Carter Report—and its influence on tax theory
and tax policy will be felt over the world for decades to come—it stopped just short of
the one measure that carries the greatest potential for simplifying the income tax
system: the taking into account, at fairly brief periods, of accrued capital gains and
accrued capital losses. This crucial step has now been taken in the proposals for tax
reform submitted by Canada’s Minister of Finance, E.J. Benson.?’

To head off a complete rout of the white paper, the government referred it to
the House of Common’s Committee on Finance, Trade and Economic Affairs. The
committee held public hearings across the country and reported near the end of
1969. Eventually, what was left of the Carter commission’s recommendations was
translated into legislation and tabled in the House of Commons on June 18, 1971.
The legislation was passed and came into force in 1972.

Although written a year before the final tax reform legislation was tabled, an
article by Richard Bird, “The Tax Kaleidoscope: Perspectives on Tax Reform in
Canada,” provides an overview of the process of tax reform following the Carter
report and the white paper and attempts to predict the likely direction of future
reforms.’ It is the other article from the journal’s second decade that we have
republished in this issue.

Bird notes that the “obvious gap between professional opinion and public
reaction has led me to reflect on three topics that have been generally neglected in
the current discussion: (1) the methodology underlying the tax reform proposals,
(2) the desirability of piecemeal reform, and (3) the importance of fiscal psychol-
ogy.”’7 He states that the main point of his article is to illustrate “certain important
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characteristics of tax reform in our time, in order to put the current furore over the
White Paper into proper perspective, and to suggest that what now concerns us is
simply one out of many constantly changing patterns continually produced by the
tax kaleidoscope.”® He also suggests that

tax reform is much more than an exercise in economic analysis or tax technique: it is
an intensely human and social phenomenon, which, as we have seen in recent years,
touches many people to the quick, at least in passing, and provokes them to outraged
defence against what they perceive to be violation of their innermost values.?’

In his introduction, he points out that “few things so clearly reveal the naked play
of vested interests in any country as do attempts to change an existing fiscal
structure.”

Although his article is full of insights, he develops these themes by making three
general points. First, although he thinks that the recommendations of the Carter
report and the white paper should be implemented and that their implementation
would not lead to the adverse economic effects predicted by the business commu-
nity and others, he argues that the reforms should be implemented in increments,
not as part of a comprehensive package of reforms. Second, the reforms represent
the culmination of the direction of past reforms and do not anticipate the future
direction of tax reform—namely, increased reliance on indirect and benefit taxes.
Third, international forces place more decisive limits on tax reform in Canada than
most commentators acknowledge, and in the future they will exert even greater
influence on the design of the Canadian tax system.

Bird states that the approach taken by the commission—that of postulating an ideal
tax system and proposing comprehensive and interrelated reforms—is necessary in
order to provide the goals of any tax reform exercise, to ensure that it is coherent,
and to educate participants. However, he cautions against any attempt to imple-
ment the proposals as a package and thus attempt “to clean up the subject of tax
reform once and for all.”# He states that “change cannot realistically be expected
to come about in the form of the adoption, once and for all, of some grand
comprehensively tidy and rational reform package.”® Instead, he suggests that
there are several advantages of making continual, piecemeal, and incremental changes
in the tax system. He notes that such a “sequential process,” among other things,

gives our limited intelligences a reasonable chance to consider the effects of particular
measures; it gives us a second chance to take remedial action if something does not
work out quite the way we expected it to; and it allows us to incorporate into later
measures feedback from the constituency our policy is intended to serve, thus focus-
ing policy mainly on correcting perceived wrongs rather than on the much more
controversial task of establishing future norms.*

“The kaleidoscope,” he says, “is turning continually, and the appropriate pattern of
tax legislation must shift too.”#
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In making his point that “far from being the culmination of tax changes in
Canada, these proposals represent only one stage in an on-going process of tax
reform,”® he notes that throughout the 1960s the personal income tax was becoming
an increasingly important source of government revenues and that “[t]his outcome
was considered by the Carter Commission to be highly desirable, because, they
argued, the personal income tax was the only tax that could really be ‘“fair’.”+
Indeed, the Carter commission concluded that sales taxes should become even less
important and eventually should be levied only by the provinces. In this respect,
Bird thinks that “the tax system envisaged by the Carter Commission is probably
both psychologically and economically undesirable in the long run.” “In a longer-
range perspective,” he says,

the reforms proposed in these documents are more properly considered the culmina-
tion of the old conventional wisdom than a pattern for the new tax changes that will, I
believe, almost certainly be brought about in the next decade by the continuing
upward pressure of public expenditures.*s

He argues that the future direction of tax reform will not be in fixing the
income tax but in shifting the tax mix toward indirect taxes, such as the sales tax,
and benefit taxes. This is the case, he argues, since government expenditures on
social insurance and welfare are likely to continue to increase, and to finance them
it will be necessary to raise the revenue from taxes that taxpayers will find most
acceptable. Within a few years, he suggests, income taxes will likely have gone
about as high as they can and citizens will probably find sales and benefits taxes
more palatable, in part because they are less visible. He supports his case for this
anticipated shift in the tax mix by reference to the experience in the Scandinavian
countries. He is careful to explain, however, that while he favours a shift from
direct to indirect taxes, he also favours the continued broadening of the income tax
base along the lines proposed by the white paper, no reduction in the taxes on the
rich and businesses, the broadening of the base of the existing provincial sales
taxes, and an improvement in Canada’s social welfare system to offset the regressivity
of increased consumption taxes. In arguing for increased use of benefit taxes, he
states that “[t]he economic, political, and psychological case for increased benefit
taxation is . . . growing stronger every day.”* He also notes that

[tlhe traditional arguments on the undesirable redistributive effects of benefit taxes
simply miss the point that the transfer process is a quite separate question from that
of financing of public services and placing the allocatively proper “price” (opportu-
nity cost) on using resources for public purposes.’?

Bird concludes by observing that increased international flows of information,
goods and services, financial capital, and people will increasingly influence the
Canadian tax structure. He gives a number of examples of Carter commission
recommendations that were clearly influenced by the US system:



642 = CANADIAN TAX JOURNAL / REVUE FISCALE CANADIENNE (2002) voL. 50, N° 2

the corporate rate, the form of integration between the corporate income tax and the
personal income tax, and the top rate of the individual income tax schedule were all in
a sense to be set by the American tax system, because of the Commission’s (correct)
assumption that there is in essence a unified capital market in North America.’!

INFLUENCE OF THE TAX REFORM
PROCESS ON THE JOURNAL

Over the course of its second decade, the journal underwent considerable change.
Most noticeably, the articles became more substantial. This trend started with the
second issue of 1963, when a new section was added to the journal for “tax essays.”
As explained in the annual report for 1963:

Last year the fournal was used as a vehicle for the publication of studies of such
length and nature that they were unsuitable as articles or Tax Papers. They therefore
became “Tax Essays” and appeared as appendices to the Fournal. This arrangement
gives us a new scope for publishing the kind of research work that we have sometimes
had to forego in the past. We hope that this procedure will encourage more tax
practitioners and other writers on tax matters to examine tax problems in depth.’?

The first essay, by Marshall A. Cohen, was a thorough examination of the
situations in which a taxpayer might constructively realize income by, for example,
changing the use of an asset.”> The second essay, published in two parts, was a
study of the use of depreciation allowances as deliberate instruments of fiscal policy
in the United Kingdom from 1945 to 1960. It was written by Richard Bird and was
based on his PhD thesis, which he had completed at Columbia University.’* Al-
though the Tax Essay section of the journal continued throughout the decade, by
the end of the decade it became difficult to determine the basis for distinguishing
between manuscripts that were published as tax essays and those that were published
simply as articles.

Many articles published in the journal over this decade dealt with issues raised
by the Carter report. Indeed, by providing a baseline of the best tax policy thinking
on various issues, the Carter report enabled Canadian tax practitioners and aca-
demics to easily contribute to the social enterprise of tax scholarship. By engaging
with the recommendations and analysis of the Carter report, they were building on
the work of, criticizing, and working through problems raised by other scholars.

The journal published many doctrinal articles on issues relevant to tax practice
and planning. A number dealt with issues of statutory interpretation and the appar-
ent emergence of a business purpose test in Canadian jurisprudence. But the
journal was also publishing an increasing number of tax policy articles. As Ronald
Robertson said in his report to the Foundation for 1965, “An attempt is made
through the Fournal to bring to members both theoretical and technical develop-
ments in taxation; for so often what is theory today is practice tomorrow.””
Sophisticated articles were published on such tax policy issues as the provision of
incentives for small businesses, the integration of corporate and shareholder tax,
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income averaging, the technical details of the taxation of capital gains, the taxation
of trusts, and the taxation of financial intermediaries. All of these articles were
inspired by, and drew on the analysis in, either the Carter report or the white paper.

The perennial issue of whether and how capital gains should be taxed was the
subject of a number of articles. An article that received some fame, or notoriety,
depending on your point of view, was written by Ronald Robertson on the pros
and cons of taxing capital gains.’® A. Emile Beauvais, one of the commissioners of
the Royal Commission on Taxation, wrote a minority report dissenting from most
of the commission’s major recommendations. In support of his objections to the
commission’s recommendation that capital gains be taxed at full rates, he appended
Robertson’s article to his dissent.

The radicalizing effect that the Carter report had on many of those who were
involved in it is most clearly seen, perhaps, in Harvey Perry’s change in attitude to
the taxation of capital gains. In one of his annual reports to the Foundation in the
1950s, Harvey, then director of the Foundation, felt the need to explain that he was
opposed to the taxation of capital gains. After serving as a commissioner on the
Carter commission, however, his opinion changed dramatically. This is what he
had to say, in his well-known paper “Anatomy of a Tax System” from the 1967
Conference Report, about the taxation of capital gains:

Surely to heavens it is time that we saw the so-called English concept of income for
what it is—a scheme that ideally suited the selfish designs of the ruling classes of
England a century and a half ago. It is self-evident to me that the trade or business
concept of income was a neat trick for fobbing off most of the burden of the newly
arrived income tax onto the commercial middle class and leaving inviolate the wealth
of the ruling aristocracy. I ask now why we feel any obligation to retain this anti-
quated monstrosity and I find no answer. If this deplorable concept were honestly
applied it would produce by far the most vicious type of capital gains tax that could be
imagined, and in fact already has this result to a large extent.

Under the comprehensive tax base we propose abandoning this relic of our colonial
inheritance and facing up to the reality that anmy capital gains represents just as
significant an increment to one’s command over the world’s goods as any other form
of gain.¥’

An emerging area of tax policy analysis—the use of the tax system to deliver
transfer payments—was the subject of a large number of articles in the journal.’s
This subject had been put on the agenda not so much by the Carter report,
although it dealt with it somewhat, as by the rediscovery of poverty as reflected in
work of the Economic Council of Canada and published reports of the Depart-
ment of Health and Welfare.

Throughout the 1960s, the Canadian government was assuming a larger role in
the economy, and public policy analysts were increasingly raising questions about
what the objectives of government policy ought to be, how these objectives should
be decided and by whom, and which objectives should have priority. This debate
was reflected in numerous articles in the journal. The debate was given a substantial
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impetus by the establishment of the Economic Council of Canada in 1963. It set
out goals for the economy in its first report and in each subsequent annual report
advised the government of their achievement. The publication of its report became
something of an event each year in Canada, and each report was the subject of a
lengthy review in the journal. The related subject of federal-provincial relations
was also a frequent subject of articles in the journal.

The concept of tax expenditures emerged in the literature at about the same
time as the publication of the Carter report. Championed by Stanley Surrey, who
was the assistant secretary treasurer for tax policy in the United States during
much of the 1960s, the tax expenditure construct hypothesizes that provisions in
the tax legislation that are designed to provide an incentive to encourage taxpayers
to engage in certain social or economic activities should be analyzed as spending
provisions, not as tax provisions. Although the Carter commission did not use the
vocabulary of tax expenditure analysis, it clearly anticipated its insights. In recom-
mending the repeal of this or that tax concession, the commission often noted that
the concession did not serve a legitimate government objective; in other cases, it
suggested that a direct subsidy would likely be a better instrument than a tax
preference for achieving the same result.

Following the Carter report, this type of analysis was used in a number of
articles in the journal. Arthur Scace, for example, analyzed government direct
spending programs on scientific research incentives. The abstract to his article
notes that these incentive measures “are in line with the suggestion of the Carter
Commission that when specific government encouragement for an industry or
region is deemed desirable in the public interest, direct subsidies are preferable to
‘hidden’ subsidies of tax concessions.”>? More explicit use of tax expenditure analy-
sis is made in one article by Gilles Paquet on taxation and science policy and in
another by Leonard Waverman on fiscal instruments and pollution. Paquet argues
that direct government subsidies instead of selective tax reliefs are almost always a
superior instrument of science policy because they are much easier to control and
monitor.®. Waverman argues that the use of tax incentives, such as accelerated
depreciation allowances, to encourage the adoption of pollution control devices are
in many ways an inferior policy instrument for curbing pollution because their true
costs are hidden and they inefficiently distort firms’ investment decisions.%!

The journal also published a series of empirical studies that were undoubtedly
influenced by the Carter report. For example, following up on the Carter commis-
sion’s finding that tax rates likely have little effect on work effort, which was based
largely on US survey results obtained by George Break and Thomas Sanders in the
1950s, A. Chatterjee and J. Robinson undertook a survey of selected occupation
groups in the Kitchener-Waterloo metropolitan area in order to determine the
effect of personal income tax on their work effort. On the basis of their survey
results, Chatterjee and Robinson concluded that “taxation influences in the aggre-
gate supply of effort seem to be relatively negligible.”s? In another empirical study,
George Murphy investigated the influence of taxation on the depreciation prac-
tices of Canadian corporations and found them to be “enormous.”® At the end of
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1970, as an anti-inflation measure, the government changed the capital cost
allowance system to require taxpayers who constructed commercial buildings in a
number of urban centres to defer the deduction of their allowances. Vladimir
Salyzyn and Bernd Ebel conducted a survey of commercial developers in the
affected areas and examined building permits issued in those areas in order to
determine whether the changed tax laws influenced investment decisions. They
concluded that “the deferral had no significant effect on the volume of commercial
construction.”¢*

A few articles made use of simulation models to analyze tax policy and related issues.
Gail Cook and David Stager constructed a simulation model to test the financial
implications of various contingent-repayment student assistance programs.® John
Helliwell and John Lester examined the tax advantages to US firms provided by the
recently enacted legislation for domestic international sales corporations and its
likely impact on Canada. They concluded that the impact would be “small by
almost any standard.”* Finally, Irwin Gillespie, building on a methodology he had
used in undertaking background studies for the Carter commission, examined the
incidence of the tax changes made in Ontario over the 1960s. He found that
“[t]here seem to be some grounds for concluding that the provincial tax pattern
became increasingly regressive during the 1960s, and this change was consistent
with an attempt to raise revenues via increases in the federal abatement.”?”

In the journal’s second decade, every type of scholarship published in the
journal—whether doctrinal, interpretive, technical tax policy analysis, tax expendi-
ture analysis, or empirical—was greatly enriched because of the process of tax
reform that dominated the Canadian public policy agenda throughout the 1960s.
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A Pergpective on the Report

[FromVol. XV, No. 3 (1967), 230-48]

Ronald Robertson

This article is based on a background paper delivered at the opening of
the Queen’s University Tax Management Seminar on the Report of the
Royal Commission on Taxation in May. Whereas much comment about
the Report has been devoted to specific matters, this article seeks to
discern the bases of some of the main lines of criticism, both pro and con,
which has been directed at the Report and its underlying concepts.

The topic assigned to me is “ Perspec-
tive” on what we might call “the Report
that daresto be known by equity alone”.
Needless to say, this hasto be apersonal
perspective although | shall try to con-
vey arange of viewpoints | have encoun-
tered. In other words, if you don’t agree
with some of the opinions | express,
please don’t blame them on the Founda-
tion, and if you do agree, it would be
incorrect to assumethat the same opinion
is held by all or even a majority of the
Foundation’s individual and corporate
members.

It is necessary for me to make the
same excuse about the scope of my
remarks as you have heard ad nauseum
—that | cannot hope to cover or com-
ment upon al the points of interest or
dispute raised in the Report.

When he addressed the Foundation’s
Conference on the Report in Toronto
recently Professor Frank Sander said it
reminded him of thelittle girl who, when
asked to review abook about € ephants,
wrote: “It tells me a lot more about
elephants than | care to know.” This
sentiment about the Report seemsto be
held by many people, whether they have
accepted it unreservedly or have grave
doubts about its practicability.

But almost without exception, the
Report has been praised as an intellec-
tual achievement and amajor landmark
in the study and development of tax
policy. | share this opinion. On the
other hand, it has been criticized as
being impractical, too visionary, too
dick, too dogmatic in tone in areas
where no certainty exists and too doc-
trinaire—whatever that means. | hap-
pen to share some of these opinionstoo.
As aresult | believe | qualify for the
description applied by Foundation Chair-
man, Phillip Vineberg, Q.C., to himself
and many others he had spoken with
about the Report. At this date | remain
schizophrenic about it.

The enthusiast for or against the
Report will no doubt have other descrip-
tions for this—fence sitting and so on—
but | can assure you that this fegling of
admiration on the one hand and doubt
on the other isfirmly and sincerely held,
for a great many reasons, by a great
many people who have studied the
Report and have thought a lot about
Canadian tax policy. Listening to argu-
ments from all viewpoints may giveyou
a distinct feeling of being a ping-pong
ball in afast game.
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Plus Signs

The features of the Report that give
rise to the great acclaim it has deserv-
edly received | would describe asfollows:

1. Its basic premise that equity
among human taxpayers and neutrality
among business entities should be prime
goals of agood tax structure.

2. Its declaration that departures
from equity and neutrality should be
countenanced only where thereis clear,
perhaps overwhelming, evidence that
such departures, or incentives, arein the
public interest.

3. Its logical development of these
themes from beginning to end.

4., The theories and ingenious mech-
anisms devised, to permit the logical
development and implementation of
these themes. The main ones are: the
concept of the comprehensive tax base
which is responsible for the proposals to
tax capital gains and gifts and inherit-
ances at full rates; the family unit; and
the integration of the corporate and
personal taxation, or more broadly the
concept of all non-human entities, trusts,
corporations etc. being regarded as inter-
mediaries where tax is withheld pending
adjustment to personal rates.

It is fair to say, | believe, that these
basic concepts have so far emerged
largely unscathed from criticism directed
at the Report—or at least its supporters
do not regard the points made against
its main core as substantial.

In comparison with the broad sweep
of the Report, criticisms often have had
an appearance of “nit picking”. But |
believe we must keep in mind the fact
that criticisms of most grand designs are
likely to appear in this light. What has
still to be determined is how many of
the “nits’ are symptomatic of undesira-
ble principles, whether these can be
ironed out within the grand design, or
whether their number and importance
are sufficient to ruin the grand design.
It takes only afew tiny holes below the
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waterline to send a battleship to the
bottom.

More specifically, the Report offers
the following.

1. An end to the problem of surplus
stripping of corporations — the
Commission’s proposal would strip
all companies as far as residents
are concerned. That is, there would
be no more double taxation of cor-
porate profits (most people had
long since given up on this onel).

2. An end to the technical problems
of associated companies—since al
corporate profits would initially
attract the same tax rate — 50%.
The visible price tax is about
$10,100 per company, offsst how-
ever by item one, and capital cost
incentives for small businesses.

3. Reduction of marginal income tax
rates from a maximum of 80% to
50%; and application of the 50%
rate at $100,000 instead of about
$25,000. The Commission esti-
mates that 46% of taxpayers would
pay lesstax.

4. Abolition of the taxation of gifts
and inheritances between spouses,
long a major point of irritation;
and of gift and estate taxes—
although a better description would
be that they have been defined
away only to arise again in much
more virulent form in other dr-
cumgances

5. Abolition of the 12% federa manu-
facturer’s salestax, and with it the
long-gtanding difficulties about ap-
peds from department rulings,
price pyramiding, discount rates,
privete brand and import v. domes-
tic production tax base problems
and so on. It would reappear
again, however, as an additional
retail levy of some 7%.

6. Disappearance of the special excise
rates on so-caled “luxury goods’
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11.

12.

13.
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—Ilong considered unfair by the
producers and consumers of these
goods.

An end to the annoying tax dif-
ferentials between businessincome
derived from partnerships and from
corporations, the long-standing tax
differentias between co-operatives
and ordinary corporate businesses,
and possibly the tax differences
between bond and equity financing.

Deductibility of all bona fide
expenses in computing business
profits; there should be no more
“nothings’ for which both deduc-
tion or capital cost allowanceis at
present denied, as long as the
expenditures were reasonable and
were not of a personal nature.

. A morerealistic treatment of busi-

ness losses, including capital losses
now denied deduction, with loss
carry-over extended forward i ndefi-
nitely.

The granting of an allowance to
employees for the costs of earning
their incomes; the present absence
of any such deduction has long
been agrievance of employeesand
the cause of acid comments even
by judges.

Removal of the tax differentials
between families with the same
total incomes but with a different
number of income recipients.

Income averaging for all taxpayers
rather than for just farmers and
fishermen.

An answer to the taxpayer’s plea
(and particularly his lawyer’'s and
the court’s) for an end to the uncer-
tainty created by that indefinable
line between income and other
receipts which do not now attract
tax and which are usualy, if inac-
curately, heaped under the title of
“capital gains’. The cost here is
substantial, namely taxation of
such gainsat full rates.

14. A major incentive for Canadiansto
buy shares in Canadian companies
which are now owned by foreigners
—this feature alone will endear the
Report to many and perhaps offers
an answer which will satisfy the
politicians in all parties who have
been trying to outdo each other in
economic patriotism.

15. Following atransitiona period, the
production of more revenue than
the present system.

16. More progression. This would
benefit the lower income groups at
the expense of the middle and
upper income groups, but in terms
of rates would alleviate the burden
on middle and upper incomes.

17. Remova of much of the tax dif-
ferentia between middle income
earners here and in the U.S. and
thus of taxes as one of the possible
causes of the “brain drain”.

18. Improvement in the allocation of
resources in Canada over time.

19. Removal of any suggestion of politi-
ca interference in the tax collection
process, and the upgrading of con-
fidence in the appeal procedure by
abolishing the Department of
National Revenue and The Tax
Appeal Board, and establishing in
their stead a Board of Revenue
Commissioners and a Tax Court;
and provision of advance rulings
and alimit to ministerial discretion.

Criticisms
| shall now try to pick out the main
trends of criticism.

1. A main one, perhaps, is alargely
unspoken but fundamental disagreement
with the idea that the tax system should
be used deliberately as a vehicle for
redistribution of income, or that redis-
tribution is (as the Commission em-
phatically concludes) per sefair.
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2. Clearly related to thefirst item is
afundamental disagreement about what
should condtitute the tax base of indi-
viduals for regular taxation. Disagree-
ment with the Commisson’s ‘buck-is-a
buck’ approach is strongest in connec-
tion with gifts and inheritances passing
in line to adult children, and with full-
rate taxation of capital gains.

3. A third area of criticism is disa-
greement with the Commission’s view
that the use of the tax system asameans
of providing special incentives for par-
ticular pursuits or activities should be
severely restricted. A major point in
this area is whether in its pursuit of
neutrality the Commission has gone too
far, relative to the world context of taxa-
tion, or has not gone far enough in that
it excludes tariffs from its neutrality
analysis because of its terms of refer-
ence.

4. A fourth area of criticism is that
however theoretically desirable the pro-
posals may be, some of them, despitethe
Comission’s confidence that they will
work and will not unduly disrupt the
economy, constitute too big a change
from the present system and the systems
of other countries to be worth the risk
to the economy. Closely related isareal
concern that such major changeswould
place an intolerable compliance load on
the administrative machinery and on
taxpayers and their advisors.

Viewpoints

Businessmen have, understandably,
tended to reflect views consistent with
the impact of the Report on their par-
ticular industry. The general public, as
reflected by press comment, has gener-
ally approved. Thisis not surprising in
view of the Commission’s determined
effort to make the tax system more
equitable, which, loosdly trandated, may
mean that most people think they will
pay less tax and the “rich” people will
get their comeuppance. The average
taxpayer may be in for some surprises
if he getsinto some of the details.
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More often than not economists have
voiced general approval of the proposals
while many accountants and lawyers
have been voicing criticismsin the areas
| have mentioned. The mgjority of a
distinguished group of Canadian and
American economists which discussed
the Report at the University of Western
Ontario recently indicated they would
favour itsimplementation.

| have been asking myself why this
latter division exists. It is both too
simple, and | believe inaccurate, to say
that the economists are right and the
lawyers and accountants wrong, or vice
versa, or that the economists have a
greater sense of fair play in taxation or
a greater interest in the common good
than the rest of us. As one who, for a
number of years, in the course of direct-
ing the affairs of the Foundation, has
tried to interpret to one another the out-
look on taxation held by these profes-
sions, | will attempt an answer. It goes
something like this.

Most economists look at humanity
from above, from the same vantage
point as governments, and, if my obser-
vations are correct, are largely satisfied
if equity is achieved in nine out of ten
cases. (And thiswould be a pretty good
batting average.) This is understandable
when you consider that their training is
largely concerned with reducing things
to common denominators, wiping out
distinctions, and treating as real—for the
most part at least—only things that can
be measured or expressed in equations:
subsidies rather than tax incentives; dol-
lar limits rather than exclusions or de-
ductions from the tax base. Distinc-
tions, particularly fine ones, so dear to
the hearts of lawyers, seem to cause
them real pain. They seek aways new
or improved allocations of resources,
incomes and goods and services, new
equilibriums, new equalities. It is this
tendency, it seems to me, that makes
them such steadfast supporters of pro-
gression in taxation—besides, of course,
their humanitarian instincts which are
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shared by others. For progression means
continual redistribution and (if we skip
over the sticky possibility of the shifting
of personal taxes, which economists
have yet to explore in any depth or with
any enthusiasm and which, if proved to
be substantial and rapid would upset
most prevailing yardsticks of tax equity)
atrend, in theory at least, toward more
evenness in the distribution of income.

Perhaps at the other end of the scale
is my own profession—law—where the
making of distinctions is an everyday
occurrence and where distinctions have
real significance in terms of individuals
and are often of a subjective nature.

A lawyer sees the world through the
eyes of individuals and very often the
individual heishelping isthat one man
in ten who doesn't fit into the economist’s
average, median or typical situation. If
the tax law is unfair to that one man the
lawyer, as well as the individual con-
cerned, will beinclined to concludeit’s
a bad law. The fact that the provision
may produce equity in the other nine
cases doesn't change things. The lawyer,
in taxation aswell aswith criminal law
would usually, | think, rather see nine
people get an unintended tax break than
see one person unfairly taxed.

As | have indicated, | believe econ-
omists see the public interest from the
other side—and so do most taxpayers—
that is, until they find themselvesin the
position of being the odd man out—and
then watch the tearsroll.

For very basic reasons related to dif-
fering concepts of income, which | shall
try to describe briefly, and only partly
because of the intentions of the Com-
mission, | fed that the Carter Report
would produce a 9-out-of-10 tax system,
whereas it is now — but inadvertently
and far from completely—a 1-out-of-10
system.

This differing point of view underlies,
| feel, much of the uneasiness about the
Report among lawyers and businessmen,

who often find themselves the odd man
out. And it also may account for the
appearance that opponents of parts of
the Report are “ nit pickers’ and special
pleaders.

In between, most of us, including
lawyers, accountants and economists,
are torn between subjective and objec-
tive considerations of equity, qualitative
and quantitative considerations, if you
like. In the real world it is sometimes
difficult to discern, particularly in taxa
tion, which view represents progress
toward equity. Governments deserve our
sympathy since, while the 9-out-of-10
approach to equity would make life a
lot simpler for them, the public has a
habit of suddenly becoming very sym-
pathetic with the one person in ten who
may appear to be unfairly treated if they
think that some day they may possibly
bein his shoes.

We might also ask: whose view of
human motivation and reaction to taxa-
tion is closest to the truth? The econo-
mist’s opinions are based on his own
intuition of what society should be like,
tempered by studiesinvolving interviews
and the assessment of statistical data of
many sorts, which may cover thousands
of people. Thelawyer has hisintuitions
too, but he may see more actua people
in aweek than the economist in ayear,
and when he does it is to draw their
wills, deal with their inheritances, help
them buy or sdll their houses, invest-
ments, businesses and so on, with tax
implications always near at hand. Per-
haps the surprising thing is that the
viewpoints are often as close asthey are.

The main differences of opinion arise
from the “comprehensive tax base”
which, together with the inevitable con-
cept of progression, is the heart of the
Report and produces most of the situa-
tions which seem so radically different
from the result produced by the “fruit
of the tree” concept of income, which
we now use as the basis of our income
tax law.
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Those in favour of the Report can
point—as can its critics—to what seem
like ridiculous omissions from an “ abil-
ity to pay” tax base in the present law:
windfall gains such as sweepstake win-
nings, capital gains, damage awards for
loss of income, strike pay, unemploy-
ment benefits and so on. Why should
these not be taxed when hard earned
wages get the full treatment?

How can we talk about incentives to
work when this situation prevails? This
is hard, if not impossible to answer,
unless one takes the view that the hot
pursuit of capital gains on the stock
market (the main villain of the piece)
and by other routes, is the product of
the heavy taxation of earned and ordi-
nary investment income (often resulting
from saved earned income) when the
amount of such income is at al sub-
stantial.

| am quite sure that many who suffer
heavy rates on larger earned incomes—
earned often by extraordinary hours of
work and years of study or low-paid
experience — fedl simply that the rates
they pay are outrageoudly unfair. (The
Commission’s proposa s offer lower rates
in exchange for a broader tax base.)
These people often feel, however, that
they haven’t a snowball’s chance of win-
ning any sympathy from those with
lower incomes, politicians, or even per-
haps those who “have it made” interms
of asset accumulation and for whom,
perhaps, they—the climbers up the asset
and income scale—pose a threat. So
discontent may be expressed in other
language, in which the word “incentive”
isakey one. While the thought process
is seldom articulated, my observations
suggest that these people with relatively
high incomes but little or no wealth fedl
that their only hope liesin being able to
convince the general public that it isto
the community’s economic advantage to
foster the pursuit of such non-taxed
receipts as capital gains. Unfortunately
the risk-incentive arguments don’t stand
up too well on analysis or when the
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experience of the U.S. is examined. It
should be noted, however, that the U.S.
has other ventsfor thisfeeing—tax free
municipal bonds interest, for example,
and there the capital gains rate and
method of taxation is, it seemsin some
cases, an escape vave for lower taxa
tion of some receiptswhich, in Canada.
might already attract full taxation.

However, if you discount this ap-
proach — as do most economists, who
embrace some form of acomprehensive
tax base and steep progression as articles
of faith as well as reason, and in so
doing reflect the vague but vociferous
opinion of the majority—we are back to
the criticism of the concept of tax base
income now in our law, which by
default, rather than by design, permits
the exclusion of itemswhich by any test
most people would feel should be
included.

Concepts of Income

The comprehensive tax base concept
used in the Carter Report is for many
of us, particularly lawyers, a radical
departure from what we now know as
income for tax purposes. It is firmly
based, however, in economic literature
and iswhat nearly every economist who
has studied in the last 25-40 years, or
more in some countries, Nnow acceptsin
someform, virtually without question, as
a more appropriate base for individual
taxation than we now have.

While there are many variations of
the “economic concept” of income, the
one most often referred to in North
Americatoday is the Haig-Simons defi-
nition of income which is expressed as
the “ algebraic sum of a person’s con-
sumption during the tax period plusthe
net increase in the individual’s personal
wealth during the period; each measured
indollar terms” .

On the other hand, the lawyer’s con-
cept, which an economist might describe
as the “social” income concept, is prim-
arily ameasure of the production of an
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individual or the community during a
period. The lawyer’'s concept is basicaly
in the British tradition, going back cen-
turies, and centres around the idea of
income's being an annual product. Haig,
writing in 1921, finds the accountant’s
concept of income almost identical with
the economist’s. Thismay surprise some
accountants today who have examined
the Carter Report, but may also account
for the fact that Mr. Carter, FC.A., has
no qualms about the tax base proposed.

(Incidentally, the “social” concept is
roughly what is used in the National
Accounts of a country. Theoreticaly a
comprehensive personal incometax base
which included capital gains and inher-
itances and gifts could be larger than the
total national income for a period.)

While developed independently, the
Carter Report comprehensive tax
base, designed to measure changesin a
tax unit’s “economic power”, is clearly
in the Haig-Simons tradition, but refined
—extended in some cases and curtailed
in othersin the interests of administra-
tive feasibility. (Chief exclusions for
this last reason are “imputed income”
arising from the use of owner-occupied
dwellings and other assets which do not
produce a monetary return, and capital
gain accruals not realized or deemed to
have been realized.) It is in fact this
development from theory to what the
Commissionis convinced is a practical
plan for atax system, which delightsthe
€conomists.

The Haig-Simons definition obvioudy
includes the socia concept—aor, if you
like, the annual new production or “fruit
of the tree” concept—but just as obvi-
ously goes much further and embraces
all gains: capital, gifts, windfals, trans-
fersand so on.

To the present-day economist, there-
fore, al such items not brought into the
tax base by the present income tax laws
are loopholes, whereas to those of us
taught and raised on the “annual pro-
duction” concept thereis simply no rea

son why these items should be in an in-
come tax base. If governments want to
take these “extraneous’, “non-income”
items, they should have to justify taking
another bite at previoudy taxed “income’
on other grounds. For example, taxing
gifts and inheritances on the need for
revenues, or on social grounds of
preventing too large accumulations of
wealth which would stultify the economy
or threaten the sovereign power of
government.

So sold are economists on the com-
prehensive concept that they rarely take
time to explain it to those who toil in
theinvolved sections of incometax laws.
Sometimes, unfortunately, aresult is a
tendency by economists who have seen
the light to regard the protestations of
those who have not worked their way
through the economic reasoning as
somewhat unsavoury servants of
vested interests or odd men out, and so
on. I'm afraid this tone creeps into the
Report and detracts from it in the eyes
of many who had not hitherto been
exposed to the light.

It is interesting—to me at least—to
note that these great truths were not
always with us or with the economists
either. Kaldor in his book An Expendi-
ture Tax, in an appendix entitled “The
Concept of Income in Economic
Theory”, notes that even the great econ-
omist Marshal in Principles had, accord-
ing to Keynes, broadly speaking, while
pointing to inconsistencies, accepted the
income definitions of the Income Tax
Commissioners. Haig, in his famous
exposition, on the other hand, quotes
Marshall as pointing the way to the
broad economic concept of income.

Kador also notes that German public
finance critics were debating the concept
of income from around 1832. It was
not until 1896 that an economist called
Schanz won the day in Germany for a
comprehensive definition. In other coun-
tries the debate came later and it was
not in fact until 1938 when Simons, in
Personal Income Taxation, put the cop-
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ing stone on the argument in the United
States by agreeing with the approach
Haig propounded in Federal Tax
Reform, published in 1921.

The so-called economic or Haig-
Simons concept of income is, therefore,
in terms of the development of law and
legislation in both Canada and the
United States, of comparatively recent
origin. In fact one of the few articles
by other than an economist on the compre-
hensive tax base concept is to be found
inthe March 1967 issue of the Harvard
Law Review by Professor Bittker of
Yale Law School .t

The headnote to the article indicates
Bittker’s conclusions which he reaches
after examining the U.S. tax code in
considerable detail.

It states:

Taking issue with those who contend
that the income on which taxes are paid
should be the same as what an econo-
mist would consider “net income”, Pro-
fessor Bittker urges that a neutral,
scientific measure of taxable income is
a mirage. In many of the vexed areas
of income definition, the concept of
economic income yields no help; in
others, it impliesresultsfrom which even
its proponents would recoil. Thereis no
touchstone for tax reform: pro-
posals must be considered provision
by provision and palicy by policy, onther
particular merits.

One outstanding American tax lawyer,
Stanley Surrey, formerly of Harvard
Law School and now Assistant Secretary
of the U.S. Treasury, in an article writ-
ten in collaboration with William C.
Warren in 1953, had this to say in dis-
cussing the definition of income for use
intax laws.

The economigts' definitions, gpart from
the fact that there is no unanimity
among economists, are here not desir-
able. While they are helpful in under-
standing possible overall objectives of
an income tax, they are neither appro-
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priate for statutory use nor intended
to be:2

Referring to the Henry Simons defini-
tion, he observed:

From the standpoaint of tax administra-
tion this definition clearly covers too
much ground—for example, all forms of
imputed income would be included—and
hence puts too great a strain on the
exclusion section . . .

Essentially the concept of incomeisa
flexible one, with the result in a par-
ticular case being determined by the
interplay of common usage, accounting
concepts, administrative goals, and finally
judicial reaction to these forces. Each
forceand judicia reactioninturn reflects
an underlying judgment asto what types
of receipts should be subject to a tax
imposed on “income’”.

It is believed that this combination of
wideinclusiveness and elasticity should
be retained, and that simple reference to
“all gains, profits and income” is
sufficient.

That was in 1953, by a tax lawyer
who was and is well versed in econ-
omics. It may be that today, in the light
of the endeavours of the Carter Com-
mission to put the economic concept
further than ever before toward admini-
strative feasibility in the computer age,
Mr. Surrey might be prepared to accept
more of the economic concept of income
for tax purposes. The same applies to
Professor Bittker, whose article was
written before the Carter Report was
published.

| have previoudy noted that the socia
or—as the economists sometimes call i,
the“legal” concept of income—remains
a main core of the Haig-Simons con-
cept. The main differences are obvious
from the Carter Report — namely the
allowance of al losses, including capital
under the Haig-Simons definition, and

1“A ‘Comprehensive Tax Base' as a Goal of Income Tax Reform”, Boris |. Bittker, 80 Harvard

Law Review.

2“The Income Tax Project of the American Law Institute: Gross Income, Deductions,
Accounting Gains and Losses, Cancellation of Indebtedness”, by Stanley S. Surrey and William C.

Warren, 66 Harvard Law Review.
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the inclusion of gifts, inheritances and
so on.

It should be noted as well, of course,
that the Carter Report does not push the
full way to this economic concept. As
I have mentioned, it stops short, for the
time being at least, of including imputed
income such asthe rental value of owner
occupied houses, and for capital gains
does not require their inclusion in
income on an accrual basis (although
this is permissive) because of the ob-
vious problem of annual vauation which
would be involved.

What | have been trying all too briefly
to outline may be regarded as academic
twaddle. But it seems to me that the
switch in the concept of income from
our present system to the tax base pro-
posed in the Carter Report is vital and
the effects of it show up throughout the
Report, not just in the obvious specific
recommendations but in the whole tone
of the proposed approach to equity, and
for that matter neutrality among indus-
tries, as compared with the present
approach.

The Conflict

The rather subtle, but fundamental
difference, it seemsto me, isthat “fruit
of the tree” concept of income directs
our attention to the nature of the receipt
or gain or the activity which produced
it. And, asaresult, with receiptsfaling
outside its orbit, we are forced to
apply intuitive or qualitative concepts of
equity. A receipt, benefit or transaction
isto be taxed or not taxed, or taxed at
a particular rate, according to its quality
or source. Government is expected to
justify the weight of taxation with argu-
ments and reasoning in equity related to
the qualitative aspect as well as with
regard to size or amount.

Starting from this point there is noth-
ing odd or inconsistent about attaching
adifferent quality to capita and savings
and to life insurance, welfare pay-
ments or to tax inheritances at weights

which differ depending upon the degree
of consanguinity between testator and
beneficiary.

The economic, Haig-Simons or Carter
concepts, on the other hand, are, by
comparison, all embracing and look to
the human individual (or family tax unit
in the Carter Report) and measure
equity by the quantity of receipts, gains
or benefits. They find equity in numbers
of dollars and disregard almost entirely
any qualitative notions of equity relating
to the source of the receipts, benefits or
gainsto individuals. When the equitable
pinch of a“buck isabuck” plus progres-
sion approach is too obvious, lifetime
exemption limits, averaging or adjust-
ment accounts are wheeled in. But never
is it conceded that some gains or bene-
fits should be treated differently per se,
regardless of the amount involved.

This theme carries through to the
approach to tax concessionsfor resource
industries. Much stress seemsto be laid
in the Report on the fact that the great-
est part of the benefits accrue to large
companies. Under the currently used
concepts thereis nothing odd or sinister
about this; thereis equity if gains from
the same activity or sources are treated
the same, regardless of the amount
involved or theincome size of company
receiving them.

It isthis difference resulting from the
two approaches to a tax base that pro-
duces, | feel, the main differences of
opinion toward the Report and accounts
for the great amount of disapproval
from lawyers in particular, especialy
with respect to the proposal for the
inclusion of giftsand inheritancesin the
personal income tax base.

It may take a new generation or more
before lawyers accept this idea. A bit
of the same applies to some capital
gains, but not nearly to the same extent,
since many lawyersfor avariety of rea
sons would not object to capital gains
bearing some tax. These two items are
simply not “income” in the minds of
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many of them and to make them so by
redefining income doesn’t change their
character in the dightest.

I hope this bit of background may be
useful. However, it doeslittle to advance
our consideration of the main point—
regardless of its origin, regardless of
definitions and past practices, is the
comprehensive tax base proposed by the
Commission an appropriate one for
Canadian taxation? This has to be dealt
with on its merits and | think the yard-
sticks that should be used are those used
by the Commissionitsalf: equity, admini-
stretive feasibility and economic effects
The Commission, of course, believesits
proposals, taken together and separately,
pass each of these tests.

Equity

Time permits meto discuss only one
of these tests, so | will take the one
the Commission chooses as the most
fundamental—equity.

Implicit, if not explicit, in the com-
prehensive tax base concept isthesmple
equation that income measured by the
comprehensive tax base (to the extent
thisis possible administratively and not
clearly productive of bad economic
effects) equals ability to pay, and that
taxation at progressive rates on an abil-
ity to pay base so measured is auto-
matically equitable and fair. Or, as an
economist might express it: CTB =
ATP=E.

It is my personal opinion that this
equation stands up in most cases, but
not in all. This, of course, must be
largely a personal assessment if you
agree that equity and fairness have a
large subjective element. But since the
Commission has used adollar yardstick
as its measure of equity, this begs the
guestions somewhat. Thisyardstick pro-
duces consistency within its own defini-
tion, but by my standards it does not
always produce fairness. The fina test,
of course, isthe standard of fairness of
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the community. (I rather regret the
Commission did not at least try to take
even a rough measure of community
opinion instead of relying entirely on its
own judgment of what equity is. While
the effort might well have proved fruit-
less, there may have been some sur-
prises. Since equity and fairness are
taken as the foundation of the entire
structure of the Report, | feel some ob-
jectivetesting of the underlying ground
would have been appropriate, whatever
the result.)

| might point out that in logic the
C.T.B. is not a fully comprehensive
measure of ability to pay. A total
ability-to-pay tax base at any point in
time would, it seems to me, have to
include wealth and not just the income,
imputed or real, or other gains relating
to it. But the inequities and economic
effects of including wealth are all too
obvious, except, perhaps, when unsav-
oury millionaires are used as scapegoats
in examples.

If A and B each earn $10,000 in year
One, and A spends all he has left after
tax and B saves $3,000; and in Year
Two each again earns $10,000, A then
has $10,000 at his disposal and B
$13,000. It seems obvious to me that
at that point in time B has more ability
to pay than A. But just as obvioudly it
would be grossly unfair to again tax B's
$3,000, at progressive rates. And under
such asystem one can redlly imagine the
disastrous effects on the propensity to
save and invest, even though one can
argue that thisis roughly what happens
now, with real property, sales and death
taxes.

The Commission rgjectstheinclusion
of wedlth in the ability-to-pay equation,
as does the economic concept of income,
and | doubt if anyone would disagree
with this exclusion. But it isone illustra-
tion that obvious ahility to pay does not
always equal equity or fairness.
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AreThese Things Fair?

The real test comes when we ook at
receipts the Commission does include in
its ahility-to-pay C.T.B. base. Although
ability to pay clearly exists in C.T.B.
terms, let us consider the following.

Giftsand I nheritances

1. Isit fair to tax at ordinary grad-
uated income rates gifts and bequests
from parents to adult children right
down to small estates? People have
fought vigorously from feudal timesto
the present against claims by the state
to redistribute their property on their
deaths. | don’t think the logic of the
C.T.B. will change this attitude, par-
ticularly where near kin are the bene-
ficiaries and even in exchangefor remov-
ing such taxes between spouses. This
attitude may be even stronger among
people with modest estates than those
with very large estates, where what is
left after tax is still alot of money by
most standards.

As has been noted often since the
Report was released, while estate taxes
would be eliminated, total tax, where
amounts over $100,000 were involved
after averaging, could run as high as
75% compared with the top 54% under
the present federal death tax laws. This
would occur where a deemed redlization
of capital gains at death attracted tax at
50%. When this portion of the estate
was received by someone outside the
donor’s family unit and the recipient’s
tax rate was 50% (on amounts over
$100,000) only 25% of the original
amount would be | eft after tax.

From a “buck is a buck” view of
equity there can be no doubt that the
recipient of such receipts obtains an
economic gain which can be put to the
same use as ordinary income receipts.
But if we take a multi-generation view
of the family unit, these receipts take on
adifferent character—they are the sav-
ings of one generation and not additions
to the country’'s “fruit of the tree”
income. They presumably have been

taxed at some previous stage as “fruit
of the tree” income. From a multi-
generation view of family, the taxation
of gifts and inheritances as income can
therefore be viewed as double taxation
as surely as the current method of tax-
ing corporate sourceincome. (The Com-
mission rgects any suggestion that double
taxation isinvolved. But the illustration
it usesis an arm’s length situation not
involving family connection.) Savings
passed along as gifts and inheritances
provide the following generation with a
head start, and many people (and this
seems to be evidenced by the present tax
treatment) are convinced that the state
has at best a limited right to tax such
savings, and only to the extent that the
revenues are essentia for state purposes
and that full freedom from tax on inter-
generation transfers would, after genera
tions, result in intolerable disparities of
wealth and such power as wealth is
presumed to bring.

Also involved is the sentiment that
preservation of savings and capital isin
the national interest and accumulations
should not be discouraged, impeded or
reduced by taxation. “It is immoral to
finance current consumption out of cap-
ital” is perhaps the way thiswould have
been put in Victorian times. The taxa
tion of savings or capital to enable
others, as a result, to be less heavily
taxed and therefore to consume more,
would be considered from this viewpoint
to be damaging to the nation’s future
productive capability (and perhaps even
its morals) particularly if the taxation
required the breakup of going business
concerns. This approach sees accumula
tion of savings and capital as continuing
to retain specia qualities as they pass
from hand to hand. A bit of this senti-
ment seemsto beinvolved in arguments
that capital gains should not be taxed
or should be taxed at special rates. The
C.T.B.’s approach clearly rejects this
type of view.

In some families the multi-generation
concept is particularly strong and each
generation regards its inheritance as
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something received in trust for succeed-
ing generations and feel that their only
moral entitlement is to the “income”
from it during alifetime. This concept,
of course, played a major role in the
past in the development of our and other
western economies. For at one time the
family was perhaps the only institution
with sufficient stability to provide the
continuity required to build industrial
and other business complexes. The ad-
vent of the corporation and stable gov-
ernment ingtitutions capable of surviving
the disruptive effects of the death of
individuals has |essened considerably the
social need for the multi-generation fam-
ily concept. To many people, in fact,
the social need either no longer exists or
is even nowadays a socialy undesirable
concept. The Commission’s proposals
arising from the C.T.B. concept reflect
this latter view to aconsiderably greater
extent than the present tax structure.

The Commission has not, of course,
ignored entirely thisfedling about there
being something specia about giftsand
inheritances. Its Income Adjustment
Accounts, averaging provisionsand life-
time gift allowances (up to $5,000) are
all alleviations from the full impact of
progression.

Compensation

2. Is it fair to tax damage awards,
insurance or workmen's compensation
for permanent disability? It can be
argued that such amounts, even if com-
puted in terms of lost income, are really
payment for a capital loss and that no
gain is being redized. The Commission
would permit such lump sum receiptsto
be used to purchase government annu-
ities. The annuity payments would be
taxed as received, but tax would apply
to the “capital element”. Were a com-
puter to be destroyed, insurance received
to the extent of its depreciated capital
value would not constitute a gain. But
compensation for destruction of ahuman
brain apparently does.® The situation
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arises from the impracticality of assign-
ing a capital value to human beings for
tax purposes.

Mortality Gains

3. Would it be fair, as the Commis-
sion suggests be considered in the future,
to tax the “morality gain”, roughly the
“profit” of life insurance, as ordinary
income to the recipient, say a widow
without at least some alowance for a
“capital loss’ related to the deceased’s
normal life expectancy? Removal of
death duties between husband and
wife could be a harsh illusion if
this occurred. A husband’s only estate
might bejust theinsurance. Such receipts
now bear no tax if the total estate is
within exemption limits of $50,000, or
more, depending on the number of
dependent children or if the policy is not
owned by the deceased. The “capital
loss’ argument can be applied here as
well. The emotional view might be that
as between the government and the sur-
viving spouse it would be unfair to tax
the income source repl acing the deceased
as income. The “buck is a buck”
approach is to regard the receipt as
future income and to point out that the
next-door neighbour would be taxed
more on his ordinary income if such a

receipt “escaped”.
Capital Gains on Homes

4. Would it aways be fair to tax
capital gains on the sale of residences
and farmsin excess of $25,000in alife-
time? A person moving often because
of his job, once past that limit, and
because of inflation in the value of
houses, could find himself taxed at his
top marginal rate on his inflation gain
even though his new home was identica
with and cost the same as his old one.
The problem here arises from the impos-
sihility, for practical reasons, of taxing
gains as they accrue. The person who
does not have to move, gets his capital
gains tax deferred until death. These

3 Some support for the “capital loss” approach suggested here is to be found in The Queen
(In the Right of Ontario) v. Jennings (1966) 57 DLR (2d)(644)—see “Around the Courts”, this

issue [vol. XV, no. 3 (1967)], p. 249.



COMMEMORATING THE JOURNAL, VOLS. 11-20 = 661

gains, incidentaly, if large enough, are
now taxed under estate and succession
duties, if the property is retained until
death.

The Commission provides “roll-overs’
where gains occur from forced disposi-
tions from Acts of God or expropriation.
Inthis narrow situation | have described,
for the person concerned sdlling his
home could well be equivaent to a
forced disposition. Once started, how-
ever, genera roll-overs create sizeable
administrative and other equitable prob-
lems and the result would probably be
that no capital gains tax would ever be
paid until death, or possibly never in
the case of corporations.

Work and Bucks

A more general, and certainly more
difficult, point about equity israised by
the Commission’s judgment that effort,
hardship or working time involved in
obtaining a given level of income is
irrdlevant or impossible to take into
account in determining equity for tax
purposes. | don't agree that such a dif-
ferentiation isirrelevant in equity, but |
must agree with theimpossibility of tak-
ing such factorsinto accountinaC.T.B.,
“buck is a buck” concept or, for that
matter, our present concept of income.

One can approach this from several
levels. It can be argued that it is just
not fair to tax identically the same
amount of dollar income derived from
extralong hours of work asfrom a short
work day or year, or, to take the other
extreme, the same dollar income derived
from investment income for which no
personal labour has been expended. In
the latter case the capital from which the
investment income is derived might of
course be the product of savings from
long hours of work, or may have been
inherited. The British tax system has
long distinguished between earned and
unearned income. The only residue of
this approach in Canada, if we exclude
the question of “double taxation” of cor-
porate profits, is the surtax on invest-

ment income from foreign sources over
acertain amount.

I mputed | ncome

Another approach isto think in terms
of leisure having an “income vaue’
either of itself or as permitting the per-
son having it to have a greater opportu-
nity than the person working long
hours for the same amount of money to
obtain “imputed” income from “do it
yourself” projects.

For example, the university professor
or other person with along vacation may
use it to build a cottage for himself or
to study and add to his capital stock of
learning. Both such theoretical additions
to his economic power would be untaxed
and he would pay the same tax on his
salary earned in eight or ten months as
would the person who earned the same
amount by working twelve months —
perhaps at two jobs, or 12-hour days —
and had no time left to gain tax-free or
imputed income or a“ capital gain” from
do-it-yourself employment or study.

While the Commission at times seems
to make a virtue of its inevitable omis-
sion of this type of imputed or “do-it-
yourself” income, it is more a case of
making avirtue of necessity, a practice
to which most of us are addicted at one
time or another. The failure to distin-
guish dollars on the basis of the effort
involved in obtaining them cuts both
ways and graduated rates accentuate
discrepancies.

The Family Unit and C.T.B.

A number of the equity questions
arise out of acombination of the C.T.B.
and the family unit concept. C.T.B.
income of husbands and wivesisto be
lumped, asisthe C.T.B. income of chil-
dren. This means higher marginal rates
than would be the case if the incomes
were separately taxed. Some of the
results which may be regarded as inequi-
table arise out of including dependent
children in the family unit for tax
purposes.
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1. Isit fair to lump the earnings of
children in excess of $500 a year with
that of their parents, in effect taxing it
at the top rate of the parents? Asa hard
case one thinks of the age-old tradition
of immigrant families where the whole
family works after school and on week-
ends to establish a stake.

2. Is it fair, when the child leaves
the family unit, to tax again at hisincome
rate what he takes with him, particularly
if this consists of his own earnings
already taxed at the unit’s rate? This
would happen if the amount exceeded
the exemption and unless it had been
placed in alow-interest Income Adjust-
ment Account. The same treatment
would apply, of course, to gifts and
inheritances, subject to the lifetime and
small annual gift exemptions. The rea-
sonsthisis recommended flow from the
fact that within the family unit gifts and
transfers would bear no tax. Without
a second tax, inheritances between genera
tions, or earnings which might have
come from father’'s business, might
escape tax or escape the progressive
rates. The Commission labours mightily
throughout to protect the graduated rate
structure. Perhaps this is another
example of hitting the odd man out.

3. Isitfair not to permit theinclusion
of, say, an aged parent in the family unit
where he isin fact dependent and part
of the family unit, or not to permit any
size of support payment to a“predeces-
sor” unit to be deducted from the donor
unit's C.T.B. income providing the reci-
pient unit takes it into his or itsincome?

4. It is fair not to permit, say, two
widowed sistersliving together to form
a family unit for tax purposes (to take
the hardest cast)? Here the loophole
that would worry the Commission would
be the passage of gifts or inheritances
without tax between them. Compared
with the present situation under the
Estate Tax Act the results of such trans-
fers appear harsh. For example, one
sister diesand leaves her $20,000 home,
or other assetsto that value, to her sister
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who earns, say, $8,000 a year. Under
Carter, the surviving sister would take
at least $15,000 into her income. Assum-
ing her employment income remained
level the tax on the gift, after being
spread out over a number of years to
reduce the tax impact, would amount to
some $3,900, or some 18% of the gift.
There would be no federa estate tax
on an inheritance of this size in these
circumstances today.

I've heard some of the horrid and
sometimes amusing possibilities lawyers
have been able to conjure up in connec-
tion with children and the family unit.

(a) Father gives son an asset worth
$1,000. Twenty years later when son is
leaving the family unit it is worth
$10,000. There would be a deemed dis-
position and the $9,000 gain would be
taxed at the unit's marginal rate. The
son then has to take the $10,000 into
his income and pay tax at his margina
rate (subject always to the possihility of
averaging and the $5,000 lifetime gift
allowance of the son). The government
would do very well: $19,000 worth of
tax base is created from an original gift
of $1,000 and no real disposition or sale
has occurred. This would be manufac-
turing income with a vengeance. The
old saying that the law may define
income but cannot create it seems a bit
archaic in this case.

(b) The suitor proposes marriagein the
park: “Darling will you marry me?’;
“Yes, darling”; “But before | give you
this valuable engagement ring since you
are gtill amember of your father’sfamily
unit please execute this declaration of
trust that you are holding the ring for
me. Otherwise your father will have to
pay tax on its value at his top rate and
you will have to pay tax on that amount
again at your marginal rate when you
leave the family unit to marry me.”

The family unit concept, which bol-
sters progression and permitsin alimited
way inter-family transfers without tax
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consequences, is an ingenious one and
fits at many points what | think are the
economic facts of family life. But these
examplesindicate that it produces some
difficult situations which | doubt would
be regarded as fair by many people if
they faced the situations themselves.

| find it difficult to believe the govern-
ment will be able to adopt it, at least in
its present form. Unfortunately a lot of
good features would fall by the wayside
if all of it were rejected. The chief loss
might be the elimination of death taxes
between spouses. But to tighten the law
too much in some of these areas, where
enforcement is difficult or impossible,
would probably turn a number of minor
tax avoidances into tax evasions,; and
this, it seems to me, could have just as
bad an effect on respect for tax law as
the Commission seeks to remedy by
remova of some avoidance routes.

Children’s Tax Credits

Ancther area of interest in connection
with equity isthe Commission’s proposal
for flat tax credits for children instead
of deductions. The reasoning is that
deductions provide more benefit for
those with higher incomes since with a
deduction the tax saving can be related
to the family’stop marginal rate. Where
the deduction is, say, $300 the tax saving
for afamily paying 35% would be $105;
for a family at a 20% rate it would
be $60.

The tax credit proposal seems to me
to be unfair by the Commission’s own
standards. The Commission’s rationale
for progressive rates is that tax should
be paid at a flat or proportionate rate
on “discretionary” income, i.e. income
in excess of “non-discretionary” income
required to maintain one's standard of
living. The key plank in the Commis-
sion’s platform for progression is the
proposition that one's non-discretionary
expenses rise with income but not, of
course, asfast asincome.

If this proposition of the Commission
iscorrect it seemsto meto be only logi-

cal that the non-discretionary cost of
raising children also rises as afamily’s
income rises. To achieve mathematical
equity among families with different
numbers of children would require adif-
ferent rate schedule for families with
different numbers of children; but short
of such a cumbersome approach, the
continued use of deductionsfor children
with the effect | have mentioned would,
it seems to me, be closer to fairness as
described in the Commission’s own rea-
soning elsewhere.

What Alter natives?

| do think all these points illustrate
again that ability to pay, whichis present
in al these cases, does not necessarily
add up to fairness between the indi-
viduals involved and government —
although it can be argued, as does the
Commission, that more equity isachieved
between individuals.

And to each of these points sup-
porters of the Report can quite fairly
ask of those who criticizeit, “ Very well,
what alternatives can you suggest to the
concepts in the Report?’

Unfortunately, to cure some of these
equitable anomalies might require major
revisions in the grand design, athough
in some cases much larger exemptions
could be used to relieve the small tax-
payers. Gifts might be made deductible
for the donor, but this would breach
the “persona consumption” definition
of gifts adopted by the Commission.
| doubt if larger exemptions would
remove the inherent inequity that | feel
exists in some of these situations, no
matter what amount was involved.

The difference between some of what
may be considered unfair anomalies
between the present system and that pro-
posed isthat the former are sins of omis-
sion and the latter of commission (no
pun intended!). As | have noted before,
the C.T.B. grabs all ten taxpayers,
including the one innocent one. The
present system, more by inadvertence
than by design, may sometimes let as
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many as nine go free of tax rather than
catch the one. There are probably cases
under the present system, however,
where the law catches the one and till
lets the nine go free.

But it is this all-embracing nature of
the C.T.B. concept that | think makes
those with an individuaistic point of
view shudder and suggest the C.T.B.—
and thus the Carter Report—is by logic,
inadvertence or design (or abit of each)
too close to Big Brotherism to suit the
Canadian temperament.

Progressive Rates

I might digress for a moment on the
question of progressive rates. As | have
noted the Commission argues that equity
is produced by applying aflat rate tax to
income in excess of a“standard of liv-
ing” exemption (i.e. non-discretionary
income) which gets bigger as income
rises. If equity were the only criterion,
according to the Commission the flat
rate for income in excess of the “exemp-
tion” (i.e. discretionary income) would
be whatever was necessary to produce
the revenue required from the discretion-
ary income availablein the country. The
Commission, however, pegged the rate
at 50% to coincide with the corporate
rate which, in turn, was set with an eye
on U.S. and other corporate rates. It is
also convinced that rates above 50%
have an adverse effect on work and sav-
ings incentives.

The Commission’s attempt at ration-
alizing progression is the best | have
seen. It is interesting to note that it
seems to point out that the only differ-
ence between, on the one hand, those
who, like the late Kenneth Eaton, have
favoured aflat rate tax on top of exemp-
tions, and, on the other hand, the ideo-
logical progessionists, is whether the
exemption should be the same for every
taxpayer or whether it should get larger
asincomes get larger. Both approaches
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can be expressed in graduated rates for
one'stotal income.

The interesting point is that, having
determined the proportionate rate by
the Commission’s method, one can then
re-examine the “package of national
exemptions” represented by the total
amount of “non-discretionary income”,
notionally set aside from the tax base by
the Commission’stheory. If thisamount
were re-allocated among all taxpayers as
aflat exemption it would obvioudy result
indightly larger exemptions or lower tax
for taxpayers with lower incomes. The
bite would be felt by those with incomes
above the exemption line since the pro-
gression would be much “steeper”. It
may be comforting to those who see con-
siderable merit intheflat-rate-flat exemp-
tion technique, in terms of the simplicity
it produces, to know that, given agree-
ment on the proportionate rate to be
used under either approach, a flat
exemption could be more beneficial to
the lowest income earners than what the
Commission proposes.

The Commission’s non-discretionary
income rationale for progression has
been attacked as arbitrary and | think
the Commissioners will admit to this.

One might go further with the Com-
mission’s rationale for progression and
apply it to salestaxes. Applying the non-
discretionary — discretionary approach
it might be argued that the equity fault
in sales taxes could be described in its
not being possible with exemptions to
measure with the same arbitrary preci-
sion the portion of “non-discretionary”
income attributable to a particular family
unit. Were this possible, even by way
of tax credits or rebates, the fact of a
salestax being aflat rate would not seem
to conflict with the Commission’sration-
ale for equity and progression.

One prominent critic, Harvey Brazer*
of the University of Michigan, agrees
in principle with what Ken Eaton used to

4 See article on p. 273 of thisissue [val. XV, no. 3 (1967)].
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say, that rate structures reflect only an
arbitrary fedling of how high they should
be. But Professor Brazer objects to the
rate ceiling proposed by the Commission
because he would prefer a higher top
income tax rate so that sales taxes could
be reduced or removed entirely. He
points, as have others, to British and
U.S. research into the disincentive effects
of high tax rates and disputes the Com-
mission’s conclusions that high rates
impair incentives to work and invest.
(Infact the Commission’s “ supporting”
staff study reaches a conclusion opposite
on this point to that reached in the
Report.)

It is, incidentally, possible to find
some support for the Commission’s
measure of “non-discretionary” income
for incomes up to $10,000. Urban fam-
ily consumption data from the D.B.S.
publication, Urban Family Expenditures,
1959, are not inconsistent with the Com-
mission’s assumptions about non-discre-
tionary income. But the evidence avail-
able does not permit any stronger
factual support.

More Criticisms

Most of the items | have questioned
are in the category of criticism that the
Commission hasgonetoo far initsredis-
tributive, loophole-closing and equity
pursuits.

There are some attacks from the other
direction and we may be hearing more
of them as time goes on.

One is that the Commission should
have pushed further with imputed income
and should have recommended at least
that the imputed rental value of owner-
occupied homes beincluded in the com-
prehensive tax base so as to produce
more equity as between tenants and
home owners. One can imagine how this
would strikeretired people aready strug-
gling to pay property taxes on ther
homes! Of course those who propose
this step would undoubtedly want it com-
bined with reduction or removal of red
property taxes.

And more significant, perhaps, could
be the attacks which may develop
in connection with the integration of the
personal and corporate taxes. People
with a variety of viewpoints about tax
equity—lawyers, accountants and eco-
nomigts in the U.S. and Canada—are
questioning this, and the political people
may follow.

They have a lot of ammunition. It
comes in two related packages — one
marked “ separate entity” and the other
marked “ shifting”.

The separate entity package contains
the body of theory, research and obser-
vation which has defeated in the past
the arguments about doubl e taxation of
corporate profits, justified in the U.S.
theremoval of dividend tax credits; and
supported the British move to a separate
corporate tax. It contends that corpora
tions, at least those widdly held, do have
a separate and rea taxpaying ability
distinct from that of the shareholders.
Shareholders, on the other hand, invest
for dividends and view their return in
terms of payouts rather than pre-tax cor-
porate earnings.

The shifting package is newer. Econo-
mists are far from agreed on the vaidity
of its contents, which indicate that cor-
porate taxes are passed on in higher
pricesfor its products and services, lower
wages to employees, etc. and are not in
fact borne, or at least not entirely, by
the shareholders.

The Carter Report doesn’t pay much
heed to either set of arguments. In its
view the corporation may be adminis-
tratively separate from its shareholders
but for tax purposes it isredly just an
intermediary since only human beings
have taxable capacity. On shifting, the
Commission concludes—asit must from
the first point— that the corporate tax
ends up in prices either by being shifted
forward or, over along run, as aresult
of being borne by the shareholder, in a
reduction in investment and ultimately
in the supply of a company’s goods and
services.
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You can take your pick of the theories
and write severa books about them, as
has already been done. But the focal
point in the attack could be the fact that
integration will benefit shareholdersrela
tive to their present situation, at least
until the economic effects of the changes
work themselves out in changesin share
prices. A smplified view of the change
will curl the hair of those who now
regard our 20% dividend tax credit as
agiveaway tothe“rich” inthat anindi-
vidual with no other income can now
receive some $11,566 in dividends and
not be liable for any tax other than the
Old Age Security levy. Integration, if
viewed from the same angle, produces
more spectacular results since any
amount of dividends can be received
without giving rise to additional tax
liability.

We can expect to hear more examples
than have already been heard of the
effects of integration. For example, A
earns $10,000 salary and after tax has
$8,045 |eft; B gets $10,000 in dividends
and after tax ends up with not just
$10,000 but $14,985.

Combine B’s relative situation with
the argument that the corporate tax
wasn't borne by himin thefirst place but
was passed on to the consumer, and on
top of that add the fact that integration
isfor residents only and therefore unfair
to non-resident shareholders, and you
have the makings of somereal academic,
equity and political arguments.

The Commission looks through the
corporation and says the proper com-
parison is $10,000 wages for A and
$10,000 worth of corporate income in-
cluding goodwill gains payableto B as
a shareholder. The $10,000 of corpo-
rate earnings are taxed initially at 50%.
B gets $5,000 in dividends or alocations
and the tax paid by the company is
credited to him. He gets back the dif-
ference between 50% and what he
would pay on $10,000.
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| should add for good measure that
some academics (and some people in
politics may take up this point aso) who
argue against integration from either
separate entity or shifting grounds do not
necessarily hold with the Commission’s
view that it would be “disastrous’ to tax
capital gains or share gains at full rates
without integration. This view, preva
lent in the U.S., sees nothing inconsist-
ent or economically damaging in tax-
ing corporate profits, including corpo-
rate capital gains, separately, although
perhaps at about 40% instead of about
50%, and taxing personal capital gainsat
full rates and with personal rates going
somewhat higher than 50%.

For these reasons | regard the integra-
tion proposal as the keystone in the
debate about the acceptance of the
Report. If the government is not able to
bring itself to accept full integration a
specid rate for capital gains would be
likely to follow, as would personal rates
in excess of 50%, or at a point lower
than $100,000.

If capital gainsdon't get thefull treat-
ment | doubt if the government could go
for the full treatment of gifts and
bequests, although | also doubt if this
part of the Report could be accepted at
once in any event—it’s just too big a
step from the present system, apart from
the points of equity | have mentioned.

With just these modifications of the
“inner package” we would have some-
thing which would look much more like
Mr. Beauvais’ minority report than that
of the mgjority. And right here it would
be necessary to work out new revenue
calculations and rate schedules, since
such changes would upset the Commis-
sion’s estimates considerably.

And if capital gains and gifts get
special treatment there is even less like-
lihood of welfare payments, unemploy-
ment insurance, veterans' pensions and
the like being made taxable. The value
of subsidiesfor low renta housing should,
by the economic definition of income, be
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brought into the tax base if these other
items are included. But if they stay
out, the non-cash housing subsidies
undoubtedly would too.

If integration for corporations tumbles
it may be impossible to use the full
intermediary concept for trusts, and
co-operatives.

What we would witness if this chain
of events unfoldswould not betheimple-
mentation of the Carter Report but a
number of separate reforms. In the pro-
cessthe tax treatment of the more emo-
tionally sensitive types of receipt or
benefit which the C.T.B. concept would
bring in without hesitation, would be
picked over one by one, or as one strong
supporter of the Report phrased it: “Put

up for grabs’. | don't agree with the
way he put it, but in the end it may ook
to the C.T.B. devotee as if that is what
has happened—every departure or spe-
cial ratewill to him be aloophole or an
inconsistency. To many othersit will be
a process of examining each type of
receipt and deciding on the equitable
and any other merits of whether or not
to include it for income tax purposes.

But because of itslogic and consist-
ency, and despite the way it pinches at
some points, | wouldn’t count the C.T.B.,
family unit or integration out on the first
round of legidation. Like it or not, we
shdll be hearing about these concepts for
years to come, and so will the taxpayers
of other countries.



The Tax Kaedoscope:
Perspectives on Tax Reform in Canada
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Introduction what an economist must consider the treacher-
ous morass of fiscd psychology and philo-
sophy, in order to emphasize a point that
seems to have been lost sight of in many
recent discussions. This point is that tax
reform is much more than an exercise in eco-
nomic analysis or tax technique: it is an
intensely human and socia phenomenon,
which, as we have seen in recent years,
touches many people to the quick, at least in
passing, and provokes them to outraged
defence against what they perceive to be

| do not intend in this paper to discuss the
economic substance of the changes in the
Canadian tax system proposed by the 1969
White Paper and by the Carter Commission.
Others have dready treated this matter com-
petently and at length.t Taking a different and
broader viewpoint, | am instead to consider
these proposals as illustrating certain import-
ant characteristics of tax reform in our time,
in order to put the current furore over the
Whi into pr ive, o S
Suggt;?p; whte:t) EOS\I,O iror?;rsr?sec;s ?s gnn?pf;./ violation of their innermost valu&s_. Joseph
one out of the many constantly changing pat- Schumpeter may have “phrased_ it rather
terns continually produced by the tax kaleido- strongly when he wrote “. .. nqthlng shows
scope. Despite the obvious danger of empty 0 clearly the character of a society and of a
generalization in so broad an approach, this 9|V|I|zat|on as does the fiscal .pc'>I|cy its poli-
long-range look at tax reform serves to reduce tical sector _adopts. .2 But it is surely true
the current tax reform proposdls to what | that few things so clearly reved the naked
regard as their proper dimensions: a needed Pl Of vested interests in any country &s do
and useful, but far from earth-shaking, AtEMPLS to change an existing fiscdl structure.
adjustment in one part of the Canadian tax 12 reforms, like tax systems, thus in a sense
structure. reflect “national character” — one of those
almost meaningless but nevertheless useful

In addition to considering long-run trends  catch-al concepts which even socid scientists
in tax structure, | have aso ventured into  sometimes must use to capture the myriad

* Professor of Economics and Research Associate, Institute for the Quantitative Analysis of
Social and Economic Policy, University of Toronto. The preparation of this paper was made
possible by an Izaak Walton Killam award from the Canada Council. A preliminary version of
some of this material was presented at the Fourth Annual Meeting of the Canadian Economics
Association, Winnipeg, Manitoba, 4 June 1970. | should like to thank John Bossons, John Head,
and John Helliwell, my fellow participants on the C.E.A. panel on tax reform, as well as R. D.
Brown and D. J. Sherbaniuk, for helpful discussions of some of these questions, without in any way
suggesting that any of them would agree with my personal views of the controversial and
vague issues discussed in this paper.

1 See, in particular, Canadian Tax Foundation, Report of Proceedings of Twenty-Second Tax
Conference (Toronto, 1970), on the White Paper (Proposals for Tax Reform (Ottawa, 1969), herein-
after cited as White Paper) and Reports of Proceedings of Nineteenth and Twentieth Tax Con-
ferences (Toronto, 1967 and 1968) on the Carter Report (Report of the Royal Commission on
Taxation (Ottawa, 1966), hereinafter cited as Report). Two other noteworthy symposia on the
Carter Report appeared in the Canadian Journal of Economics, Supplement No. 1 (February
1968) and the National Tax Journal, XXII (March 1969).

)Z.Joseph A. Schumpeter, History of Economic Analysis (New York: Oxford University Press,
1954), 769.
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influences shaping policy and politics that
cannot be neatly separated out and dissected
by conventional analytical tools.?

Whatever the validity of this sweeping gen-
eralization, Schumpeter was surely correct
when he pointed out that depicting a change
in tax policy as the logica implication of such
definitional verities as “horizontal equity” or
“neutrality” is unlikely to convert anyone who
didikes the results of the proposed change in
tax policy. The controversy in Canada since
the publication of the Report of the Royal
Commission on Taxation in 1967 has amply
proved this point. Tax policy does not
simply reflect the resultant of pressures from
opposing interest groups, but neither does it
simply reflect the logical application of eco-
nomic reasoning. Hence tax reform cannot
be understood in economic terms alone. Fur-
ther, change cannot realistically be expected
to come about in the form of the adoption,
once and for al, of some grand compre-
hensively tidy and rational reform package.

Theremainder of this essay sketches briefly
the arguments underlying my conclusions: (1)
that the White Paper tax reforms are, in
long-term perspective, useful but less signifi-
cant for good or, especidly, ill than the more
full-throated participants in the current con-
troversy would appear to believe; (2) that,
far from being the culmination of tax changes
in Canada, these proposals represent only one
stage in an on-going process of tax reform;
and (3) that future tax changes may well
take directions not clearly foreseen in the
Carter Report, in particular towards heavier
reliance on indirect taxes and more use of
benefit taxes. The case for these conclusions
cannot be proved here in any rigorous fashion.

This paper is therefore not a “scienti-
fic” analysis but a speculative essay. Its objec-
tive is rather to provoke a wider-ranging and
deeper discussion of tax reform than has yet
taken place in this country than to provide
definitive answers to the many big questions
raised in the course of the discussion. My pur-
pose is not to criticize the White Paper
reforms (for, as will become clear, | am in
general agreement with their objectives) but
to attempt to descry, abeit necessarily
“through a glass, darkly”, the outline of the
probable next mgjor reform—to preview some
of the rather surprising recommendations that
may appear in the next royal commission
report on the fiscal system—the one that, |
suggest, may be demanded within the next
decade.

The Changing Composition of
Canada’s Tax Structure

The proportion of national income chan-
nelled through government in Canada has
doubled in the last forty years—and quin-
tupled over the last century. Since World
War |1, however, the changes have been con-
siderably less dramatic than this. Not until
1966, for example, did total government taxes
as a percentage of GNP exceed the 27% level
achieved in the War. ... Federa taxes,
indeed, are still lower relative to GNP than
they were even in the 1950s, let alone the
1940s. Although the increase in the total tax
ratio has been especially marked since 1965,
much of this recent increase has been in pro-
vinciad and municipal taxes rather than in
federal taxes. In 1968, for example, federa
taxes constituted only 52% of total taxes,
compared to 58% in 1965 (and 69% in
1950).5

3 See, for an example, Harley H. Hinrichs, A General Theory of Tax Structure Change during
Economic Development (Cambridge, Mass.: The Law School of Harvard University, 1966), ch. 4

on “Tax Structures and Cultural Style”.

4 This statement paraphrases Schumpeter’s views on Irving Fisher’s well-known proposition
that savings should not be subjected to income taxation. (See Joseph A. Schumpeter, Ten Great
Economists: From Marx to Keynes (New York: Oxford University Press, 1965), 229, n. 9.)

5 Unless otherwise specified, all calculations in this section are based on the accompanying

tables and the sources there cited.
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In short, Canada has not in the last twenty
years seen a sharp increase in the relative
importance of federal taxes. Rather, it has
been provincia taxes, and especiadly provin-
cial consumption taxes, that have increased
most strikingly in this period, largely to pay
for increased social expenditures.t? Within
the declining federal share of tax revenues,
however, there has been a marked rise in the
importance of the personal income tax in
recent years—especially over the period from
when the Carter Commission began its delib-
erations in 1963 until the White Paper was
issued at the end of 1969. (Persona income
taxes are also, of course, of increasing relative
importance in provincial revenues.)

The focus of the current tax reform discus-
sion on the federal income tax thus perhaps
reflects less present tax reality than people’'s
perception of taxes and the emphasis on
income taxes in the major recent officia
studies of our tax system, although it
is true that the high income-elasticity of the
income tax ensures it an increasingly impor-
tant role in the Canadian fiscal system. The
adoption of the recommendations in the White
Paper (or the Carter Report) would simply
reinforce the trend for government revenues
in general, and federal revenues in particular,
to become increasingly dependent upon the
income tax.

Carter, the White Paper, and the
Process of Tax Reform

This outcome was considered by the Carter
Commission to be highly desirable, because,
they argued, the personal income tax was the
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only tax that could really be “fair”. Con-
sistent with their view that the main object
of tax reform was to produce a fairer tax
system, the Commission suggested that taxes
on consumption and wealth should “. . . either
be abandoned or integrated with personal
income taxes’.3 Although they drew back
from advocating complete and immediate
abandonment because of their acceptance,
more by assumption than by reasoned argu-
ment, of the “financial responsibility” doctrine
(which led them to allocate consumption taxes
to the provinces and wealth taxes to munici-
palities in their ideal tax structure), the Com-
mission were strongly sympathetic to the idea
that the federal government should itself
gradually ease out of the sales tax field. The
tax system envisaged by the Carter Commis-
sion in the long run, then, was one in which
the relative importance of taxes on consump-
tion and wealth in the tax mix would decline
over time and in which these “second-best”
taxes would more or less disappear com-
pletely from the federal tax mix.*

Fulfilment of this ideal is probably politi-
cally impossible in the present state of federal-
provincia relations. Why should the provinces
accept the proposal that their own revenue
systems should be based on the sales tax when
the Commission tells them it is an inherently
bad tax? “When, furthermore, they are told
sales tax revenues are less responsive to
increases in income than are income taxes?
And when they would bear the political onus
for imposing the highest explicit general retail
sales tax rates ever levied in the world?’1
There thus seems to be no prospect that the

12 The elasticity with respect to GNE of provincial consumption taxes in 1953-65, for example,

was 2.0, and of total provincial own revenues 2.1, compared to an elasticity for total government
revenues of only 1.2. .. . For 1952-65, Robinson and Courchene calculated that the full-employment
growth rate of provincial expenditures was almost twice that of the federal government, with
transfers and subsidies the fastest-growing category of expenditures (T. R. Robinson and T. J.
Courchene, “Fiscal Federalism and Economic Stability: An Examination of Multi-Level Public
Finances in Canada, 1952-1965", Canadian Journal of Economics, Il (May 1969), 184).

13 Report, 111, 35.

14 See, for example, Report, V, 210-11. A somewhat similar view was expressed by Mr. R. B.
Bryce, Deputy Minister of Finance, in testimony on the White Paper: see House of Commons,
Standing Committee on Finance, Trade and Economic Affairs, Minutes of Proceedings and Evi-
dence, No. 30 (7 April 1970), 60-1: also Senate of Canada, Proceedings of the Standing Senate
Committee on Banking, Trade and Commerce, No. 5 (28 January 1970), 16.

;5 R. M. Bird, Sales Taxes and the Carter Report (Don Mills, Ont.: CCH Canadian Ltd.,
1967), 28.
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Royal Commission proposa that the federal
government replace its sales tax by taking
over the provincia income taxes will come
to pass in the near future. Quite apart from
this political problem, | suggest that the tax
system envisaged by the Carter Commission
is probably both psychologically and economi-
caly undesirable in the long run. In the per-
spective of long-term trends in taxation, the
Carter Report looks rather like the war plans
of some generas earlier in this century—
superbly detailed and well thought out, but
for the wrong war.

Having said this, | must at once note that
in my view the Carter Report and—to alesser
extent, because it is a lesser document—the
White Paper are fundamentally correct in
most of what they say. Some very important
battles are still to be fought in the old war
for amore equitable and efficient income tax,
and the current tax reform proposals are gen-
edly wdl conceived in this regpect. Never-
theless, | believe that much of the current
controversy about tax reform in Canada, by
both proponents and opponents of the pro-
posed changes, can fairly be characterized as
looking backward—the opponents with nostal-
gia to the low-tax, small-government world
that will never come again, and the propon-
ents to the incredible perversions and distor-
tions of rationality and fairness that constitute
much of the present tax system. | am, of
course, on the side of the angels of equity and
efficiency in this controversy. But | would
still suggest that, important and desirable as
adoption of most of the White Paper and
Carter reforms is, these proposals constitute
more the essential culmination of the present

phase of tax development in Canada, than the
first wave of the future.

Furthermore, the impact of these tax
changes would almost certainly be less strik-
ing than most current discussion would lead
one to believe. Indeed, one might state as a
generd rule that predicted irreversible social
catastrophes as aresult of tax changes some-
how seldom occur. This fact has not, how-
ever, prevented the usual outcries concerning
the possible disastrous consequences to Canada
of adopting the “radical”, “untested” and
“dangerous’ White Paper reforms or, even
worse, the Carter reforms. Such statements
from representatives of some of the largest
and best-known enterprises in the country
have far outweighed in the media and the
public eye more reasoned appraisals. The
assurances of economiststhat “. . . the vari-
ous prophecies of unmitigated disaster are
simple nonsense,” 16 while in my view entirely
correct in stressing the resilience of the Cana-
dian economy and its ability to absorb much
greater shocks than those entailed by the
adoption of the White Paper (or even the
Carter?”) proposals, seem to have done little
to soothe the savage breast of the taxpayer.
Nor have large segments of the vocal public
received much solace from the arguments of
eminent public finance scholars that “the pro-
posals of the White Paper should be given a
high rating on grounds of equity and fair-
ness,” 18 while the Carter Report constitutes “a
landmark in the annals of taxation”!® and a
“daring and far-sighted” document.2

This obvious gap between professional
opinion and public reaction has led me to
reflect on three topics that have been gener-

16 A. R. Dobell and T. A. Wilson, “The Effects of the White Paper on Saving, Investment, and
Economic Growth”, Report of Proceedings of Twenty-Second Tax Conference, 233.

17 See A. R. Dobell and T. A. Wilson, “Overall Effects of the Proposed Tax Reforms: Savings,
Investment and the Balance of Payments” (with Addendum), Working Paper Series No. 6806,
Institute for the Quantitative Analysis of Social and Economic Policy, University of Toronto

(multilith; 1968).

18 R. A. Musgrave, “White Paper Proposals for the Tax Treatment of Corporate Source
Income”, Report of Proceedings of Twenty-Second Tax Conference, 136.

19 Arnold C. Harberger, “A Landmark in the Annals of Taxation”, Canadian Journal of
Economics, Supplement No. 1, (February 1968), 183-94.

20 Carl S. Shoup, “The White Paper: Accrual Accounting for Capital Gains and Losses”,
Canadian Tax Journal, XVIII, 2 (March-April 1970), 96.
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ally neglected in the current discussion: (1)
the methodology underlying the tax reform
proposals, (2) the desirability of piecemeal
reform, and (3) the importance of fisca
psychology.

The Methodology of the
Tax Reform Proposals

The first point is simply that the proposed
tax reforms are, in essence, based on a par-
ticular set of ethical precepts. However much
positive analysis may be employed to depict
the desirable economic effects of tax changes
designed to accord with such textbook char-
acteristics as “horizontal equity” and “neu-
trality”, to illustrate the divergences between
the present tax system and the “desirable”’ one,
and to quantify the “trade-offs’ between the
assumed objectives, the fact is that the postu-
lated objectives of the reforms derive from a
particular vision of the “good life’.2 The
Carter Commission was clearly aware of the
ethical basis of its recommended reforms, as
shown by its repeated emphasis on “the con-
sensus of informed Canadians’ which it hoped
would support its recommendations.2 My per-
sonal vision of the good life in Canada is
apparently similar to that of the authors of
the Royal Commission Report (and the White
Paper). But this does not mean | can simply
assume the underlying ethical postulatesto be
of such power and cogency that the desira
bility, even the necessity, of the recommended
policy changes cannot be questioned by men
of good will.

While it may be frustrating to the expert
when advice formulated after careful and (he
believes) objective study goes unheeded by
policy-makers, it is not necessarily wrong.
The nature of poaliticsis to reconcile conflict-
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ing interests in order to bring about accept-
able and workable solutions. If the proposed
reforms are not in the first instance designed
to be acceptable, we may therefore be sure
that they will be made acceptable before
being implemented—or very shortly there-
after! A recent example is the government’s
decision to reform the estate tax rather than
to make bequests and gifts taxable as income,
as the Carter Report urged. The reason for
this decision was clearly a different reading
of the socia welfare function: “. . .the gov-
ernment believes the commission carried some
of its arguments to extremes which the Cana-
dian public would not support. One of the
government’s decisions in this regard has
dready been implemented by Parliament in
connection with the estate taxes.” %

Since most economic analysisis, in asense,
based on the assumption that individual pref-
erences differ, there should be nothing surpris-
ing to economists about this obvious proposi-
tion that “tastes’ for tax reform differ also.
The Commission itself noted that the concept
of equity is “peculiarly specific to time and
place”.?* | would go further and argue that
the concept of equity (horizontal and, espe-
cialy, vertical) is also specific to individuals.
Instead of some kind of “consensus’ on the
desired degree of redistribution, for example,
there is inevitably a conflict of values and
interests on this question which can be
resolved only through the political system. It
is naive to believe otherwise. It is thus most
unlikely that there would be any readily dis-
cernible widespread agreement (or “consen-
sus’) on the desirability of a particular set
of reforms. It is the function of palitics to
conciliate our differing interests and to enable
us to live with one another in a tolerable, if

21 This line of argument is elaborated in my “Optimal Tax Policy for a Developing Country:
The Case of Colombia”, Finanzarchiv (N.F.), Band 29, Heft 1 (February 1970), 33-5, following
John G. Head, “Welfare Methodology and the Multi-Branch Budget”, Public Finance, No. 4

(1968), 405-24.

22 See, for example, Report, 11, 10, 17; 111, 5. In John Bossons's elaboration of “The Objec-
tives of Taxation and the Carter Commission Proposals’, Canadian Public Administration, XII
(Summer 1969), 142n., the task of the Commission is similarly implied to be “to determine what
social welfare function expresses the popular consensus”.

23 White Paper, para. 1.8.
24 Report, 11, 17.



COMMEMORATING THE JOURNAL, VOLS. 11-20 = 673

not perfect, fashion. The political system thus
fulfils with respect to the “buying” of tax
reform the role of the market system with
respect to the buying of apples.

This approach suggests that the surprising
thing is not the extent of the differences in
substance between the Carter Report and the
White Paper, and the opposition to both, but
rather the extent of the similarities and the
weakness of the opposition. Assuming | am
correct in my argument that the Royal Com-
mission inevitably based its recommendations
on a quite arbitrary social welfare function,
this similarity may be explained in several
ways. It is possible, for example, that the
Royal Commission was correct in its determi-
nation of “the consensus of informed Cana-
dians’, or at least that it was correct in per-
ceiving the views of the key policy-makers.
More probably, however, what has happened
is that over the last three or four years the
level of misinformation surrounding tax issues
in Canada has been substantially reduced as
a result of the Herculean efforts of the Com-
mission and its staff, so that more Canadians
have become “informed” and have been per-
suaded, as the government clearly has, of the
cogency of many of the Commission’'s main
recommendations.

Further, in such matters familiarity tends to
lead eventually to acceptance. The idea of
taxing capital gains, for instance, has now
been around long enough to overcome people's
deep-seated reluctance to accept rapid changes
in matters which, they think, concern them
intimately and individualy. It seems less
likely that the integration of personal and cor-
porate taxes has yet achieved the requisite
degree of familiarity and acceptance.

A close reading of the proceedings of the
Commons and Senate Committees now con-
sidering the White Paper makes it impossible
to be very optimistic about how genera such
acceptance now is or how deep it goes.

Nevertheless, it seems clear that, while the
ethical approach of the Carter Commission
to tax reform may have initialy alienated
many Canadians who (unlike most econo-
mists) did not share this particular value
framework, the power and clarity of their
argument has, within afew short years, made
this approach much more acceptable to both
government and people than | would have
predicted. The White Paper and the proba-
bility that its main proposals will be enacted
are proof of this acceptability. To one who
believes that rationdlity is better than irra-
tionality, as all academics presumably must
(even these days), if they are in good con-
science, to stay in the university environment,
this is a most optimistic finding: whatever
happens in the way of actual tax change, at
least we have seen that careful policy analysis
can change the character and to some extent
the outcome of the policy process. This has
not always been evident in the past.

This praise, however, is not intended to
suggest that the Royal Commission’s apparent
long-run conception of the evolution of the
Canadian tax system deserves equal accept-
ance and success. Nor does it mean that
either the Commission’s methodology, or,
indeed, the idea of an overal look at the
whole system through the device of periodic
commissions is a particularly good one. It is
open to question whether the search for para-
digms that characterized much of the Carter
Report? is more of a hindrance or a help
to understanding the real world. Simplified
models are often an essential starting point
to begin understanding complex reality, but it
can be very misleading to draw conclusions
from them. Similarly, many of the recurrent
difficulties with tax policy stem from the fact
that the tax system has not been subjected to
the continuous review and evaluation required
to keep it in tune with the changing world.
A comprehensive review every ten, twenty or
fifty years is unlikely to prove an adequate

25 This approach is much more explicit in Bossons, “The Objectives of Taxation”, op. cit (in
fn. 22) than in the Carter Report itself, but it seems fair to say that much of the Commission’s

work can be similarly characterized.
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substitute for the needed piecemeal and gra-
dual adjustmentsin any fiscal structure.

The Desirability of Piecemeal Reforms

From the present point of view, one of the
most significant differences between the Carter
Report and the White Paper is not the differ-
ent form of integration or the proposed taxa-
tion of some unrealized capital gains in the
latter—interesting though it is to discuss such
points®—but rather that the White Paper is
concerned with reforms only in one part,
abeit amaor part, of the federal income tax
system. It is true that the scope of the Carter
Report was also considerably limited by the
exclusion of both provincia and municipal
taxes and public expenditures. Nevertheless,
the Royal Commission was much more ambi-
tious than the White Paper in proposing a
comprehensive reform of all federal taxes
(except customs duties and excise duties).

No one would have expected so ambitious
a reform package to be quickly and com-
pletely accepted, and it was not. First, the
government introduced a substantial revision
in the estate taxes (contrary to Carter?’).
Then it revised considerably the taxation of
banks and insurance companies (more or less
as proposed by Carter). The White Paper
may be considered the third step in this pro-
cess. That it is not the final step is suggested
by the references in the White Paper itself to
further studies and perhaps proposals con-
cerning the family unit® (an important Carter
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proposal), capital cost allowances?® con-
sumption taxes® and (presumably) tax
administration.3!

One reason that has been offered in defence
of this piecemeal approach to tax reform is
that limited staff resources have precluded
doing more® To anyone aware of the tre-
mendous burden placed on a very few people
in the tax policy division of the Department
of Finance, this point is clearly valid. | would
go further, however, and argue that not only
is this piecemeal approach necessary for
practical reasons, but it is aso desirable in
principle. That is, a piecemeal tax reform
such as that which we are now undergoing is,
despite its conceptua untidiness, to be wel-
comed rather than attacked, as it has been
by fiscal purists, over-enthusiastic reform-
mongers, and perhaps some who have not
thought the issue through.

This proposition is based on both a theore-
tical argument and a political assessment. The
latter is simply that a political system can
absorb only so much policy change at any
one time without serious fracture, particu-
larly with respect to tax reform which in the
nature of things engenders few supporters and
many opponents. (Those whose tax burdens
are lightened by the reform will take it as
merely a delayed and inadeguate recognition
of their specia circumstances, while those
whose burdens are increased can never be
persuaded that theincrease s justified.) Major
changes in tax systems therefore usually take
place only in times of acute fiscal crisis, such

26 See, for example, Shoup, “The White Paper”, op. cit (in fn. 20); and John Bossons, “The
Impact of Tax Rates on the Effect of Tax Reform”, Report of Proceedings of Twenty-Second Tax

Conference, 26-59.

27 The Royal Commission had urged that gifts and bequests be taxed like any other income
under the income tax (Report, II1, ch. 17). In freeing spouses from tax on most transfers from
the other spouse, however, the government’'s amendments appear to reflect at least in part the

Commission’s reasoning on the family unit.
28 White Paper, para. 2.5.
29 1bid., para. 5.14.
30 |bid., para. 1.19.

31 Passage of the White Paper proposals will clearly call for some changes in the administra-
tive structure. In addition, the Minister of Justice has already introduced in the House of
Commons legislation intended to replace the Tax Appeal Board by a new, less formal agency, to
be called the Tax Review Board (Toronto Globe and Mail, 23 May 1970 and 13 August 1970).

32 The Minister of Finance, Mr. Benson, in House of Commons, Standing Committee on
Finance, Minutes and Proceedings, No. 12 (5 January 1970), 57.
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as wars or depressions.® Ordinarily, even in
times of constant upward pressure on expendi-
tures (such as now), tax changes normally
take place only incrementally—the introduc-
tion of anew low-rate tax here, a base change
there, and rate changes everywhere. The evo-
lution of the provincial finances in the last
decade well illustrates this proposition.®* A
glance at the personal income tax return with
its “Temporary Surtax” and its “Old Age
Security and Social Development Tax” sug-
gests that a similar process is not unknown
at the federal level. The practical reasons for
this mode of proceeding seem as relevant for
the future as they have been in the past, so
there is no reason to expect an abrupt switch
to a holistic approach to tax reform.3

There are aso good theoretical reasons,
apart from the limitations of our collective
political digestion, to support a continued
piecemeal approach to tax reform. One such
reason is the effort involved in obtaining
information and reaching a decision. Given
our finite intelligence, there is, | think, good
reason to expect that introducing an element
of “digointedness’ into the tax reform pro-
cess by considering only a part of the system
at a time will enable us in general to reach
more satisfactory decisions, by placing the

dimensions of the problem more within the
limitations of our communicating and
information-absorbing abilities.3® Rationality
isin fact generally aided by the subdivision
of problems into manageable parts, so long as
the relevant ramifications of the change
throughout our complex economic and social
system are adequately taken into account (for
example, through models such as those
developed for the Royal Commission, and
similar aids to thought). In practice, policy-
making is amost invariably a never-ending
process of nibbles rather than a once-for-al
resolution of some important question. This
sequential process has severa important
advantages: it gives our limited intelligences
a reasonable chance to consider the effects of
particular measures, it gives us a second
chance to take remedia action if something
does not work out quite the way we expected
it to; and it allows us to incorporate into
later measures feedback from the constitu-
ency our policy is intended to serve, thus
focusing policy mainly on correcting per-
ceived wrongs rather than on the much more
controversial task of establishing future
norms.

This sequential approach to policy, far from
being inherently deficient compared to the

33 For example, a federal sales tax was first introduced in Canada in 1920 to cope with the

large postwar deficits and the strong resistance to increases in the relatively new income tax. It
was kept on because of the revenue needs arising from the depression. A similar path was followed
in the provinces, with Alberta, Saskatchewan, and Quebec all imposing sales taxes to cope with
financial crises before World War Il (though the Alberta tax was soon removed). After the war,
rising expenditure needs forced province after province to introduce a sales tax. See John F. Due,
Sales Taxation (Urbana: University of Illinois Press, 1957), ch. 8 and 13, and also his Provincial
Sales Taxes (rev. ed.; Toronto: Canadian Tax Foundation, 1964). The conversion of the personal
income tax to a mass tax during World War |1 provides another instance of crisis-induced change
in the Canadian tax structure.

34 This subject has not yet received the careful study it deserves, although much relevant
information may be found in Canadian Tax Foundation, Provincial Finances 1969 (Toronto, 1969),
and earlier issues of this biennial publication. New Brunswick’s retail sales tax, for example,
rose from 3% in 1962 to 6% in 1967 to 8% in 1969; Ontario’'s gasoline tax from 13¢ per gallon in
1962 to 18¢ in 1969; Quebec introduced new taxes on hotel rooms and telecommunications; and
so on and on.

35 Whether a holistic or a piecemeal approach is more advisable as a tactical matter depends
on the prevailing circumstances. Sometimes a more radical approach (for example, the White
Paper proposal to tax some accrued gains every five years) may make a less drastic, but still
radical approach (taxation of deemed gains at death) more acceptable than it otherwise would
be. But as a rule it would appear that dramatic breaks with the existing system are more likely
to generate tension than to produce acceptable solutions immediately.

36 See Charles E. Lindblom, The Policy-Making Process (Englewood Cliffs, N.J.: Prentice-Hall,
1969). See also Herbert Simon, Administrative Behavior (2nd ed.; New York: The Free Press,
1957) for similar ideas in a different context. A general philosophical argument against holistic
planning of reforms may be found in K. R. Popper, The Poverty of Historicism (London: Rout-
ledge & Kegan Paul, 1957).
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holigtic, comprehensive approach favoured by
most would-be reformers, thus actualy
improves our chances of making good policy
decisions in the face of the constantly-chang-
ing interdependent complexity of modern
social and economic redlities. As Charles
Lindblom put it: “. . . analytical methods can-
not be restricted to tidy scholarly procedures.
The piecemealing, remedial incrementalist or
satisficer may not look like an heroic figure.
He is nevertheless a shrewd, resourceful prob-
lem-solver who is wrestling bravely with a
universe he is wise enough to know is too
big for him.”3” Unless, therefore, one has
much more faith than | do in the wisdom
and foresight of any conceivable person or
group, the piecemeal approach is not only the
necessary tactical approach to implementing
even large changes, but it is aso, athough
messy, usualy the best way we have to be
even partly sure the changes we implement
will bethe “right” ones.3

This line of reasoning argues for changing
only a few at a time of the many policy
instruments constituting the tax system. It
should not be interpreted as a pleafor partial-
equilibrium as opposed to general-equilibrium
analysis, for, so far as possible, the total
effects of each partial measure should clearly
be taken into account. In this sense, then, the
White Paper approach to tax reform is to be
preferred to the Carter approach, taking the
former to be incremental (although admit-
tedly involving a rather large increment!),
and the latter to mean everything should be
changed at once—though it seems clear that
the authors of the Report did not really
intend it to be taken this way.

Not only is tax reform inevitably a piece-
meal process from the nature of the problems
and the political and human resources avail-
able to deal with them, but it is also a con-
tinua process. Even if some grand once-for-
al reform scheme were adopted, it would
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probably soon have to be atered. Circum-
stances change, and policies must change with
them. No tax system can long remain the
optimal system for any country in a changing
world. The Carter Report, if one accepts
its value judgments, may well have depicted
the optimal tax system for Canada in 1965.
It istill, in my opinion, largely valid in 1970.
But it is unlikely to handle adequately the
problems of 1980 and almost certain, | would
argue, to be wrong for 1990. The kaleido-
scope is turning continually, and the appro-
priate pattern of tax legislation must shift too.

In Canada in the circumstances of the
1960s, then, the Royal Commission on Taxa
tion served an essential function in standing
back and taking a much-needed look at the
federal tax system as a whole. The results of
this look remain invaluable to would-be tax
reformers today, but they do not constitute
a ready-made comprehensive reform. At most,
the Carter Report provides a set of objectives
towards which piecemeal reforms may, if
policy-makers desire, be directed. This is
what, in broad terms, the government may
perhaps be said to be doing with the series
of proposals of which the White Paper is as
yet the most important.

Being a royal commission, moreover, the
Carter Commission could at most teke into
account tax reality only at a particular point
in time. It aso suffered in a sense from its
own virtue of not being an overtly political
body, since, as already argued, tax reform
is an eminently political process. The White
Paper from this point of view thus has the
important advantage of being not only piece-
meal but also political. In particular, it is
political in an open and innovative fashion
previoudy unfamiliar in Canada, where tax
legidation has heretofore generally been con-
ceived and brought to fruition out of public
view. Thisis a most commendable change in
terms of both my personal values and theore-
tical argument.

37 Lindblom, op. cit. (in fn. 36), 27.

38 This argument is, of course, quite different from the usual arguments heard from affected
taxpayers about the need for business certainty. Why, in this world of upsets, taxes alone must
remain unchanged in order to permit businesses to plan ahead has never been clear to me.
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Unless the preferences of all Canadians for
tax reform are identical, those in the minority
on any issue are subject to what may be
called a“political externality” when their pre-
ferences are overridden by the magjority. The
more heterogeneous the population in this
respect, the larger the proportion of it that
has to be involved in the decision-making pro-
cess in order to reduce by a given amount the
“cost” of decisions, in terms of the political
externalities created. Of course, the more
people involved the greater the cost of reach-
ing adecision islikely to be, in terms of time
and effort involved.® This consideration again
pointsto the advisability of limiting the issues
to be debated at any one time. The White
Paper approach of prolonged and open public
discussion is in this sense clearly superior to
the old approach in which tax changesin vir-
tualy their final form were presented to a
startled public. It is true that nothing new
is likely to be added to knowledge by the
present lengthy discussions, but there is never-
theless a clear political gain (if not neces-
sarily in party terms®) in this mode of pro-
ceeding. Furthermore, as aready noted, the
feedback produced by open and prolonged
discussion will probably, despite al the obvi-
ous problems of representativeness, delay,
uncertainty, and so on, help produce a bet-
ter change in the end—unless, that is, one is
so firmly convinced that one has the “right”
answer in the first place that one considers
al this loud and messy procedure quite
unnecessary.4

The propensity of the expert to view his
particular subject as a whole, while ignoring

most of the complex and changing reality
facing political decision-makers, thus provides
a reason additional to differences in value
systems, explaining why governments seldom
do what experts think they should do, and
why the public sometimes seems unable to
see obvious truth even when writ large and
in plain English. | have suggested in this
section that frustrating the understandable
wish of tax experts, Ministers of Finance*
and provincia governments® to clean up
the subject of tax reform once and for all
is probably not only a necessary but a desir-
able course of action.

Taxes, Expenditures, and the Future

Taxes have increased in recent years
because expenditures have increased. While
forecasting is a treacherous art, | think there
isastrong probability that government spend-
ing as a proportion of national income will
continue to rise over the next decade in Can-
ada, although there is no reason why the rate
of expansion should be particularly smooth
from year to year, for the future, like the
past, will presumably be made up of a series
of discrete events. Expenditures will con-
tinue to rise because of the continuing
increase in the population and its concentra-
tion in ever-larger urban agglomerates, the
continuing substitution of public for private
expenditures on health services, and the prob-
able adoption in the near future of more
comprehensive socia welfare measures than
now exist. The new expenditures arising from
these developments, added to the constant
incremental upward pressure on al existing

39 See James M. Buchanan and Gordon Tulloch, The Calculus of Consent (Ann Arbor: Uni-
versity of Michigan Press, 1962), ch. 6, for an interesting discussion of this analysis.

40 There would appear to be no apparent political gain in terms of electoral support to the
governing party from permitting more open discussion of its proposed policies, unless the

electorate is really exceptionally enlightened.

41 The first try at any new mode of procedure is unlikely to be too successful. Neither the

relationship of the government to the parliamentary committees nor that of the committees to
their staffs has yet been worked out very well within the Canadian parliamentary framework
(see the discussion in House of Commons, Standing Committee on Finance, Minutes and Pro-
ceedings, No. 12 (15 January 1970), 67-70) It is thus to be hoped future hearings of this sort may
l;e more productive of useful information and opinion than some of those on the White Paper have
een.

42 Mr. Benson, ibid., 54.

43 See Ontario Proposals for Tax Reform in Canada (Toronto: Department of Treasury and
Economics, 1970), 7.
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spending programs due to the normal work-
ings of the bureaucracy and the political sys-
tem should suffice to bring about the pre-
dicted result of an increase in the relative size
of government.*

Furthermore, for government as a whole—
though not necessarily for each sub-national
government individually—the bulk of the evi-
denceisthat the revenue cloth can and will be
stretched to fit the pattern of the expenditure
coat for some years to come, at least in an
organized state like Canada with an adaptable
administrative machine. Unlike poor countries,
in which it appears that the level of govern-
ment expenditures depends chiefly upon the
availability of suitable tax bases, in developed
countries it appears that the direction of
causation is, as a rule, reversed and that the
demand for government servicesis an import-
ant determinant of the level of taxation.*
There are, of course, occasions on which what
may be caled “revenue-induced spending”
occurs,* but the general rule is that expendi-
tures lead revenues, and not the converse.

There may well be some critical “limit” to
this expansion of government, after which the
character of the economy will either change
beyond recognition or else the revenue con-
straint will, through the economic and psycho-
logical effects of increased taxation, operate
to check the expansion of the public sector.4
But in my opinion Canada is not near any
such breaking-point now, nor does it seem
likely to reach one in the immediate future—
at least not if the tax system is changed as |
suggest below it probably will be.
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The lmportance of Fiscal Psychology

The probable continued pressure of expendi-
tures on revenues reinforces a point that has
impressed on me the importance of fisca
psychology. In brief, it can be argued that
the increasing weight of taxation resulting
from rising expenditures and inflation, when
combined with the publicity attendant on the
recent proposals for tax reform, has greatly
increased peopl€’s sensitivity to tax questions.
The “beneficiaries” of this increased tax
sensitivity have not necessarily been those
taxes that have in fact grown most: instead,
resentment tends to be focused on those taxes
that people are most aware of—for example,
the personal income tax and the property tax.
When people feel pressure from generaly
increasing taxation they tend to react most
adversely to those taxes of which they are
most aware, whether or not these are in fact
the taxes that have increased.

An example of such a “fiscal illusion” was
the extent of the furore caused by the recent
revisions in the federal estate tax. Less than
5% of Canadian taxpayers are affected by
death taxes, and even for many of this select
group, the beneficia effects of the revisions
(notably the full exemption of transfers to
spouses) would seem at least as great as, if
not greater than, their harmful effects. The
particular problems of family businesses and
farms, which received so much publicity at the
time, were in fact only marginally affected
by the changes, despite the rate increases,
since most of the difficulties alluded to in the
discussion already existed in the unreformed
tax. Certainly in terms of their economic
effects on the national well-being, the estate

44 This paragraph summarizes some conclusions from the much lengthier discussion in my
Growth of Government Spending, especially ch. 6 and 10, to which readers are referred if they find
the argument hard to swallow. See also Economic Council of Canada, Sixth Annual Review:
Perspective 1975 (Ottawa: Queen’s Printer, 1969), ch. 3.

45 See Hinrichs, op. cit (in fn. 3); and Jorgen Lotz and Elliott R. Morss, “Measuring ‘Tax
Effort’ in Developing Countries”, |.M.F. Staff Papers, XIV (November 1967), 478-97, for some

evidence bearing on this point.

46 This term is taken from Ontario Proposals for Tax Reform, op. cit. (in fn. 43), 13.

47 The traditional “tax limits”

literature is summarized in Bird, Growth of Government

Spending, ch. 6. For two particularly interesting recent discussions, see Carl S. Shoup, Public
Finance (Chicago: Aldine, 1969), 497-8, and Amotz Morag, On Taxes and Inflation (New York:
Random House, 1965), ch. 1.
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tax changes were unimportant.*® Much of the
upset at the time was thus probably due more
to the shock of recognition that we must all
some time die—and pay taxes—than to any
particular aspect of the actual changes made.
In any event, the entire episode serves to
illustrate the importance of fiscal psychology
as well as economic fact in the design, pre-
sentation, and implementation of tax reforms.

That the government itself is not unaware
of the importance of fiscal illusion in selling
tax changes is suggested by the increase in
personal exemptions proposed in the White
Paper. In the rather laboured official paper
defending the costly use of increased exemp-
tions instead of the tax credit approach
recommended by the Carter Report, the only
argument not mentioned is what may well
have been the decisive one—that exemptions
look a lot bigger.# Similarly, some of the
likely retreats on the form of capital gains tax
proposed in the White Paper may fairly be
said to reflect awareness of the costs of tax-
payer irritation rather than technical or eco-
nomic problems.s®

Considerations such as these raise a whole
range of issues on how people perceive the
tax system and how their perception affects
(or should affect) the tax reforms put for-
ward. For instance, the Carter Report rejected

the strong case for cumulative lifetime averag-
ing,% and the White Paper rejected even the
less drastic recommendations for extended
averaging put forward by the Commission.52
Various reasons were given for these posi-
tions, one of which was that taxpayers would
find it hard to understand complicated aver-
aging systems. To this comment, one can only
ask: do taxpayers understand most of the
things now appearing on tax returns? and
does it matter whether they understand?

Space precludes further exploration of the
important questions raised here about the
significance in designing tax reforms of taking
into account such intangibles as tax tension,
tax sengitivity, tax consciousness, tax aware-
ness, tax visibility, tax illusion, and tax anes-
thesia—to use a string of words found in the
scanty literature on the subject3—but it
is important to be clear what the issues are.
Are people aware of the cost of government?
Will they be less willing to “buy” more pub-
lic services when the tax price to them is, if
not raised, then made more obvious? |Is there
some threshold of tax sensibility? Are hid-
den taxes, such as the present federal sales
tax, undemocratic? Are they necessary any-
way? In short, is greater taxpayer awareness a
positive good, as the Carter Commission
argued,® or irrelevant or even harmful, as
others would have it?* These are basic poli-

48 |n part, what the discussion may have reflected is that many Canadians have a dynastic

conception of the family. They do not agree with the traditional wealth-redistributing objective
of a separate death tax—which has long been the tax thought to have less economically adverse
effects than any other feasible tax. A similar lack of interest in the alleged egalitarian objectives
of this fiscal instrument is reflected in the many current suggestions that bequests out of capital
gains should not be subject to death tax.

49 See Department of Finance News Release, No. 70-28. For effective critiques of the official
position, see Bossons, “The Impact of Tax Rates,” op. cit. (in fn. 26), 31-3, and T. R. Robinson,
“The Treatment of Dependants under the Personal Income Tax”, Canadian Tax Journal, XVIII, 1
(January-February 1970), 44-7.

50 Examples may be the treatment of capital gains at death and on owner-occupied houses.

51 Report, 111, ch. 13.

52 White Paper, para. 2.55.

53 An interesting brief discussion of some of these issues may be found in Shoup, Public
Finance, 37. See also James M. Buchanan, Public Finance in Democratic Process (Chapel Hill, N.C.:
University of North Carolina Press, 1967), ch. 10; Carl S. Shoup, “Tax Tension and the British
Fiscal System”, National Tax Journal, X1V (March 1961), 1-40: Robin Barlow, Harvey E. Brazer
and James N. Morgan, Economic Behavior of the Affluent (Washington, D.C.: The Brookings
Institution), ch. 11.

54 Report, V, 36.

55 A. Kenneth Eaton, in Essays in Taxation (Toronto: Canadian Tax Foundation, 1966), 88,
argues that the open or hidden nature of taxes is irrelevant, while Morag, in On Taxes and
Inflation, 116-17, suggests that hidden taxes are better on both psychological and economic grounds.
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tical issues, which can presumably be resolved
only through the political process.®

The point | want to make here is simply
that these intangibles matter in designing,
appraising, and implementing tax reforms, and
that they are likely to matter still more in
the future because the weight of taxes in the
national income is amost certain to continue
to increase. As Amotz Morag put it, “an
important factor in the redlities of the limits
of taxation are the psychic costs of paying
tax, costs which politicians will carefully heed
because they are clearly relevant to the
prospects of re-election. Economists should
heed them too.”s"—especially, | would sug-
gest, when it comes to designing atax reform.

These intangible constraints to increasing
income tax rates might be expected to become
more important as the rates applicable to the
bulk of the taxpaying population rise, as they
must to cope with the increased expenditures
that | have argued lie in our future. There
may soon come a point at which the side
effects on taxpayer attitudes of increased tax
rates may come to outweigh in politica
importance the need for increased revenues,
at least so long as major relianceis still placed
on an income tax of our present type.5a By
dleviating some of the grosser inequities of
the present income tax, the White Paper
reforms should relieve some of the current
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tax tension and hence postpone any such day
of reckoning, but the rising needs of public-
sector finances suggest that the postponement
may not be for too long.

Scandinavian Parallels

One way to take a look at the future is to
consider a situation in which what may well
be our future is aready past. The usual Cana-
dian practice in this regard is to look south-
ward. | have instead chosen to look east-
ward (though not too far!) to Scandinavia,
for, as many distinguished American com-
mentators have correctly assured us in
recent years, our tax reform discussion (if not
yet practice) is aready far ahead of that in
the United States. | am well aware of the
hazards of international tax comparisons, that
favourite refuge of knaves and fools in tax
reforms discussions. Recent trends in Scandi-
navia, however, are so interesting, and, to my
mind, so illuminating, as to encourage me to
venture these few remarks regardless of the
company in which | may inadvertently find
myself as aresullt.

There are thus at least four interesting
characteristics of the Norwegian tax system
as compared to the Canadian: (1) the higher
level of taxes relative to GNP; (2) the higher
level of income taxes relative to GNP;* (3)
the much greater importance of benefit taxes;

56 A related argument which I cannot discuss at length here is Bossons's contention in “The

Impact of Tax Rates”, op. cit. (in fn. 26), 49, that an advantage of a comprehensive inflation
adjustment mechanism in the tax structure would be to improve the rationality of political deci-
sions by making the trade-off between costs and benefits more explicit.

It seems unlikely that differences in people’s knowledge of taxes will have much effect on
the rationality of government expenditures. In any event, as will become clear from the subse-
quent discussion, much the same objective can perhaps be achieved less painfully by separating
the basic proportional (income and consumption) tax rates from the steeply progressive (income
and net wealth) tax rates. The latter, | agree, should ideally be “inflation-proofed”, for example,
as suggested by Bossons, in ibid., 48-9, or by John Helliwell, in “Inflation and Tax Reform”,
Canadian Tax Journal, XVIII, 2 (March-April 1970), 129-30.

A simple shift to an inflation adjustment in the mass income tax as proposed by these
authors might well precipitate the shift to consumption taxes predicted below by removing the
element of illusion which has heretofore made increased income tax yields politically feasible. It
is thus an open question whether the Canadian electorate is sophisticated enough to stand open
taxation at the effective rates we are now paying, let alone those which will be levied in a few
years.

57 Morag. op. cit. (in fn. 47), 21.

572 For some justification of the view that the public sector is as likely to be “too little” as “too
big” relative to the true (and unknowable) desire of citizens, see text at note 95 below.

59 |t should be noted that the “income” tax in Norway includes a progressive net wealth tax
at rates of up to nearly 2%. Municipalities are financed mainly through substantial proportional
income and net wealth taxes. Sweden’s direct tax system has similar characteristics.
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and (4) the shift to indirect taxes. | suggest
that these features are closely related and
that the Canadian tax structure may well tend
to ater to a similar pattern as the level of
total taxesrelative to GNP continues to rise.

It may be noted parenthetically that two
recent authors interpreted the Carter Report
itself as having recognized the essentialy
transitory perfection of its reform program.

Twentieth century Swedish tax develop-
ments may, indeed, show more similarity
to the Carter pattern than difference.
The progressive income tax is the tax to
be preferred (Sweden since the early
years of the century). When income tax
rates cannot be increased further to meet
rising needs for revenue, so that a genera
sales tax must also be used, the retail
sales tax is to be preferred as the best
form of sales tax — so long as rates
remain moderate (Sweden, 1960 to 1968).
At high rates, the value-added tax may be
a better form of sales tax.62

Although this quotation in part appears to
misinterpret the Carter Report (where the
declining importance of the sales tax in the
tax mix is clearly seen as desirable), it
accords with my own views on the probable
future pattern of events.

At present, while the persona income tax
has become increasingly important in Canada
in recent years, is still has some distance to
go to reach the level and importance of its

Scandinavian counterparts. The White Paper
would move it closer to their level, and,
indeed, well beyond in such key respects as
the degree of integration and the taxation of
capital gains.%® These reforms are thus, on
the whole, not only commendable as improv-
ing horizontal equity and neutrality, but also
necessary to bring the present Canadian tax
system, which as we have seen till relies
heavily on largely regressive consumption and
wealth taxes,® up to a reputable standard—
at least according to my values, which are
more or less the same as the Carter
Commission’s.

Suggestions that Canada should consider
adopting a heavy national value-added tax
right now thus seem to me to be quite mis-
conceived: what we need now is the better
income tax proposed in the White Paper.®
Nevertheless, in adightly longer run | believe
the shape of the Canadian tax system may
well come more to resemble that of Sweden
today than the vision of the ideal overriding
al-encompassing personal tax on income that
shines through the pages of the Carter Report
—if not so clearly in the more pragmatic
White Paper. | shal now offer a few reasons
for this conclusion.

The Coming Shift to I ndirect Taxes

The pressures for rising government
expenditure mean that the pressure on the tax
system will increase too. In this connection
the Scandinavian experience is particularly

62 [Martin Norr and Niles G. Hornhammar,
Review, LXX (March 1970), 391.]

“The Value-Added Tax in Sweden”, Columbia Law

63 |t should be remembered, however, that Sweden and Norway have substantial net wealth
taxes which somewhat offset their considerably more lenient treatment of capital gains (especially

in Norway).

Incidentally, the White Paper is seriously deficient in not proposing to tax all accrued gains at

death: in addition to the obvious inequity of this treatment, it has long been known that pre-
cisely this failing is the major reason for the marked “lock-in” effect of the U.S. tax (see, for
example, Charles C. Holt and John P. Shelton, “The Lock-in Effect of the Capital Gains Tax”,
National Tax Journal, XV (December 1962), 337-52). Carry-over of basis is a completely unsatis-
factory alternative whose economic effects are adverse in every relevant way: see Martin David,
Alternative Approaches to Capital Gains Taxation (Washington: The Brookings Institution, 1968),
ch. 7.

64 The regressivity of these taxes is depicted in W. Irwin Gillespie, The Incidence of Taxes
and Public Expenditures in The Canadian Economy, Studies of the Royal Commission on Taxa-
tion, Number 2 (Ottawa: Queen’s Printer, 1966).

65 The balance-of-payments reasons often alleged to urge the substitution of a value-added
tax for the income tax are particularly specious. A brief summary of the case for and against
this tax substitution may be found in an editorial in the Globe and Mail of 30 December 1969,
and my letter in response (ibid., 2 January 1970).



682 = CANADIAN TAX JOURNAL / REVUE FISCALE CANADIENNE

suggestive, for it reflects the reaction of what
are generally considered to be progressive
social democratic states (although Norway in
the last few years has been governed by a
non-socialist coalition) to similar pressures.
The marginal and average tax ratesin Sweden
and Norway, for example, are among the
highest in the world on earned incomes at
most levels,® except for the very highest
incomes, on which the United Kingdom takes
the lead in terms of effective rates and Can-
ada and (until its recent reform) the United
States are higher in terms of nominal margi-
nal rates. But Swedes and Norwegians with
incomes of $5,000 to $20,000 probably pay
about the highest marginal and effective
income tax rates in the world. As money
incomes have increased fourfold in the last
twenty years, the highly progressive rate
structure (which includes an average 20%
proportional local income tax) came to bear
more and more heavily on more and more
Swedes. The result of this increased tax pres-
sure is that no participant in the current tax
reform discussion in Sweden, whether on the
left or the right of the political spectrum, pro-
posed any aternative to heavier reliance on
indirect taxes. there was unanimity that
income taxes had gone as high as they
could.®” The reasoning behind the recent Nor-
wegian reform appears to have been very
similar.®

| suggest that a situation much like the
current one in Scandinavia may well emerge
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in Canada after, say, the mid-1970s,
once a tax system more or less along White
Paper lines has been introduced and has been
in operation for a few years. Because the tax
base proposed in the White Paper is (quite
correctly) more comprehensive than that in
Scandinavia, the marginal rates of income tax
should remain somewhat lower here and
hence be more bearable. Nevertheless, the
resistance to increasing tax rates on this
broader base can be expected to be fierce.®

Most taxes in all economically developed
countries are in fact paid by ordinary salaried
employees and wage-earners. In Canada, for
example, 74% of income tax in 1966 was
paid by the 3.4 million taxpayers with
reported incomes of between $4,000 and
$25,000; only 5% came from those with
reported incomes of $50,000 or more™ A
very rough estimate is that the same income
groups are aso the source of about three-
fourths of all tax revenues.”* No conceivable
changes in income distribution or tax policy
seem likely to alter this central fact in the next
few decades.

The long-run tax policy problem from the
administrative point of view is thus how best
to extract the needed sum from this mass of
income recipients without unduly adverse
effects. | am simply suggesting that, after
some point, sales taxes probably become a
more acceptable technique of extraction than
further increases in income taxes and that, if
the White Paper proposals are adopted—as

66 See Richard Musgrave, Fiscal Systems (New Haven and London: Yale University Press,

1969), 180-8; Lee Soltow, “Norwegian and United States Tax Rates and the Distribution of
Income”, National Tax Journal, XVI (June 1963), 200-5. It is, of course, true that the lack of
effective taxation of long-term capital gains enables many wealthy people to escape these high
rates to a large extent.

67 See Norr and Hornhammar, op. cit. (in fn. [62]), 382-7.

68 “ .. The Ministry considers it highly desirable to reduce the amount of direct income
taxation. This tax form seems now to be excessively utilized, considering its inevitable draw-
backs. Important advantages would be attained by a reduction of the marginal rate of taxation
over a broad range of the income scale” (Ministry of Finance, “The Norwegian Government’s Pro-
posal for a Reform of the Tax System as from 1st January 1970” (mimeo., 1969), 16).

69 A sympathetic interpretation of the Carter Report’s concern with the desirability for
incentive reasons of a maximum 50% tax rate, in the face of all the evidence suggesting that
even higher rates have no noticeably adverse effect on incentives (see, for example, Barlow et al.,
op. cit. (in fn. 53), might be that it is one thing to have a marginal tax rate of, say, 80% with
loopholes, and quite another to have the same rate without the loopholes. In terms of tax pressure,
50% on a comprehensive base may be equivalent to 80% on the present porous base.

70 Department of National Revenue, Taxation Statistics 1968 Edition (Ottawa, 1968), 10.

71 Based on datain ibid., and in Gillespie, op. cit. (in fn. [64]).
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they should be, in general, on their merits—
Canada may reach that point fairly soon.”a

| hasten to add several important qualifica-
tions in order to reduce the inevitable mis-
interpretation and, | hope, to discourage those
who might construe these remarks as an
attack on the White Paper. First, | am not
saying we should increase indirect taxes
instead of adopting the White Paper, but just
that we will probably have to do so at some
not-too-distant date after the White Paper (or
something close to it) is adopted. The reason
for this conclusion is twofold: | expect gov-
ernment expenditures to continue to rise as
a proportion of GNP; and | expect political
resistance, reflecting real taxpayer irritation,
to preclude further expansion in revenues from
income taxes beyond those already embodied
(as many others have pointed out) in the
original White Paper proposals.”

In the second place, | am definitely not
suggesting that we should reduce taxes on the
rich, or even necessarily on business. Indeed,

| sincerely hope that the weslthy as a group
will pay more under the White Paper tax sys-
tem than they now do. The Swedes, for
example, kept the high income tax rates in
the upper brackets and intend to lower them
only in the lower and middle brackets.
Although their taxation of capital gainsleaves
much to be desired, they aso have a pro-
gressive net wealth tax—adevice | would like
to see considered more seriously in Canada,
perhaps as a partial replacement for the oner-
ous and inequitable real property tax.” But
thisis simply not where the money is.

Third, | am aso assuming that techniques
of sales taxation will continue to improve so
that a broad-based consumption tax at the
retail level (preferably including some serv-
ices) will be administratively feasible, as,
indeed, experience in most of Canada suggests
it now is.”* Whether this tax is collected by
the value-added technique or not is a minor
point. (The level of government that would
levy the higher sales tax is not a minor point,
but it is not one that can be discussed here.)

71a To some extent an important question is being begged here in that | am assuming govern-
ment spending will, and probably should, rise anyway: see the comments elsewhere in the paper
on this question and on the virtues and vices of “tax consciousness’ in the modern context.

72 Apart from the White Paper itself, the most interesting documents on the revenue con-
troversy are perhaps Dobell and Wilson, “The Effects of the White Paper”, op. cit. (in fn. 16), and
Ontario Studies in Tax Reform, I, Analysis of the Federal Tax Reform Proposals (Department
of Treasury and Economics, Toronto, 1970). See also fn. 56 above.

73 The Swedes kept the high income tax rates in the upper income brackets—indeed even
higher ones have been proposed for social, not revenue, reasons—but propose to lower them in
the lower and middle brackets. (Norr and Hornhammar, op. cit. (in fn. [62]), 387, n. 40). The
Norwegians, however, lowered the corporate tax as part of their tax reforms by removing the
tax on corporate capital and allowing corporations to deduct dividends paid from corporate
income before subjecting it to tax (an alternative method of integrating personal and corporate
taxes to that proposed in the White Paper). The distributive effects of these measures are
supposed to be offset by taxing the value of shares held by individuals under the net wealth
tax (Norges Bank, Economic Bulletin, XXXX (1969), 59). In view of the apparent confusion on
this point in the minds of many, it perhaps deserves reiteration that nowhere in Europe or else-
where have these increased sales taxes, value-added or not, replaced corporate income taxes.

Incidentally, in my opinion the tax most needing reform in Canada is the municipal real
property tax, which might, for instance, be reduced to a tax on land values, with a lower
benefit-based tax on improvements, while the total tax burden on capital is maintained by
the introduction of a progressive net wealth tax. Further elaboration of these ideas, however,
would take us too far astray from our main theme.

74 Nine provinces now have retail sales taxes. While it is premature to discuss the form of a
revised national sales tax at this time, | must confess that my previous conviction, which |
shared with the Royal Commission (see Report, V, and my Sales Taxes and the Carter Report),
that the best form of sales tax is aretail tax, has been shaken by the recent careful discussions
of the Swedish and Danish reasons for changing to value-added taxes in Norr and Hornhammar,
op. cit. (in fn. [62]), 388-97, and [Carl S. Shoup, “Experience with the Value-Added Tax in Denmark,
and Prospects in Sweden”, Finanzarchiv (N.F.) Band 28, Heft 2 (March 1969), 236-52)]. It now
appears that with a tax at rates of close to 20%, which is what we will likely contemplate in the mid-
1970s, there is much to be said for the value-added form of collecting sales tax (as, indeed, the Carter
Report, V, 50, noted). Long before then, however, the many anomalies in the federal manufacturer’s
sales tax should be cleaned up along the lines proposed by the Royal Commission, in vol. V.
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Finally—and most important—I am assum-
ing that we shal by the mid-1970s have
introduced a decently comprehensive social
welfare system—whether it be called a*“ nega-
tive income tax” or something else — so that
the undoubtedly regressive effects of increased
consumption taxes can be readily offset by
dtering transfer payments, either by way of
credits against positive tax, as suggested by
the Carter Commission™ and the Ontario
Government,”® or directly, as was done in
Sweden and Norway.”

| would particularly stress this last condi-
tion as essential in Canada as compared to
the Scandinavian countries, because of our
even less equal income distribution and the
less homogeneous nature of our society.”
Without a more effective socia policy to
reduce poverty and improve the welfare sys-
tem, although the pressure of rising expendi-
ture may still force us to rely much more
heavily on indirect taxes in the future than
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we do now (and more than many now seem to
believe we will), | could not personaly
contemplate such a shift with equanimity.™

The significance of any shift to indirect
taxes, if | turn out to be a good prophet,
should not be overstressed, however. As
aready pointed out, what is involved is more
a shift in the technique of collecting taxes
from most taxpayers than a change in the sub-
stance of the tax system.& Furthermore, the
net effect of increases in indirect taxes can
be made more “direct” (that is, persona and
progressive) by being coupled with a more
effective transfer system and supplemented by
a more comprehensive income tax (or a net
wealth tax), and this should certainly be
done. On the other hand, direct taxes have,
over time, become more and more “indirect”
(that is, relatively unseen and unfelt by the
taxpayer) in Canada, as in al countries with
a mass income tax, owing to the increased
importance of tax withholding at source,
which now accounts for over three-quarters

75 Report, II, 29.

76 “The Reform of Taxation and Government Structure in Ontario”, Budget Paper B,
1969, reprinted in Ontario’s Proposals for Fiscal Policy Co-ordination in Canada (Department of
Treasury and Economics, Toronto, 1970), 59.

77 Several schemes which could readily serve as a basis for such offsetting transfers are
discussed in Colin J. Hindle, “Negative Income Taxes and Poverty in Ontario”, paper pre-
sented to the Fourth Annual Meeting of the Canadian Economics Association, Winnipeg, 4
June 1970.

78 See, for example, the data on income distribution in Sweden, Norway, and Denmark, in
Simon Kuznets, Modern Economic Growth (New Haven and London: Yale University Press, 1966),
209-11: also Soltow, op. cit. (in fn. 66); and Jenny R. Poduluk, Incomes of Canadians (Ottawa:
D.B.S., 1968), especially ch. 11.

The lack of homogeneity in Canada has been illustrated recently by the strong attacks on
some tax proposals by geographically distinct producers’ groups—for example, the wheat farmers
against the estate tax in 1968 and the mining interests against the White Paper in 1970. As
Anthony Downs pointed out, “men are more likely to exert political influence in their roles as
income-receivers than in their roles as income spenders, whether acting as private citizens or as
members of a corporate entity.” (An Economic Theory of Democracy (New York: Harper &
Row, 1957), 255.) As Douglas Hartle and | have argued elsewhere, geographical distinctiveness
fosters the formation of such attitudes: “Criteria for the Design of Governmental Decision-Making
Units”, Working Paper 6905, Institute for the Quantitative Analysis of Social and Economic Policy,
University of Toronto (multilith; 1969).

79 This is not to deny that there is a reputable theoretical case for taxing consumption as
well as income (see, for example, the paper by Hirofumi Shibata, in Canadian Tax Foundation,
Report of Proceedings of the Twentieth Tax Conference (Toronto, 1968), 325-31). But it is dif-
ficult to personalize consumption taxes adequately to satisfy our sense of justice, so heavier
reliance on them can, | believe, be supported only in the context of a tax system with a
heavy (White Paper?) personal income tax and a well-functioning (guaranteed annual income?)
universal transfer system. See, however, the case for more benefit taxation in the next section.

80 In a broad sense, of course, the tax base of all general taxes, properly defined, can be
readily shown to be equivalent (at least in a closed economy): see, for example, Shoup, Public
Finance, ch. 9. But | am going further than this and saying that since most of the income
above subsistence (“taxable capacity”, the “economic surplus”, or whatever one wishes to call it)
is in fact in the hands of a certain large group (say, those with from $4,000 to $25,000 in money
income), any tax with a large yield will necessarily be paid mainly by this group. Those below
this level should not, in common decency, be expected to pay much, and those above it, while
they should certainly pay, do not in aggregate account for sufficient income to pay much in total.
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of all income tax collected.®* The psychologi-
cal pain of paying income taxes could be
further reduced, and hence higher income tax
rates presumably made more politicaly
feasible, by the adoption of some variant of
the British technique of cumulative withhold-
ing, which would probably have to be accom-
panied by a system of administrative assess-
ment of tax liability.82 As a result of these
devices, the British taxpayer usually does not
know at exactly what rate he is paying tax,
but very few taxpayers have any additional
tax payment to make at the end of the fiscal
year.

| would suggest that further improvement
in such administrative devices as withhold-
ing deserves close study in Canada. They
would reduce the pain of paying tax, whichis
a real cost not to be neglected simply
because it cannot be measured. These admin-
istrative changes would also remove a prin-
cipal barrier to the introduction of conceptu-
aly desirable—and “fair”!'—schemes such as
cumulative lifetime averaging, whose essen-
tially superficial complexities have long stood
in the way of the dramatic tax simplification
that could result from removing the trouble-
some time-period problems in the income
tax.8

Which is more desirable, a system that
people can understand even if it is in fact
unfair, or a system that is fair even if people
cannot understand it? The fundamental poli-

tical question is, of course, whether it is better
to be more fully aware of the costs than of
the benefits of government activity, which |
have suggested is coming to be our present
situation, or whether it is better also to reduce
our awareness of the costs. Which path will
better achieve social goals and satisfy indi-
vidual preferences? There can be no certain
answer to this question.

The Case for Benefit Taxation

A second distinctive feature of the Scandi-
navian tax systems is their heavy reliance on
benefit taxes in the form of various socia
security contributions. Even ten years ago,
al the major European countries relied more
heavily on such specia taxes than Canada.?
This difference has grown over the years, as
suggested by the Norwegian figures cited
earlier. ... Whatever the international
facts, however, | suggest that we are probably
soon going to see arevival of benefit taxation
in Canada, if only as one way of aleviating
theincreasing political pressure likely to result
if my prognosis of higher future revenue
needs is correct.

The principal current instance of benefit-
tax financing of government in Canada
appears to be the substantial provincia fuel
and motor vehicle taxes, which are generally
related to provincial expenditures on high-
ways. This system of benefit taxation could
be substantially improved to charge more of
road costs to users by taking better account

81 Department of National Revenue, Twenty-One Million Dollars a Day (Ottawa: Queen's

Printer, 1966), 11.

82 See Alan P. Murray, “A Proposal for Cumulative Withholding”, National Tax Journal, XV
(June 1962), 184-93. A somewhat similar suggestion is made in the 1969 ‘Ontario staff papers cited in

fn. 76 above.

83 The locus classicus for cumulative averaging is William Vickrey, Agenda for Progressive

Taxation (New York: Ronald Press, 1947), ch. 6.

A move away from self-assessment and towards more accurate withholding and more ade-

quate averaging would increase the apparent cost of tax administration and probably also the
compliance burden for intermediaries with respect to personal taxes. Whether the total cost
of complying with tax law would be increased is a moot question. These costs would have to
be weighed against the potential resolution of the problem of tax postponement and the reduc-
tion in taxpayer irritation. (Incidentally, the White Paper averaging scheme is so minor as
to be useless, especially since it adjusts only for increases in income, when it is in fact for
decreases that the strongest rationale for adjustment can be made.)

84 See Musgrave, op. cit. (in fn. 66), 170. The same source also defends the practice | have
adopted of taking social security taxes into account in international comparisons. See also
Vito Tanzi, “Tax Systems and Balance of Payments: An Alternative Analysis”, National Tax
Journal, XX (March 1967), 39-44: and Claude E. Forget, International Tax Comparisons, Studies
of the Royal Commission on Taxation, Number 14 (Ottawa: Queen’s Printer, 1967), ch. 4.
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of knowledge gained recently on the connec-
tion between road expenditures and individual
benefits received by motor vehicle users (for
example, by changing the emphasis of the
system from reliance on fuel taxes to greater
reliance on motor vehicle taxes and by mak-
ing more use of toll expressways as well as
land-value improvement taxes®), but it is
fundamentally correct in economic logic and
well accepted by the public.

Another important example of benefit taxa-
tion is that portion of the property tax that
goes to finance those services of local govern-
ment that can be related in a direct and fairly
messurable way to individual buildings or
their inhabitants. The principal examples of
such services are fire and police protection,
street cleaning, garbage removal, and the
like. The great bulk of the property tax in
most areas goes to finance elementary and
secondary education, however, and this alloca-
tion generally cannot be justified on benefit
grounds.8s The increasingly costly financing
of post-secondary education, where the pri-
vate gain reaped by the recipients of the
education is substantial and measurable, pro-
vides, however, afield in which application of
the benefit principle is worth further investi-
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gation.8” Much the same might be said of
certain of the rapidly growing expendituresin
the health field, and more generally of urban
investment expenditures (for example, in
transport systems) that increase land values
and should, according to economic reasoning,
be financed much more heavily than they now
are by those whose wedth is directly
increased as a result of the investment.s Other
instances where more use of benefit-financing
might be suitable can be found even at the
federal level (for example, airport user
charges), but the most profitable field for fur-
ther exploration of the technique of relating
taxes to the expenditures they finance is
clearly at the provincia and municipal level
—which is adso where taxes have been
increasing most rapidly in recent years.

In short, the increasing demands on the
revenue structure due to recent and prospec-
tive expenditure growth suggest that it istime
to examine carefully the feasibility of financ-
ing expenditures, to the extent possible,
through benefit-related taxation.®® Not only
does there appear to be much more scope in
practice for benefit financing than the Carter
Report recognized,® but, equally important,
the case for the benefit principle in public

85 See A. A. Walters, “The Economics of Road User Charges” (Report No. EC-158, Economics
Department, International Bank for Reconstruction and Development, January 1968), for an ela-
boration of this argument; also M. Q. Dalvi, “Highway Costs and Expenditures in Canada”,
Canadian Journal of Economics, |1 (November 1969), 509-25.

86 The reasons why the property tax is an unsuitable means of financing education, except
perhaps in homogeneous “dormitory” suburbs, are explained in Bird, “Taxes and Tax Reform in
Canada’, Policy Paper Number 5, Institute for the Quantitative Analysis of Social and Economic
Policy, University of Toronto (multilith, 1969), 15-18: see also Douglas G. Hartle, “Financing
Education: The Major Alternatives”, Policy Paper Number 4, Institute for the Quantitative
Analysis of Social and Economic Policy, University of Toronto (multilith; 1968).

87 See, for example, Karl Shell et al., “The Educational Opportunity Bank: An Economic
Analysis of Contingent Repayment Loan Program for Higher Education”, National Tax Journal,
XX1 (March 1968), 2-45; and Gall C. A. Cook and David A. A. Stager, Student Financial Assistance
Programs (Toronto: Institute for the Quantitative Analysis of Social and Economic Policy, 1969).

8 See W. G. Rhoads and R. M. Bird, “Financing Urbanization in Developing Countries by
Benefit Taxation”, Land Economics, XLII (November 1967), 403-12.

89 A similar argument may be found in Bossons, “The Objectives of Taxation”, op. cit. (in fn.
22), 145-6. The present earmarking of portions of the income and sales taxes for social security
programs cannot be classed as benefit taxes in the sense discussed here, as is suggested by the fact
that the White Paper proposes to include both the old age and social development taxes in the
regular income tax structure.

% “A careful examination of the goods and services provided by government or government
enterprises does not suggest that greater emphasis should be placed on the benefit approach
in Canadian taxation.” (Report, 111, 3.)
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finance theory is much stronger than the
Commission were prepared to admit.o! In fact,
the benefit principle, it is fair to say, stands
up much better under close analysis than the
ability-to-pay principle with its assumption
that the volume of public goods supplied is
completely independent of the tax structure.
The “benefit principle” in a sense thus stands
at the core of modern fiscal economics as the
essential link between taxation and expendi-
tures.”2 The traditional arguments on the
undesirable redistributive effects of benefit
taxes simply miss the point that the transfer
process is a quite separate question from that
of the financing of public services and placing
the allocatively proper “price” (opportunity
cost) on using resources for public purposes.

The reason for the common acceptance by
theorists of the primacy of some version of
the ability-to-pay principleis either pragmatic
—as in Lindahl’s proposal of a proportional
income tax as a practical approach to benefit
taxation® (to be coupled with a severely
progressive tax for redistributive purposes®)
—or cynical, as in the traditional view that
the more progressive the tax system, the
greater public expenditure would be in ademo-

cratic country with an unequal income dis-
tribution. The assumption here, of course, is
that the magjority poor are voters but not
taxpayers. These days, however, when most
voters pay taxes and are well aware of the
fact, the opposite case may be made, that tax-
payer resistance has “starved” the public sec-
tor relative to private affluence. As the pre-
vious argument suggests, | am in some sympa-
thy with the relevance of the latter view for
the future, if not so much for the past. Gal-
braith in The Affluent Society was thus right,
but twenty years too early for Canada—and
perhaps even more for the United States with
its even lesswell developed welfare system.®

The relatively strong theoretical case for
anew look at the merits of benefit taxes does
not, | repeat, mean that the present income
distribution is inviolable. Nor does it mean
that more effective redistributive measures,
such as that entailed in the taxation of capital
gains, are not desirable. They are. Neverthe-
less, the time will soon be here when those
interested in fiscal affairs—which in this day
of mass taxpaying means al of us—will be
forced to rethink some of the oldest argu-
ments in fiscal economics. | hazard the guess

91 Some commentators on the report recognized this weakness: see R. A. Musgrave, “The

Carter Commission Report”, Canadian Journal of Economics, Supplement No. 1 (February 1968),
161; and, especially, Albert Breton, “Some Problems of Major Tax Reforms”, National Tax
Journal, XXII (March 1969), 154-63, though | do not agree with Breton’s unhelpful conclusion
(p. 158) that expenditures and taxes cannot usefully be treated separately—they can, and must be
for many purposes. His central criticism is correct, however: neither equity nor neutrality in
budget operations can be achieved by altering the tax side alone.

92 See R. A. Musgrave, The Theory of Public Finance (New York: McGraw-Hill, 1959), Part I.

93 On the ground that incomes rather than tastes are likely to be the major determinant
of the money value of the marginal utility of public goods (J. G. Head, “Lindahl’s Theory of
the Budget”, Finanzarchiv (N.F.) Band 23, Heft 3 (October 1964), 436-7, 451-3). A system of
taxes imposed on moderate “ability” principles may thus be the best feasible approximation to
the benefit tax ideal for externality-intensive goods. Breton, op. cit. (in fn. 91), 161, extends
a similar point to say that if tastes are identical and if the income-elasticity of public goods is
greater than unity, a progressive income tax might approximate to benefit neutrality.

Interestingly, the existence of both a significant proportional local income tax and a
severely progressive national tax in Norway and Sweden—home of the greatest benefit theorists
(Wicksell and Lindahl)—might perhaps be taken to provide a practical example of this part
of the Lindahl system.

94 The redistribution that concerned Lindahl was aimed at a more equal income distribution,
whereas | would argue that most redistributive policies in Canada have been intended rather
to put a floor under the income distribution—that is, to make the poor richer rather than
the rich poorer (see my “Equity and Taxes in the Carter Report”, Report of Proceedings of the
Twentieth Tax Conference (Toronto: Canadian Tax Foundation, 1968), 257-8). The aim of Cana-
dian redistributive policy is thus mainly humanitarian rather than egalitarian. If so, the case for
steep progression (and heavy taxes on gratuitous transfers) is weaker here.

95 J. K. Galbraith, The Affluent Society (London: Hamish Hamilton, 1958), ch. 18, is pro-
bably the best known exponent of the argument that more use should be made of sales taxes
to finance public-sector expansion. See also Head, “Lindahl’s Theory of the Budget”, op. cit.
(in fn. 93), 453.
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that the outcome of such deliberations will
be a much better opinion of the merits of
benefit taxation both in the large (Lindahl’s
proportional income tax) and in the small
(Wicksell’s flexible burden-sharing arrange-
ments) than we now hold. The economic,
political, and psychological case for increased
benefit taxation is thus, in my opinion, grow-
ing stronger every day.% It deserves a better
press and much more careful exploration than
it has received to date.%

International Influences on
National Tax Structures

One final theme needs to be touched on in
this already long catalogue of the many ques-
tions on tax reform which neither the White
Paper nor the Carter Report asks or answers.
Earlier | have made considerable play of
some recent developmentsin Scandinavian tax
structure and have suggested that we may
perhaps there discern the future path of Cana-
dian tax structure, essentialy because much
the same pressures are at work in both socie-
ties and the White Paper will, quite correctly,
accentuate rather than aleviate these particu-
lar pressures. This use of paralels from
abroad suggests three reasons for the conver-
gence of tax structures which | think one can
discern today in the western world: (1)
increased international flows of information,
(2) increased flows of factors and products,
and (3) the reaping in all developed countries
of the full effects of the great ideological
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shift in the perceived social role of the State
that has taken place during the twentieth cen-
tury. The third of these reasons has already
been commented on adequately for present
purposes.®®

The present paper itself perhaps affords an
example of the influence of improved infor-
mation flows. More concretely, it seems clear
that one reason underlying recent tax changes
has been not so much economic necessity as
increased knowledge of how things are done
elsewhere, and of the advantages and dis-
advantages of particular tax technologies. The
rapid world-wide spread of the value-added
tax, for example, is hard to understand except
in part as an imitation of what has been
observed elsewhere and (usually incorrectly)
associated with some kind of “success’.®
More reputably, it seems clear that the struc-
ture of both sales taxes and income taxes in
many countries has been becoming more simi-
lar, partly because of the improved interna-
tional transmission of technical knowledge.
Apparently successful innovations are soon
imitated elsewhere, which is presumably one
reason why American fiscal experts have been
so enthusiastic about the prospect of Canada’'s
adopting many of the more daring proposals
in the Carter Report and the White Paper.
Thus, for example, in the income tax field
schedular income taxes have been replaced
by global income taxes, and capital gains are
now taxed almost everywhere.

9% Parenthetically, it should be noted that increased use of benefit taxes will heighten tax-
payer awareness, thus offsetting to some extent the reduction in awareness that might well

result from some of the earlier suggestions.

97 For an interesting example of recent political-economic analysis of the benefit principle, see
Per Eklund, “Taxation and Earmarking in Developing Countries’, International Bank for Recon-
struction and Development, Economics Department Working Paper No. 43 (mimeo.: 1969).

9% |t should be noted that | do not have a rigid “stage theory” idea of the development of

public expenditures and revenues: for a critique of such theories, see my Growth of Government
Spending, ch. 4. Further reflections on the role and possible influence of ideological change may
be found in ibid., ch. 5 and 7.

99 The replacement of defective sales tax structures, as in the European (and most Latin
American) countries that have adopted the value-added tax, should be distinguished sharply from
the specious reasoning often advanced with respect to replacing business income taxes (see fn. 65
above). It will have been noted, however, that | am sympathetic to an integrated personal and
corporate income tax together with a proportional general sales tax provided there is (1) a
good welfare system and (2) a progressive net wealth tax or some other effective wealth redis-
tributor in the fiscal system. The narrower European reasoning on the merits of different sales tax
forms is, of course, partially applicable to Canada in view of our important and archaic manu-
facturer’s sales tax (see fn. 74 above).
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The increasing contacts between tax admin-
istrators, scholars, and taxpayers' organizations
have certainly contributed to the tendency
toward more uniform tax structures, as have
the similar pressures—to finance expanding
expenditures and manage the internal and
external balance of the economy, for instance
—to which most advanced nations are now
subject.1® One would expect these informa-
tion flows and similar pressures to be especi-
aly marked in countries in close geographical
and economic proximity such as the EEC
countries, Norway and Sweden, and Britain
and Ireland.’®* The frequent reference to
American precedent and experience in the
current debate on tax reform suggests that
the same holds true for the United States and
Canada.10?

A major problem in analyzing the extent
to which these linkages are due simply to
access to information is that those who make
such comparisons tend to have an economic
rationale for saying that whatever is done in
country A must be done in country B, to
avoid distorting (naturally in an unfavourable
direction) trade and factor flows. Conversely,
those who didlike such innovations as taxation
of accrued capital gains frequently claim they
are untenable because they are not used
elsawhere and hence are unfamiliar to the

international financial community.1% It ap-
pears that the gnomes of Zurich, when not
busy manipulating the international currency
exchanges, spend their time viewing with dis-
favour proposals to tax capital more heavily.

There is now an extensive body of analysis
on problems of policy harmonization between
nations connected by trade or factor flows. It
may be summed up, albeit inadequately, for
present purposes as telling us that while tax
and expenditure patterns (not levels) affect
both trade flows and labour migration in vari-
ous ways, mostly minor, the only serious
problem arises with respect to capital flows.1%4

In view of the openness of the Canadian
economy to international capital flows it may
be argued, therefore, that we have lost some
policy autonomy over the way in which we
finance our government. For example, the
Carter Commission proposed that the top rate
of the personal income tax should be no
higher than the corporate tax rate, in order
to remove any incentive to retain earnings in
the corporation just to avoid tax, and in order
to facilitate the form of integration they pro-
posed—which was itself apparently chosen in
large part to avoid giving too much benefit to
American investors.% Furthermore, the cor-
porate rate itself was largely to be set by

100 Similarity in the structure of particular taxes does not necessarily imply similarity in

tax systems, of course, though | am inclined to think that systems too will tend to converge over
time. See Carl S. Shoup, “Comparative Approaches to Tax Policy within the Major Countries”,
Proceedings of the 50th Annual Conference of the National Tax Association (Harrisburg, Pa.,
1966), 409-16, on the convergence in tax structure. (The importance of contacts between state
administrators in the United States in shaping policy has recently been stressed by Ira Sharkansky,
in “Regionalism, Economic Status and the Public Policies of American States”, Social Science
Quarterly, XLIX (June 1968), 9-28.)

101 An apparent linkage between the United Kingdom and Ireland with respect to public
policies was noted by M. O’'Donaghue and A. A. Tait, “The Growth of Public Revenue and
Expenditure in Ireland”, in Economic Policy in Ireland (Dublin: Institute of Public Adminis-
tration, 1968), 281.

102 White Paper, para. 2.41. For some preliminary discussion of U.S.-Canadian links on the
expegditure side, see my Growth of Government Spending, ch. 3 and, especially, ch. 8 on defence
spending.

103 Frequent references to this “problem” may be found in the hearings of the Senate
and House committees considering the White Paper—for example, Senate, Proceedings of the
Standing Senate Committee on Banking, Trade and Commerce, Number 13, pp. 13-14 (Anglo
American) and p. 75 (British Columbia Forest Industries).

104 Such a capsule statement obviously cannot be very accurate. For a sampling of the large
relevant literature, see the basic study edited by C. S. Shoup, Fiscal Harmonization in Common
Markets (2 vol.; New York: Columbia University Press, 1967); and two recent studies issued by the
Private Planning Association of Canada: H. G. Johnson et al., Harmonization of National
Economic Policies under Free Trade (Toronto: University of Toronto Press, 1968) and H.
Shibata, Fiscal Harmonization under Freer Trade: Principles and their Appllcatlons to a
Canada-U.S. Free Trade Area (Toronto: University of Toronto Press, 1969).

105 Report, 1V, 44.
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that prevailing in the United States% |n
short, the corporate rate, the form of integra-
tion between the corporate income tax and
the personal income tax, and the top rate of
the individual income tax schedule were all
in a sense to be set by the American tax sys-
tem, because of the Commission’s (correct)
assumption that there is in essence a unified
capital market in North America. The rea
soning underlying the White Paper seems very
similar.29” Others have analyzed such argu-
ments with care and found them to have
some validity.2® | am in no position to dis-
pute this conclusion, nor am | inclined to do
so. But | would like to point out that to the
extent that money, with or without individuals
attached, moves fairly easily across interna-
tiona borders, the inter-country competition
for capital and wealthy individuals will limit
the ability of governments to enforce indepen-
dent income distribution policies.1®®

The increasing economic interdependence
of today’s world thus limits the role of redis-
tributive fiscal policy by forcing, or at least
encouraging, the establishment of a “least
common denominator” tax system. The least
common denominator will prevail since it is
capital and the higher-income individuals that
are most readily able to flow away under
increased tax pressure. As economic inter-
dependence increases, whatever the realities
of the need for international tax competitive-
ness,11° the avenues of escape for the well-to-
do will thus increase relatively more than for
the characteristically less mobile poor. The
growing importance of multi-national corpo-
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rations, for example, makesit increasingly dif-
ficult for satellite countries such as Canada to
finance public expenditures through indepen-
dently taxing their profits. No single country
can act as a “tax policeman” over the intri-
cately complicated manipulations of transfer
prices and investment decisions that are open
to such corporations. Moreover, apart from
these real administrative and economic prob-
lems, the well-to-do may be able to use the
increased pressure arising from increased inter-
dependence to support reductions in the pro-
gressivity of the tax system which they would,
in their own interest, urge in any case. The
innovator in tax policy thus faces peculiar
difficultiesin aworld of internationally mobile
capital, for some multi-national enterprises
may retaliate against it, even at direct
cost to themselves, in order to deter would-be
imitators.11t

There is thus a real danger that unless care
is exercised, a more regressive budget system
will gradualy come into existence. If these
dire forecasts have any validity at al, the
results will presumably be more serious in
Canada, aless homogeneous society with less
adequate welfare policies, than it would be
in the more egalitarian Scandinavian countries
where evidence of similar favouritism shown
to wedlth is not hard to find. Even the Carter
Report with its strong orientation toward the
personal income tax reveals an acceptance of
certain limitations on this account.*?

Examples of similar reactions to such
pressures may be found within the Canadian
federation itself. The point referred to here, of
course, is the possibility of a “tax war”
between competing provincia jurisdictions,

106 |bid, 5-6.
107 White Paper, para. 2.41, 4.35, 4.49-50.

108 See, for example, the two studies by Dobell and Wilson cited in fn. 16 and 17 above.

109 Cf. Shibata, Fiscal Harmonization under Freer Trade, 6, 22, 26, although he does not
seem to notice that capital flows alone can reduce the degree of freedom each country enjoys

in its redistributive fiscal policy.

110 And they are probably not great, as Forget (op. cit. in fn. 84) convincingly argues. Most

arguments about international tax competitiveness appear, under analysis,

to reflect either

inappropriate exchange rates or inefficient industries, or both.

111 1n some of the comments on the White Paper, in which the alleged U.S. unwillingness
to revise the existing tax treaty is used as an argument for suppressing the tax on accrued gains
or extending the benefits of integration to foreigners, one can perhaps descry a new version of
the old ill of economic imperialism, in which the flag follows trade (or at least investment).

112 See also the comment in fn. 94 above, where it is argued that the thrust of Canadian
fiscal policy has never been particularly egalitarian anyway.
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in which each feels constrained in its ability
to raise its taxes on its inhabitants or on the
purchases of its inhabitants or, especially, on
the business enterprises within its jurisdiction,
for fear that some other province will attract
away its industry, its customers, or, in the
most drastic case, its inhabitants. Numerous
studies have shown that this fear of losing
industry and economic strength is greatly
exaggerated.3 But numerous studies have
aso shown that this fear is a very real influ-
ence in shaping tax policy at the provincial
and local levels of government, with, for
example, every loca jurisdiction, often illeg-
aly, making special deals to attract industry
into its own area* The principal result of
this competition has been a tendency to
impose on mobile businesses a lowest com-
mon denominator tax system of precisely the
sort discussed above in connection with
increasing international interdependence.

If it were not for the existence of the
overriding federal system, and the resultant
financing of a good many provincial expendi-
tures through the national income tax, it
seems unlikely that some provinces would
have any redistributive elementsin their fiscal
systems at all. The recent frantic scramblings
of some western provinces to follow the unin-
spiring example of the State of Nevada in
abolishing death taxes for al residentss and
the recent suggestions of the Ontario Provin-
cial Treasurer with respect to Ontario’s losing
industry if it is forced to raise its personal

income taxes6 indicate something of the
strength of this fear. If there is a real possi-
bility of industry leaping about the country
in response to relatively minor tax differentials
(and the evidence is against this belief), then
it is better that the differentials be brought
about by the raising of rates in the rich areas
than by the lowering of tax rates in the poor
areas. Under our present system, it is precisely
the poorer provinces that are less well placed to
compete for industry, partly because they have
less to give away and partly because they can
less afford to give anything away.

Although the subject requires further care-
ful study, it is thus not at all clear that
increased tax differentials of the right kind
between provinces would necessarily be abad
thing.'” The real problem is that without
great care the development of more independ-
ent provincia revenue systems is likely to
lead to even less acceptable distributions of
the tax burden and distortions of industrial
location than now prevail. The only way to
avoid this outcome is through continued fed-
eral influence, as well as such new devices
as intergovernmental tax commissions® and
explicit agreements between governments on
what devices are and are not legitimate in the
competition for industry.1®

A principal fiscal argument for a strong
overriding national tax system is thus the pre-
sumed desirability of some redistribution,2
athough, as pointed out above, the national
degree of freedom in this direction itself seems

113 See John F. Due, “Studies of State-Local Influences on Location of Industry”, National

Tax Journal, XIV (June 1961), 163-73 for areview of U.S. literature, and Charles McLure, “Taxa-
tion, Substitution, and Industrial Location”, Journal of Political Economy, 1969, for a careful
theoretical exploration in the neoclassical framework of the locational impact of tax policy.

114 See the study of New England towns reported in Federal Reserve Bank of Boston, New
England Business Review, February 1968, 2-10. Although similar evidence has apparently not
been documented in Canada, there is reason to believe the practices cited in this study are not
unknown here. One interesting piece of evidence may be found in Royal Commission on Finance
and Municipal Taxation (New Brunswick), Report (Fredericton, N.B., 1963), Appendix N.

115 Toronto Globe and Mail, 15 May 1969, reported that each of Alberta, Saskatchewan, and
Manitoba has either introduced or was considering at that time rebates to residents of the
province’s 75% of the federal estate tax.

116 Province of Ontario, 1969 Budget (Toronto, 1969).

117 For apparently opposing views on this question see the papers given by Louis Bernard
(Quebec) and lan MacDonald (Ontario) at the Twenty-Second Tax Foundation Conference: Pro-
ceedings, 396-7, 401.

118 As suggested by Quebec (see Bernard, loc. cit., 396).

119 An example of the resolution of very similar problems is afforded by some of the cur-
rent discussion on pollution (see R. M. Bird and L. Waverman, “Some Fiscal Aspects of Con-
trolling Industrial Water Pollution”, to be published in a forthcoming book on pollution edited
by D. A. L. Auld).

120 A similar conclusion emerges from the very different analysis of the appropriate geographi-
cal dimensions of different public-sector activities in my Growth of Government Spending, ch. 9.



692 = CANADIAN TAX JOURNAL / REVUE FISCALE CANADIENNE

aso to be increasingly limited by international
considerations, whether legitimately or not.
This limitation may well be more apparent
than real, however, for, judging from our past
actions, Canadians as a people have never
really been much interested in reducing in-
equality just for the sake of reducing it. The
purpose of our redistributive policy is not to
make the rich poor or the poor rich but rather
to prevent the grosser forms of poverty, and
this can, indeed must, be done not by taxing
the rich but by taxing the not-so-poor, which
ishow weredly do it anyway.

Conclusion

The lengthy and wide-ranging argument of
this paper may now be summed up briefly.
By my standards the Carter Report and more
immediately the White Paper, viewed as a
step toward Carter, should be implemented.
No substantial adverse economic effects are to
be expected as a result of such implementa-
tion, which | would expect to take place,
quite properly, on the instalment plan over the
next few years, with further changes in the
family unit, the structure of the present fed-
eral sales tax, and tax administration. In a
longer-range perspective, however, the reforms
proposed in these documents are more prop-
erly considered the culmination of the old
conventional wisdom than a pattern for the
new tax changes that will, | believe, amost
certainly be brought about in the next decade
by the continuing upward pressure of public
expenditures. | have suggested two possible
directions for such future tax changes—toward
more reliance on indirect taxes and more use
of benefit taxes—and have tried to show that
these shifts need not necessarily hamper the
attainment of such traditional objectives of
public policy as some redistribution. Finaly,
| have pointed out some apparent problems
for redistributive fiscal policy as a result of
economic interdependence and have suggested
that what our reaction to these problems per-
haps suggests is that we have never been much
interested in being egalitarian anyway.
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A Postscript

Fiscal psychology may not be as intangible
asubject asthe preceding discussion would sug-
gest. Vito Tanzi, in an interesting paper
encountered after this essay was completed,
has suggested that an “index of tax aware-
ness’ can be constructed by adding together
the percentage of GNP taken by personal
income taxes, property taxes, and excise
duties.’2! |t is hard to see why excise duties
are included in this list.*?2 On the other hand,
as mentioned above, the “ awareness quotient”
of estate taxes seems to be high. If estate
taxes are substituted for excise duties in
Tanzi’s index, then, using his data, Canada
ranks sixth out of 16 countries, with an index
of 11.6 compared to 18.3 for Sweden (the
highest) and 2.2 for Greece (the lowest).

The six highest countries in terms of this
index, ranked in order, are Sweden, Denmark,
the United Kingdom, the United States, Nor-
way, and Canada. This group makes an inter-
esting contrast with a similar list of the six
countries with the highest aggregate ratios of
taxes to national income: Sweden, France,
Norway, Austria, Germany, and Luxem-
bourg (data, based on OECD statistics, from
same source). The first list, rather than the
second, contains those countries that appear to
be considered by their inhabitants to be “high
tax” countries, with a conseguently high
degree of internal discussion about taxes and
open resentment of the tax “burden”.

It may thus be possible to quantify, at least
to some extent, the subjective burden of taxes.
More refined efforts at quantification might
take into account, for example, methods of
tax collection (how much income tax is with-
held at source? to what extent are sales taxes
quoted separately to consumers?) and per-
haps also the nature of expenditures (how
much for defence? to what extent are taxes
considered “benefit” payments for services?).
Further work along these lines may prove
rewarding.

121 Vito Tanzi, “International Tax Burdens: A Study of Tax Ratios in the OECD Countries”, in:
Taxation: A Radical Approach (London: Institute of Economic Affairs, 1970), 1-49.

122 Tanzi, in ibid., 35, gives several reasons for this procedure, all of which seem to me to be
wrong (and to be contradicted by, for example, Shoup, “Tax Tension and the British Fiscal System”,
op. cit. (in fn. 53). Interestingly, the main result of Tanzi's original formula would appear to be to

increase the “awareness index” for the United Kingdom, a very heavy user of the traditional excises

on tobacco and alcoholic beverages.
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