THE ECONOMIC EFFECTS OF INCOME TAX EXEMPTIONS
by
Dr Hassan M. Ibrahim

The analysis of the economic effects of income tax exemp-
tion is divided into two basic categories. The first deals with the
micro-effects of exemptions, i.e. effects on the individual tax-
payer, or business. In this case we can ignore all considerations
of policy other than changes in tax exemptions insofar as they
affect the decisions of the individual person or firm. The second
category considers the macro-effect of exemptions. Therefore
we have to consider the policy implications of any change in the
system of exemptions, e.g. whether it means changes in other
taxes, a redistribution of tax burden of existing tax for which
exemptions are granted, a change in government expenditure, or

adopting a deficit financing policy.

Exemptions are considered primarily as an exception to the
general rule of fiscal universality, i.e. every person - human be-
ing or a legal entity - is liable to taxes and other fiscal charges
imposed by the State. To discuss the economic effects of exemp-
tions and reliefs one has to consider and refer primarily to the
effects of the tax itself on the economy in general and on the in-
dividuals as a part of the whole economic system. Such study has
been tackled by many economists from Adam Smith up to the
present time, and while there is a measure of argument on certain
issues, there is still a strong disagreement on certain fundament-
als. However, it is apparent that a discussion of tax exemptions
cannot be carried out without discussing the effects of taxarion
to some extent and a brief discussion about the effects of taxation

is therefore included:

(A) MICRO-ANALYSIS OF INCOME TAX EXEMPTIONS

(1) Individual Taxpayers :
The effects on incentive to weork :

Taxes on wages and on any type of renumeration from work
were considered at the end of the 18th century and the beginning
of the 19th century as a disincentive to work and even more as
a cause of reducing the labour capacity through illness due to
decreasing income. Such a way of thinking has been proved a

complete fallacy and exaggeration.
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The classical idea about the effect of income tax on the sup-
ply of labour is that it reduces the individual's ability to work,
but on the other hand it might induce him to work more in order
ed to give away in return for a specific amcunt of income.(1) Any
generalized statement seems misleading and therefore every case
should be studied individually,

The choice between leisure and income or in other words, the
setting of the individual's scale of preference for income compared
to leisure, e.g. how many hours of leisure the individual is prepar-
ed to give away in return for a specific amount of income. (1) Any
tax imposed on the individual’s income from work has a negative
effect as imposing a real burden on him. His reaction to overcome
such a burden depends upon various conditions. One of the most
important is the shiftability of the tax. On the assumption that
the taxpayer could shift his tax upwards or downwards, he would
not increase his working time ag his net income is not reduced.
Thus he would not think of altering his working hours or his
leisure time. Suppose that the shiftability of the tax is impossible
and that the supply of work is constant therefore the labourers
find it difficult to increase their incomes through working Over-
time. In fact this assumption is subjoct to various arguments
when brought into practice. The supply of work might vary from
one type of industry to another depending on the aggregate
demand for products.

Specific contracts’ rules between employees and their emplo-
yers or between the former and trade ynions ™May prevent a
person from engaging in his regular occupation as many hours a
week as he would prefer. For example g five-day weel forces some
people into partial unemployment and thus if 2 tax is imposed
on wages and not shifted there would be no way for workers to
increase their income through overtime jobs.

- . . . he er-
If no restrictions are imposed on work the cholc® of the per

son to work more or not lies on the individual’s desire to mlamtial?
his level of living or not. Where the tax does not alter thike;:o::a
living of the person this might not encourag® him to :v:ldard 0%
as he will be satisfied with his relatively unaltered 5=
living,

As seen from the previous discussion 2
neralization is difficult to assess. The different an

gingle or one-line ge-
d variable indi-

1 D. Black. The Incidence of Income Taxes, pp- 157'162'
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vidual behaviour towards the tax imposition makes it impossible
to decide precisely the effect of income taxes on the incentive to
work.

Under a proportional income tax any exemption limit granted
will change the tax rate to a progressive one. In Figure X the line
OS represents income earned before tax and that the individual
can earn money at a constant wage equal to the slope of OS. OR is
the opportunity line after imposing a proportional tax providing no
exemptions or personal reliefs, To earn the same amount of income
as before the tax the individual has to work more hours and the
equilibrium point is shifted to N instead of M. This is inclined to
be true under the assumption that the wage rate is constant and
that more work is available without any restrictions from trade
unions or employers. If the tax system grants exemptions and
reliefs to all taxpayers the slope of the wave-line after tax will
change. The starting point will become X instead of O as OX rep-
resents exempted income- The effect of exemptions on the slope
of the line XR is that it reduces such slope by the difference in
the effective rate of tax in the case where exemptions are granted
and where no exemptions are available. This could be measured
by the length of PN, as the equilibrium point is shifted to P.

FIGURE X
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Under a proportional tax where exemptions are limited to
certain low-incuine groups aud not effective o any taxi?a.yer
above a specific limit the slope of the wage line after tax is d1fff3r-
ent. (1) Point X will be the starting point of liability and the line
shifts to point Q where it meets the opportunity line OR.

The wage line under a progressive tax is represented by the
line OXR”. Under a progressive tax a person has to assess the
marginal benefit from working an extra hour in order to m.at.ke up
for the decrease in his income due to tax. The marginal utility of
extra unit of work depends on the progression rate of the tax on
the assumption that all other conditions are constant.

From the above analysis the effect of tax exemptions on the
incentive to work is difficult to assign for the various and mult-
iple factors which control the individual's behaviour towards the
tax imposition. On the other hand a general, but somewhat arbit-
rary, estimation of the effect of income tax exemptions on the
incentive to work could be therefore deduced. As exemptions
reduce the effective rate of the tax and by implication the tax
liability the individual might not have the same incentive to
work if there were no exemptions.

If we assume that the tax on wages can be shifted either
to the employer or to the consumer the situation will differ. The
labourer will get his real income as before the imposition of the
tax and the employer will try to shift the tax upwards to
the consumer. This depends on the supply and demand for the
commodity produced and also on the supply of workers. Suppose
that the tax shifted upwards to the consumer in higher prices
and that the change in price did not effect the demand for the
commodities produced. Accordingly the labourer will not work
more, as real income has not been changed, but the change will
take place in the wage rate. His hours or work are the same as
before 'the tax in-lposif:ion. I.ntroducing a system of personal
exemptions the situation might differ, The wage rate might be
reduced by the amount of exemption, 1f the Wa ; e

; . ge rate is stabilis
ed without taking into account the effect of
dividual will have an indirect subsidy incre
Therefore, if the individual

exemptions, the in-

hoice ia 3 asing his income.
S choice 18 in favoyur of leisure, he

1 It is the case under the egyptian Schedular Income Taxes that pessonal
exemption is allowed to low-income hracket sand not to all incomes,
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might be tempted to reduce his working hours by the amount
equal to the exempied iucvine, In this case excmptions could ke

visualised as a disincentive to work.

The Effect of Exemptions on the Incenfive to Save :

A person saves if he spends on consumption less than his
income in a given period. The amount of his savings is obtained
by substracting his expenditure on consumption in a specific per-
iod from his income in the same period. If Y represents his in-
come and C is the consumption in the same period and S is sav-
ings within the given period, therefore Y - C = 8- If he consumes
more than his income, he is doing the opposite of saving, i.e.
dissaving, and we similarly measure the amount of his overspen-
ding by substracting his income from his comsumption C -Y = S
(—S is dissaving).

Fach individual is restricted in the amount he saves but the
size of his income is determined by other people’s expenditure
on the goods that he produces. Each individual considers his own
income as given and independent of his own expenditure, afui,
not being interested in the effect of his expenditure in cr:eatmg
income for someone else, he sees no connection between income
and expenditure. Generally speaking, savings are dependent on

consumption and on income simultaneously. Saving could be de-
fined as the total amount withheld from consumption during a

given period.

Savings take one of two shapes ; either forced (involunt-
ary), or free (voluntary). The former type arises when a person
produces something that cannot be consumed or when t:on.npelled
by legal or conventional action to set aside part of his income
and not to use it for immediate expenditure on consumptlor% :
e.g. contributions to old age pension schemes, social = security
system, ete. On the other hand, voluntary savings are only: eon-
ducted by the will of the individual and his choice of deferring
the spending of part of his income for certain motives. Therfa-_
fore, the last type, the voluntary savings, is the type we will
take into consideration when discussing the effect of income tax
exemptions on the incentive to save.

An income tax reduces the disposable income inclined to be
spent on consumer goods and on capital goods through savings-
Therefore income taxation has a direct effect on the consump-
tion function and on the propensity to save. Introducing a sys-
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tem of personal exemptions and reliefs in the income tax changes
the taxpayer's ability to save accordingly. Personal income tax
reliefs reduce the tax liability and thus increase the disposable
income. The effect of such reliefs depends mostly on the way the
individual allcecates his net income after tax between consump-
tion and saving. The individual decision towards such allocation
has a great influence on the amount saved. The effect on either
consumption or savings depends on various factors which motiv-
ate the behaviour of the individual taxpayer. These functionat-
ing factors could he summarized in the following :

1. The amount of income and its position in the whole in-
come structure. It is emphasized that individuals in low-income
groups are mostly affected by the imposition of the tax which
reduces or eliminates their ability to save, as they would not be
able to reduce their consumption by the amount of the tax liab-
ility if such expenditure on consumption gives them the bare
necessities of an acceptable standard of living around the sub-
sistence level. As the individual will not approve of a reduction
in his standard of living beyond the subsistence level in order to
save, or in other words, if he prefers immediate enjoyment ra-
ther than Future benefit, he will try not to reduce his expendi-
ture on consumption and reduce or eliminate completely his sav-
ings,

An individual in a well-to-do class — what could be called
middle-class — is considered to ke in a different situation con-
cerning his personal behaviour towards the tax. If sucfh 2 person
is thrifty and tries to hold his saving rate at a Cef’tam level in
Spite of the effect of the tax on his income, he _Wll] reduce his
consumption expenditure. This might not be SO n the1 case. of
another individual in the same income group as thriftiness
IS a characteristic phenomenon which is not Wldely.fou—nd. S
Sons differ in their behaviour towards allocating their disposable
Ncome hetween consumption and saving and therefore a general

Tule is Qiffieylt to draw:

hi T.h ® effect of income taxation on the tenden'cy i EE
18h income groups is that it reduces their savings by nearly
the amoynt :duals within this group

try of the tax, as most indivi : :
not to alter their expenditure on consumption 1n order

to %{EEP UP the standard of living and thus they have to reduce
their savings. Progressive taxation is more severe on individuals
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within high income brackets and therefore their decision to save
ig dependent on the aggregate future income derived from sav-
ings and other sources subject to high progressive rates. Their
behaviour towards altering their savings or their expenditute
on consumer goods depends on the marginal utility of the last
income unit to be subjected to taxation on the fufure fruifs.

2 The civil status of the individual has a great influence on
the incentive to save. A bachelor with the same income as that
of a married man with two dependents will suffer less from an
income tax which provides no allowances or personal reliefs. The
ability of the bachelor to save part of his income will not be
relatively affected by the tax if compared with that of fhe mar-
ried man.

3 Services and transfer payments rendered by the govern-
ment affect the incentive to save as they reduce the tax burden
on the taxpayer. The reduction in the tax burden due to govern-
mental services varies according to the benefits acquired by the
individual. Some persons do not use such services and therefore
their real tax burden is unaffected. Consequently it is c.iiftjxcglt
to set up a general rule for the behaviour of the various individ-
uals towards public services. But on the other hand one could
emphasize that services do reduce the real tax burt?e.n of the
lower and middle classes and hence increase their ability to save.

(2) Individual Business :

Effects of business exemptions on the Incentive to Invest:

Investment decisions are basically influenced by the net re-
turn of capital invested: Risks in business, predictable _and un-
predictable, control the individual behaviour in choos.mg -the
most suitable type of investment. Predictable risks all'e in minor
effect on the incentive to invest as it is compara.thEIy -easy
to forecast such risks and bear them in mind. But unpredicted
risks, or certainty, is difficult to assess in advance and thus
their influence on investment will differ according to the

individual behaviour.

Therefore, assumptions about uncertainty control the in-
centive to invest, Investment in risky business demands a relat-

ively high return compared to investment in secure types. In a
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ling to invest will form a differ-
uch business will be reflected by
h person will differ regar-
nty schedules could he
egarding each

risky business each person wil
ent estimate of what success S
profits realised. The estimation of eac
ding the rate of return in future. Uncertal
drawn regarding each type of business and also T

type of shares within the individual business.

Introducing an income fax or increasing the rate of the

already imposed income tax on the net return of business will
alter the courses of events concerning investment decisions. Eaf:h
individual will form an estimate of +he firm’s chances of gain,
different from what he would have done had there been 1o new
tax or no increase in the tax rate. The uncertainty schedule will

uncertamty sche-

had there been no additional tax. The change of frer 1
dule will be influenced by the change in the net retl}m a Le'lil ;e
tax imposition. The marginal investor in risky business wi -e

r kinds, €8 go-

inclined to direct his investments towards safe
of the tax

vernm riti Generally s ing, the effect
ent securities. y speaking, ) reduce the
or hand any aiter

on investment in risky enterprises is that
incentive to invest in such Lusiness. On the oth .1 the
ation in the tax liability of such enterprises and henc;e 1; lie*?;
return of investment will increase the incentive to mv;'fs”'t_)u;?ne:s
and allowances play an important part in reducing the "

tax liability,
allow varicus

come taxation for seve-

hed reasgn is that any
o only. Therefore, all

In general, all existing income tax structures

izllleis and exemptions from business in

in%;ZSOns. The hLasic ar_ld well est?.bhs

macessatax should be levied on net incom n B reach net in-

Come 0?{1 deductions should be al1oweF1 in Ord . capital an d be-

cgm* Derwise income tax might be impose - 1c-bearing and
© Tuinous 1o pysiness and this increases the 118

decre
as . -
€s the incentive to invest.
ome tax reliefs

1] known in¢ :
wel ent and fhus

T . .

b hhe followmg are the hasic .
inﬂ-c affect directly the net return of inves

uence the incentive to invest.
I

Inventory valuation, Depreciation :
a concept that an income
void any decrease in
to surplus income.

tax 211;1 is an approved and recognise
prod °}11d be levied on net income. To 2
Uction income tax should be confined
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Various methods have been adopted in order to measure net
taxabie income. Our object at present is not to enumerate rhese
methods as they are closely related to interpretation of the
concept ‘taxable income’. On the other hand, almost all econo-
mists and accountants agree on specific allowances which should
be deducted in determining net taxable profits. The most impor-
tant are, depreciation, depletion of wasting assets, business los-
ses and also losses or profits realised by adopting a certain
method for investory valuation.

Inventory valuation as well as depreciation allowances has
different methods of computation. Each way differs from the
other and thereby affects the net profit. For the purposes of the
present discussion we assume that the most popular methed cf
depreciation is the “straight-line” and for the moment we leave
behind the ‘accelerated depreciation” ; and the ktasic accepted
principle of stock valuation is “the lower of cost or market va-
lue” (cost is determined either by the first-in first-out, Fifo ;
last-in first-out, Lifo or average-cost rule). The difference of
any method used for inventory valuation results in either what
could be called “inventory profits” or “inventory Losses”. To be
more realistic these profits or losses could be called unrealised
inventory profits or losses. In fact some writers emphasised that,
“most of the inventory profits are not only unrealised but they
are also unrealisable if the concern is to continue in business —
Inventory profits — cannot be converted into cash profits with-

out a net liquidation of inventories.” (1)

The various methods of inventory valuation have, as prev-
iously mentioned, different incidence on business profits. Fifo
method imposes a larger cash drain on business through inecreas-
ed tax liabilities when prices are rising, and 2 smaller cash
drain when prices are falling and business is contracting. (2) Trad-
itional methods, i.e. Fifo, average-cost, tend to exaggerate the
severity of economic fluctuations through their effect on husi-
ness, as the lag of time in the case of Fifo method, for example,
when prices are changing rapidly, upwards or downwards, result
in a sharp increase in profits or losses. On the other hand, if

(1) H.B. Arthur, Inventory Profits in the Business Cycle, American

Economic Review, March 1938, p. 28.
(2) J.K. Butters, Inventory Accounting and Policies, pp. 124-125.
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these traditional methods are compared with LlfO,J the latter

2 omnm Ay T Tem Aa=a =53 "-T'"'& -
reduces the severity of economic Auctuaticns. (1) Lnass & unsta
ble economy higher prices meall high stock costs and hence

higher reported incomes of business enterprices. In the down
hen the addi-

trend of the economy the contract takes place W
tional cutput, due to increased investment, ¢0€s reach the mar-
ket and the inflated price level falls, the lower stock costs of the
individual business are treated as reducing income, thus inten-
sifying the down-trend.

conomy raise a mul-
profits. The basic
preciation allowan-

~ Depreciation allowances in a dynamic €
tiple problem when computing net taxable
problem is the effect of price changes on de
iiiilAﬂ-ﬂiatEd to it is the question of technical progress 7c°u913d
rate P;‘lce ffhanges. How likely are those problems to a.fiect the
oify g capital formation and the expansion of productive capa-
Shou’lll‘io answer any question regarding capital .formatmn we
s know the way in which investment decisions are made.
elsr;i a relatively difficult task, but it is POSE’ible Lo .;ast that
tive th: and the period of depreciation tend to affect the incen-
invest by altering the supply of internal funds available.

Most in
Presented Come tax laws permit the recovery

capita] e o assets, tax-free. Thus 2 firm which l-ln}?: r.ta.lfes
come ta Xpenditure cyrrently receives in return the rlbgl to in-
i 2% deductions in following years Under unstabe eeone-
¢ conditiong the gum of these future income tax C_IEdUCtlonS
;iv hich is equal to the cost of the assets varies according to the
uctuation in prices. HOW much the difference ijs dependent on :
a) the depreciation time period ; b) the depreciation method ;
an.d ¢) the rate of discount appropriate to the prevailing econo-
mic situation.

of capital, rep-

We turn now to the problem of the way in which price
changes affect directly investment decisions and policies. Increa-
SIng attention has always been focussed on the size of deprecia-
tion allowances. Fundamentally the larger are depreciation all-
:;:;31-11063 the larger the proportion of national product which

be absorbed by business enterprises before any distribution

——

1) 14 _
re 1; ) Lifo has the effect of excluding from profits the higher cost of
placing the gpening stock.
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of income takes place. The higher are depreciation charges, other
things remaining unchanged, the lower must be the profits, hence
the lower will be the tax liability. This statement could be true
if economic conditions were stationary, but in reality such a
statement should be modified according to the fluctuating econo-
mic conditions, whether up or down, replacement costs of dep-
reciable assets begin to diverge and difficulties begin to intrude.
It has been widely argued that in times of inflation profits could
be considered as high and overstated if depreciation allowance
based on historic-cost remains unchanged. The cost of replacing
expiring equipment in today’s inflated market is actually much
greater than current depreciation charges, which are related to
the original cost of assets.

On the other hand various opponents of the above issue
emphasise that the rise in the assets’ prices might be due to
the increase in the technological development which increases the
productive efficiency. It may be quite possible, in spite of inflat-
ed prices, to replace old assets with new ones whose cost per unit
of productive capacity or output is less than that of cheaper
but less efficient assets being replaced.

On the assumption that the efficiency and productivity of
the new assets is the same as the old ones, when newly cbtained,
any change in the money value will affect the replacement cost.
Therefore, a practical device has to be discovered in order to
adjust the depreciation allowances based on the original cost- It
is a difficult job to find an adequate and practical device to ad-
just depreciation charges according to changes in prices. Repia-
cement cost is widely accepted as a relevant method for the
solution of the problem. ("' One of the adsquate measurements
is to revalue the depreciation charge based on original cost in
current money terms, using an appropriate price index. This
would put the depreciation funds so provided into the same pur-
chasing power terms as the assets against which such funds
were notionally earmarked. Measuring the current depreciation

(1) E. Cary Brown opposed the use of replacement-cost depreciation
in his book “Depreciation Adjustments for Price Changes'. p. 17, he con-
cluded that : “historic-cost depreciation is more desirable than replacement-
cost for tax determination. In our view, tax equity should be hased on
differences in real income. Replacement-cost depreciation ignores these dif-
ferences by providing a special exemption for certain tax-payers”.
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charge for replacement based on the appropriate price index
dees not provide sufficient funds if pricc levels keep rising. In
other words there can be no finality in the concept of measuring
the current depreciation based on a price index, since deprecia-
tion provided in one year, even expressed in money terms, may
be quite inadequate to provide funds for the replacement of the

asset at a later and still higher price level.

Another difficulty faces us in adjusting depreciation accor-
ding to price changes ; 2 complete price index for all types of
machinery and plant is not available even in countries which
enjoy a developed statistical system.

Therefore, under the hardships mentioned an adequate price
index has to be found in order to carry on the “revaluation’ of
the yearly depreciatiomn. One could recommend a general index
for all assets, that is the “value of money’’ index ; e€.B. “value
of the £” index in the UK.

The adoption of the “replacement-cost” method, and taking
into account the change in the “real” value of capital assets,
will reduce the tax liability. This in turn will increase both the
retained reserves and business profits, and hence in times of
inflation this will intensify the severity of the inflationary
situation. While during the slump replacement-cost based on
changes in prices will decrease real profits and increase the down-
trend movement of the economy-

If price changes were ignored the individual financial situa-
tion could be summarized in the following way- During the boom
the firm has to finance the excess of investment over current
savings by using cash balances available, or increasing over-
drafts and loans, or obtaining more equity capital. This excess
spending power of the business sector as a whole will intensify
the boom or at best keep it alive. On the other hand, when prices
are falling, the excess of business savings over business in-
vestment is represented by an accumulation of cash or the
repayment of overdrafts and loans. The implications of such
behaviour by all enterprises will draw money out of circulation
by business with the result that there is 2 reduction of the vo-
Iume of “money to spend”, thus deepening the depression.

From the equity point of view replacement-cost depreciation
helps to reach the real net worth of business. But this fiseal
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merit does conflict with econcmic stability as it will reduce the
tax liability and thus increase the dispesable income and conse-
quently intensify the inflationary trend.

Another integration which breaches equity is that the exis-
ting firms enjoy accumulated tax-free funds for replacement and
can expand their business without difficulty while new enter-
prises have to look for other sources in order to carry on any
further expansion. (1)

A general compromise between equity and economic policy
concerning depreciation methods under price changes has to be
accomplished after a careful study of the various possible con-
sequences. This compromise should be flexible and appropriate
to the prevailing conditions.

Accelerated Depreciation as an Investment Stimulus :

Investment could be successfully stimulated by choosing a
special depreciation system which reduces the cost of capital
assets and provides an early recovery of capital through tax —
savine, ie. tax-free reserves. Investment planning under condi-
tions of relative certainty is casily approached if early capital
recovery is possible. This commonly takes the form of requiring
that the capital assets pay for themselves in a time period subs-

tantially shorter than its economic life. This is well known as a

“pay-off”” for investments.

To investors who seek a protection against risk by an early
return of capital, accelerated depreciation may be a decisive
factor. Accelerated depreciation will reduce the amount of profit
subject to tax during the “pay-off” period and increase the avail-
able funds for further expansion through internal finance. This
avoids external finance if not available, The preference for inter-
nally generated funds is universally accepted by businesses, but
it is likely to be felt most keenly by the small and rapidly grow-
ing business that finds recourse to the capital market difficult.

Accclerated depreciation, on the other hand, helps in obtain-
ing external finances if it is necessary. Most lenders seek pay-
ment of loans made to finance equipment purchases over a per-
iod shorter than their economic life and thus, accelerated dep-
reciation permits free-of-tax cash inflow for debt-repayment. This
provides an extra safeguard to the lender.

(1) Ibid., p. 16
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In general accelerated depreciation for tax purposes stimu-
lates incentives to invest by increasing profitability and lessen-
ing risk- In underdeveloped economies this method could prove
effective in stimulating investment in new enterprises. Grow-
ing firms also are encouraged to finance more of their investment

internally.

To complete the above picture it is desirable to discuss the
situation in the British experience regarding capital allowances
and their incidence on investment. The following is a critical
review of capital allowances under the U.K. income tax,

The Effect of Capital Allowances on the individual business in
Britain :

The main issue behind granting initial or investment allo-
wances besides the annual allowance is to accelerate the rate of
increase of industry’s productivity or, in other words, to put
Britain more on the level with other industrial nations in respect
of the important matter of the modernisation of plant and build-
ings. The growth of productivity depends, first, on the rate of
technological progress and, secondly, on the speed with which
the new ideas and inventions are translated into new machinery
and tools. The invention of better instruments of production and
the discovery of new and more economical process is basically a
matter of research and experiment. Their speedy adoption ip
commercial practice involves the replacement of existing plant
when it is economically obsolete, or, in other words, when the
prime costs of the existing equipment begin to exceed the prime
cost plus the fixed charges on new equipment.

Britain, during the inter-war years, tended to lose groung
in industrial research as well as in the speed of its translation
into commercial practice. The basis reason was the lack of fin-
ance, The granting of initial allowance at the end of World Wy
II was meant to relieve from tazation all accumulated funds for
the speedy replacement and modernization of plant and machip-
ery, and also to grant a tax-free obsolescence allowance to 4
continuing business.
cen its plant and processes
d;pendent cn its ability to
: 2) on the earning of
jald away

The ability of an enterprise to k
in line with technological progress is
set aside adequate funds. This depends ¢
profits ; b) on the extent to which gross profits are |



Hassan M, Ibrahim — The Economic Effects of Income Tax Exemptions 10

to sharcholders or to the Treasury when they ought to accumulate
funds for the replacement of capital used in production.

Before the introduction of the initial allowance, the prac-
tice followed the accounting theory. Therefore, if a company had
been allowed to make tax free deductions for wear and tear of
its capital assets from profits at the end of the assets life there
would be a sufficient accumulated tax free reserve for repiace-

ment.

The case which faced the industrialists after World War II
was the lack of funds to replace out of date assets. The companies
were in difficulties as they could not accumulate funds rapidly
enough for replacement.

The initial allowance was introduced in 1944 in an attempt to
meet the above mentioned difficulties. The introduction of the
initial allowance met only part of post-war industrial hardships
regarding machinery and plant. It is understandable that most of
the firms under the “initial allowance” relief could recover the full
original cost of assets over their useful life.

But two main criticisms could be raised. The first is that a
company should not merely be able to recover the original cost of
its assels before paying tax, but should be enabled to expend such
sums as are necessary to maintain its assets in an up-to-date mod-
orn state- Technical progress involves a continuous increase in the
amount of plant to perform a given operation. Accordingly the
Government has to provide a device to help in meeting such criti-
cism. The second objection relates to the rises in the cost of repla-
cing the assets by completely identical ones, leaving asid_e the
arguments regarding modernization and new inventions, owing to
changes in the value of money. (1)

These two significant concepts are still not completely met by
the introduction of the initial allowance or the investment allo-

wance.

The clear gain {rom the apnlication of “initial allowance” and
“balancing charge or allowance” is to accelerate the writing off in
the first few years of the asset which would otherwise be permited
by the annual allowance. But the actual cash gain to the taxpayer

(1) Report of the Royal Commission on DProfits and Income. Final
Report, Cmd. 9474, pp. 103-123.
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consists only of the interest-free loan from the Revenue Authority,
which is qutomatically redeemed in later years, plus the possibil-
ity of a saving if tax rates are lower in the final years than in the
initial year. The final result is unchanged, depreciation allowance
is computed according to the “original-cost” principle while no
attempt is made towards an alternative basis of “replacement-
cost” which takes into account price changes. Consequently, the
ultimate benefit to industry could be measured by the interest

on the tax deferred.

The following hypothetical example illustrates the difference
between depreciation based on accounting principles and deprecia-
tion (capital allowances) for taxation provisions.(1)

A plant costs £ 1,000 and is presumed to be depreciated in 28
years, The residual value at the end of the period is £ 100. The
average percentage for normal depreciation for accounting pur-
poses is 71/, Let us put 87 for convenience in calculations ; there-
fore, the annual allowance for taxation would he 10/ (5/4 of 8/).
The following Table elaborates this example ; column A refere to
the written down value at the beginning of the year for accounting
purposes ; Columi B shows the appropriate annual depreciation
at 8/, Column C refers to the written down at the beginning of the
year for taxation while Column D gives the amount of the capital
allowances, annual allowance at 104 (5/4 of 87) and initial
allowance of 207 ; the fifth column shows the net excess of capital
allowance over the ”accounting” depreciation allowance.
ahle the following could ke deduced :

of the total capital expenditure is
tion purposes.

From the annexed t

1. That nearly one third
allowed in the first year for taxa
2. That fiscal allowances have exceededl the appropriate ac-
counting provisions by £ 220. The tax on this sum mez.isures the
deferment of tax labilities. Therefore, if the tax rate is 8/6 the
ncome tax would be £93 10s and this amount will represent the

(‘loann for that year.
short of the accounting provisions

3. The figcal allowances fall
duced.

and accordingly the “loan”’ is gradually €

to less than £ 100, the assumed value at the end of the asset life-

(1) “The Economist, June 25, 1932, pD 1197-1199.
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Therefore, the profits of the final year have to be adjusted by the
application of the “talancing charge” which amounts to £ 39.

5. It is clear that haif of the “loan” would not be repaid until
the 17th year.

6. The adding of the balances in the cumulative column (E)
will give the aggregate excess of fiscal allowances over deprecia-
tion for accounting purposes, on expenditure £ 1,000 a year for 28
years. It is found to be £ 3558 and the aggregate ‘loan’ is the
deferred on this sum.

The difterence between the “investment allowance” introduced
in 1954 and the “initial allowance” in their impact on business at
large is : That the investment allowance gives an immediate addi-
tion to the full annual depreciation allowances, amounting to the
tax on 20/ of new plant and machinery, and on.10/ of new indust-
rial and agricultural buildings, with no countervailing reduction
in the allowances of later vears, while in the case of initial allow-
ance, it confers no permanent benefit upon the industrialist, but
only enables him to bring forward, in a specific period. tax allow-
ances that he will be eventually entitled to, and thus it might en-
courage him to undertake investment when his cash resources are
short. In the case of initial allowance the actual benefit is the
“interest-free loan” as above mentioned, but in the case of invest-
ment ailowance the approximate relief will thus represent about
10/ of the cost of plant and machinery, and 5/ ot the cost of b}lil-
dings. Such relief could be also considered as an expedient subsidy

to new investment.

I believe, from the above review that the initial allowance is
not able to render the appropriate help in solving the proble-m of
replacing capital assels when their costs are increased due to infla-
tion. Therefore, the idea that the initial allowances had a p?rma—
nent part to play in financing industry in a time of inflation is
rejected, while the partially suspended investment allowances
could be considered as a semi-adequate device in solving this acute
problem. As mentioned before, the investment allowance could be
only considered as a temporary subsidy for new investment. What
we need is an adequate fiscal device to help industry in replacing
their capital assets in times of inftation and changing value of
money- Unfortunately this device is still in remote reach and, there-
fore, the investment a'lowances could be recommended to replace
the initial allowances for the time being.
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To complete this review, I have to discuss a dilemna which
faced my study of the British capital alloawnces, that is capital
gains and capital lesses created in repiacing capital assecs in rela-
tion to the “balancing charges’ and *‘balancing allowances".

At the outset of the argument we should state the fact
that it has been always kept in the mind of British law-makers as
well as fiscal experts that capital gains and capital losses shouid
be far from the income tax’'s sphere of influence. Has the U.K.

income tax confined itself to this conception ? And to what extent
regarding capial allowances?

Capital gains, in its wide context, are those gains realised
through the gale or exchange of capital assets. The computation
of capital 82Ins or losses is a debateable point, but it is widely
accepted that capital gains or losses could be measured by the
difference between the written down value of the asset, normally
after the deduction of the allowed depreciation, and the sale or
exchange price less the estimated residual value at the end of the
asset’s life. (1) Changesin price standards during the course of life
of the asset results in such gains or profits ; this is the frequent
phenomenon which has already established itself during the World
War II period and after.

The British income tax, as provided by the 1945 Act, imposed
the go-called ‘‘balancing charges” and granted “balancing allow-
ances” designed to correct any over-allowance, or any under -
allowance whether or not the asset in question wag replaced.
From 1945, therefore, the annual and_ initial allowances
are only provisional; they are subject to correction
when an asset is sold or gcrapped anc,l’ a surplus or a
deficiency is shown. The “balar.mu']g allowance” and the “balancing
charge” operates within the limit of the already a-llowed capital
allowances- Therefore, in th.e case of an asset costing £ 500 and
the expected residual value is £ 100, at the end of 10 years useful
life, and sold for £ 400 at the end of the fifth year-ca.pltal allow-
ances granted during the five y.ears amoufllt-ed ’FO :E 200 ; therefore,
surplus subject to the “palancing charge” is limited to £ 200 not

£ 300 the actual surplus.
above definition of capital losses, the £ 200

A ing to the : i
ccording to “balancing charge” is con-

which came under the influence of the

I. The advocates of such argument are . \W. Vickrey. Agenda for Progressive
Taxation. p .101; and Simons, Personal Income Taxation, pp. 148-169,
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sidered to be capital gains taxed under a ditferent invisible or
muangible proceaure. s systen wixes only part of che capiual
gain which is lmited by ihe allowed capital allowances. Such a
procedure could be defended as it is only a readjustment of capit-
al allowances which were over-allowed or less-ziiowed during the
course of useful life of the asset, and which could be accurately
computed in time. But, these feeble pretexts could not deny the
fact that the British income tax has covered capital gains as well

as capital losses.
(I1) Losses Gilsets and Invesiment :

A reward in the shape of profits is the expectation of any
type of business investment. Risk and uncertainty which are
encountered in most investment decisions have to be secured and
covered through fiscal measures. Such measures are needed to
encourage invesment in‘risky 'business which is considered betier
ihian conservative investment from the point of view of the devel-
opment of an economy. Full-loss olfsets against pusiness profiis
liable to income tax is the present Teature of most income ax sys-
tems. The pattern upon which iosses are deducied from tuxable
income depends mostly on the fiseal policy adopted by the central
government.

A progressive tax on profits has a diiferent erfect on losses
offsets than a proportional tax. Under the latter, losses deducted
from taxable income neutralize the effect of taxation on the. re-
ward of risk-taking. This is true if the provision for carry-cver
losses is unlimited. (1) But in the case of a progressive tax such an
effect is not found. The reward ror risk-taking is usually reduced
under a graduated tax if losses occur and the “tax-saving from
deducting a loss from taxable income is usually smaller than the
tax liability would have been on a gain of equal size." (2)

Consequently the effect of carry-over business losses on in-

1 Richard mdoode made the following illustration to prove the effect of
carry-over losses under aoproportional lax:a 400/0 corporale income tax
will reduece a 150 dollar return on a 1,000 dollar necessarily a reduction in the
possibile reward for risk-taking fom 150/0 to 9 0/0 of the antount risked.
If the full loss can De deducted from taxable income in the event that the
investment is unsuccessful, the net amount at risk is reduced to 600 dollars.
The 90 dollars return after taxes is still L5 o/0 of the net amount at risk".

It. Goode, The Corporation Income Tax, p. 120,

2. Ibid, p.o12L
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vestment and hence, on risk-taking is obvious. The effectliveness
of offsetting losses against profits is dependent on var-
ious factors. The most significant are the period during which
losses could be carried forward or backward: the rate of tax, i.e.
proportionate or graduated rate and its flexibility ; and finally the
situation of new firms compared to old and well established ones.
The adequancy of any tax system providing for loss offsetting
depends also on the administrative feasibility of such provision
from the Revenue Authorities' side as well as from the individual
firm's side. This is dependent on the state of maturity achieved in

the accounting system of business and the pressure of work with-
in the Revenue Authority.

(I11) Effects of the Exemption of Corporate Savings :

The fiscal treatment of undistributed profits depends mostly
on economic conditions brevailing and on the need for revenue to
meet public expe‘nditure. The discrimination ketween distributed
and undistributed profits in tax treatment was held feasible during
business cycles as a measure to reach cquilibrium,

The fiscal treatment of undistributed profits takes one of the
following shapes : a} complete exemption from taxes : b) levying
a reduced rate ompared with that levied on distributed profits :

or ¢) imposing a separate tax other than income tax (1) A comp-
lete or partial exemption of undistributed profits, which is our
present concern, might stimulate the accumulation of corporate
savings. This would decrease the amount of distributed profits.
Rich shareholders will benefit from such policy as they will avoid
the progressive rate of the pgrsonal income tax- An appreciation
in the value of their shares will take place and thus clapital gains
accrue if they sell their shares. Under a tax system which exempts
itals gains oOr subjects them to a low rate., these share-holders
Cﬁplia e n ample opportunity for tax avoidance. On the other
f;ﬂ;i;zr: might he 50me share hoI'ders WLI.]C? pri:-!fer an immediate
bercefit rather than waiting for a later an'ul.Clp'a_ted b;DEﬁ;. Thc;‘:rtz-
fore, although the tax treatment of both distributed and undist-

ributed profits affects the firm’s policy towards dividend distribu-

;huted Profits Tax'' was imposed in
ogressive, ranging from 7 o/o0to
Income Tax" Business and
and this led to the repeal
merican Puhlic Finance

(1) In the year 1963 an sundistr
the U.S.A. The rate of the tax was pr :
27 o0/0 as a supplement to the “Corporation
popular reaction were generally unl"nvoumhle.
of the tax in 1939. W.J. Shultz & C.L. Harris. Al
p. 443,
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tion the psychological inspiration and the other characteristics of
the firm's directors have an indirect iniluence on such policy.

Business savings have a direct impact on the market value
of shares. Any increase, other things being unchanged, would in-
crease the market value of the eompany’s shares. If we assume
that all companies are of the same finankeial strength and car-
rying on the same type or trade, any adoption of a similar policy
towards the distribution of dividends woulds, most probably, have
no effect on the relative market value of their shares. But this
situation is ncrmally not fourd in any economy, as business in
the different sections of trade and industry difier in strength,
financial as well as productivity, even within the same type of
industry or trade. Therefore the special fiscal effect of the undis-
tributed prafits would depend primarily on the company's indivi-
dual policy based on its director’s speculations for the future.

(B) TRANSITION TO MACRO-ANALYSIS :

While the micro-economic method, with is analysis of the
behaviour of the individual taxpayer and the individual business
towards the imposition of income taxation or towards any exemp-
tion scheme, is a necessary part of one’s apparatus of thought,
its applicability in the economy as a whole will remain relatively
different. The general effects of income tax exemptions depend
on the aggregation of individual decisions. The general effects .of
income taxation on the economy as a whole, and particularly its
effects on consumption and savings, depends on the pattern chosen
to represent the aggregate behaviour of individuals or groups of
individuals.

The study of the effects of any tax system requires il?e study
of its burden. From the economic standpoint, high taxation may
be said to be bad for either of two reasons. First, and most vaious
taxation may so limit incentives that it will, directly or_lnfilrectly,
lead to the curtailment of production, either from an existing level
or from a prospective and otherwise attainable future level. Any
result of this sort means that a country’s real income is reduced
below that which it otherwise would reach. The second alternative
reason is that high taxation may be ineffective in restricting pri-
vate spending to offset increased government spending. As govern-
ment expenditure becomes higher, additional taxes may not lead
to commensurate reductions in outlays in the private sector of
the economy. The macro-relation between the private sector and
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the public sector of the economy determines the general effects
of taxation.
Any reducticn in the tax liability through granting reliefs or
exemptions to specific groups of individuals will imply various
aiternation in the tax burden of others, {egping public revenue
at a certain level while introducing a sysicm of tax exemptions
and reliefs the government has to pursue one of the following po-
iicies @ a) to increase the income tax rate on high-income groups ;
D) increase the rates of indirect taxes ; ¢) reduce public expendi-
wre ; or d) follow a deficit financing policy. The adoption of any
cne of these policies will imply different alterations in the iax bur-
den of other groups.

In general the fiscal policy conducted by the authoritics in
response to the decrease in the aggregate public revenue due to
wne introduction or the increase of income tax exemptions does
affect by implication the distribution of income and employment.

(C) MACRG-ANALYSIS OF INCOME TAX LXEMPIIONS

The economic effects of income taxaiion, personal and busi-
ness, have heen subject to various discussions. The most signific-
ant effects are those on employment and on income distribution.
A progressive income tax is considered to be an effective tool in
reducing income inequality. The effect of income taxes on consum-
ption, savings and investments implies a direct change in employ-
ment. Exemptions or any relief from income taxes induce a change
in the tax impact as it reduces the tax liability of a group of
taxpayers while it might have the adverse effect on other groups

if rates are increased on groups within high-income brackets to
make up for the Icss in public revenue. Therefore, the discussion
of the macrc-economic effects of income tax exemptions will be
focuszed on the general implications on income distribution and
on economic stability.

(1) The Lffeet on Income Distribution and Income Allocation :

The fiscal effects of any increase in the exemption limit of
the personal income tgx or introducing new reliefs which result
ultimately in a reduction in the tax yield have to be considered
according to the scal policy adopted by the government in tackl-
ing such reducticn. Various procedures could be adopted by the
government in making the necessary adjustment to alter the
situation resulting from the revenue shortage. Such devices depend
on other economie, political and social circumstances. By and large
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any reduction in income tax yield due to exemptions has to be
consicered from its budgetary incidence.

Let us assume that the only direct tax is the income tax,
besides other indirect taxes. In order to keep the total
revenue cons{ant to meet the siable government expenditures the
authorities have to adopt one of the following policies ; a) to
increase the income tax rate specially on high income groups ;
b) increase the indirect tax rates ; or c¢) to leave both direct and
indirect taxes' rates as they are to pursue a deficit financing policy.
The social and economic implications of any of the fiscal devices
mentioned have to be carefully examined so as to arrive at the
most suitable device for application. On the other hand the govern-
ment might find it easier to cut its expenditure by the amount
equivalent to the decrease in the direct tax yield, and therefore,
the need for the adoption of one of the above devises does not
exist.

However, the fiseal policy conducted by ihe authoritics in res-
ponse to the decrease in aggregate revenue due to the increase in
income tax exemptions does affect by implication the distribution
on income.

We assume that the fall in the total revenue caused by the
increase in exemptions or the introduction of new reliefs especially
within the low-income groups will be compensated by an increase
in the income tax rates and thus will shift the burden to other
income groups.

Progressive income taxes tend to alter the distribution of
income according to the rate of progression. The change in the
distribution of income after the imposition of the tax is closely
related to : a) the marginal rate of tax, b) the exemption limit,
¢) other personal reliefs; and consequently the effective rate
results from the application of different reliefs. Another factor
which determines and influences the distribution of income in the
long run is the effect of taxation on the incentive to work, consume
and save or invest. If the tax system differentiates between earned
and unearned incomes, it is important to take into account the
ratio of the two types.

The definition of “taxable income’ is important in order to
deduce the relationship between income hefore taxes and after
taxes. It also helps to decide the aggregate effective rate of the
tax on income. Gross income subject to tax before the application
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e completely different from that origin-

ally received by the individual. Items which form the taxablf-z in-
come are at most times less than those which actually constitute
the real income enjoyed by the individual. There are various ex-
amples to illustrate this concept. Capital gains in many cases are
excluded from taxable income though it is an increase in the net
worth of the individual within a specific period. Home consumed
products of a farmer and also various services rendered by emp-
loyers to their employees are usually not included in the taxpayer’s
income liable to tax. Generally speaking, the definition of gross
income subject to income taxation is one of the principal factors

which affects the distribution of income.

of personal reliefs could b

The disposable income after tax related to the gross income
before tax is affected by the application of the various reliefs and
allowances besides other factors mentioned above, which might
reduce the net taxable income to the exemplicn limit and there-
fore, the ability to pay the tax is negligible from the State point
of view. On the other hand, the role of personal reliefs and allow-

ances is considered as a further progression added to the progres-
sive rate of the tax so as to produce an effective and equitable rate

The inequality of income before tax is alwoys supposed to be
greater than after the tax under a progressive system. In most
countries individuals within the low-income group embrace the
mass of population, and those constituting the high income bra-
ckets are the mincrity.To plan either 2 “sound finance” or a “func-
tional finance™ such distribution has to be borne in mind. The
person in charge of any fiscal planning has to look primarily to-
wards the adequate starting point of tax liability which will induce
the formation of a functional fiscal policy. Reliefs and other per-
sonal allowances play the major part in deciding the starting point
of tax liability. In order to clarify the relationship of the factors
which affect the ratio of gross income to the disposable income
after tax and effect of tax reliefs on such ratio, the distribution
of the personal income has to be studied. The following is an ana-
Iytical attempt to find the effect of income tax exemptlgns on the
distribution of personal income within the four assumptions prev-

iously mentioned.
1) We assume that government expenditure is constant and

that the reduction in tax revenues due to the increase of exemp-
tions will be compensated by increasing the rate of the income
tax while other taxes are unchanged. Any increase in the income
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tax rete means the shifting of the burden from those who enjoy
the exemption privilege towards ithe other income groups, espec-
ially the middle and upper income groups.

The general attitude of taxation furction viewed as a revenue
device is therefore to reduce private money incomes while it in-
creases the government money income. Taxes, especially income
taxes, have a distributive effect on money incomes among individ-
uals. The greater the yield of taxation, the smaller on this account
is the ability to spend. Income taxes, as other taxes, are monetary
devices ; to hte extent that they have a yield, they reduce private
cash holdings. Consumption in the lower income groups tends to
deerease as the impact of income taxation is heavier than on the
higher income hrackets, where consumption is usually constant
Savings, on the other hand, depend on the social characteristics
of the people, on the rate of taxation, on the standard of living
and also on the social services rendered by the government.

Generally, a progressive income tax reduces thrift more than
a proportional income tax of the same yield- The different distri-
bution of income after taxes under progressive and proportional
taxes might induce the rich to curtail their consumption by small
amounts, whereas middle and lower income groups will be forced
to reduce their consumption expenditure substantially. The ulti-
mate impact of income taxes on personal savings is greater on the
middle and upper classes. But on the whole, such a statement 1s
incomplete as it does not take into consideration the possibility
that individuals in a thrifty community may reduce their consum-
ption expenditure in order to preserve their savings standard.
There is no way of ascertaining on theoretical grounds alone what
the actual reductions in private expenditure will be in any par-
ticular casc. It is a fact that we need empirical evidence obtained
by an examination of the various behaviour patterns of those in-
dividual whose incomes are decreased because of the tax. Any
reliefs or exemptions granted to the lower ineome straia tend to
alter the income distribution if such reliefs are not granted.

To sum up, under the present assumption the following could
be deduced :
(a) The exemption of a certain group of individuals or increasing
the existing reliefs will increase both their consumption expendi-
ture and also savings.
(b) The increase in the rates of the progressive income tax will
reduce savings of higher income groups as there is a presumption
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that individuals within such income groups try to maintain their
standard of living while keeping their consumption expenditure
at a relatively constant level. Therefore the effect of high rates
will fall on savings. We have to take into consideration that higher
marginal rates of income taxes may lead to the dissipation of capi-
tal as their disposal income after tax is not enough to maintain
their customary standard of living and thus they might find it ad-
visable to disperse their assets. In the short-run the allocation of
income among consumption and savings is in general dependent
on the marginal propensity to save of taxpayers. We shall see the
significance of this when discussing the effect of exemptions on

the economic stability.

(¢) The increase in the rate upon high income groups might have
a disincentive effect if the average rate is accompanied by higher

marginal rates.

(d) Increasing income tax rates does not necessarily mean greater
tax yield as such excessive rates might have a disincentive effect
thus reducing production and thereby income. Consequentl o

should be understood that the government can onl . b
tax rate and not the yield. ¥ieuntrel the

(2) The second assumption is that the government will try t
maintain the same level of expenditure met with equal amout‘;yt (;
revenue while introducing new income tax exemptions or increao
ing the existing reliefs. In order to cover the reduction in the 1:1:
come tax yield the government will attempt to increase the
s of indirect taxes without changing the rates of the income

rate
policy has the following repercussions on

tax. The effect of such
income distribution.

(a) Indirect taxes,
elastic demand, are regr
tha rates tends to increase i
pequality of Incomes especiall

especially taxes on commodities enjoying in-
essive by nature, therefore any increase in
ts regressiveness. This will increase the
y between individuals who do not

benefit from the increase in income tax cxemptions. The effect of

eage in regressiveness may cancel the benefit acquired
me tax exemptions. Consequently, the

tes will neutralize the increase in the

suecir incr
through the increase in inco
increase in indirect taxes' ra

income tax exemptions.
essiveness depends on what

e increase in the tax rate. If
his means that low in-

(b) The degree of increase in regr
kind of commodities are subject to th
the increase is confined to the necessities, t
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come cgroups will suffer from such increase and will reduce their
consumption. On the other hand this will not affect the consump-
t'en expenditure of the higher income grouns.

If the rate increase is limited to luxurics, this might lead to
the decrease in consumption of such commeodities, as the demand
in this case is supposed to the elastic. The government, therefore,
will not be able to obtain the required to offset the reduction in
the income tax revenue due to the increase in exemptions. Low
income groups, however, will benefit from the increase in income
tax exemptions as they are not affected by the increase of indirect
taxes on luxuries:

{¢) Comparing the advantages and disadvantages of the effects
nf assumption (1) and assumption (2) we can deduce that under
the increase of indirect taxes this will have a minor effect on in-
centives, while under the first assumption the increase in income
tax rates incentives will be adversely affected.

(d) Within the present assumption the increase in indirect taxes
may lead to an inerease in prices. Under full employment, the in-
vrease in prices of commodities inclued in the cost of living irdex,
will result in a demand for wage increase and will start a wage
vrice spiral. Ultimately this may accentuate inflationary pressure.

(e) An increase in indirect taxes may result in a reallocation of
resources which might improve or deteriorate the allocation of
economic resources due to the change in the distribution of factors
of production resulting from change in demand.

(3) Under the third as-umption the government will pursue a
deficit poliey to finance the reduction in the income tax yield due
{7 the increase in exemptions. The government may borrow from
the public or from banks.

(a) If the government borrows from banks the following repercus-
sions may occur : Such loans will increase the net profit of banks
through the relatively high rate of interest offered by the govern-
ment on its securities as the government, in order to encourage
the banks to buy the increasing numbers of its bonds, has to offer
high rates of interest.

The increase in net profits increases the distributed profits
to share-holders, Therefore, the distribution of income will be
affected accerding to whether the hanks' shares are held by low,
1aiddle or high income groups.
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(h) In a case of public borrowing, if the money horrowed is held
in either balances and is to be invested in government securities,
this will mean an increase in the inequality of income distribu-
tion, of most of these securities will be held by the individuals
within the high income groups.

If the public is encouraged to divert its investments towards
government securities this leads to an increase in the rate of in-

terest offered by the government and thus results in more income
inequality.

It should be noted that higher interest rate might have an
adverse effect on private investment, but for the purpose of the

present discussion we assume, for simplification, that its effect
is negligible.

Generally speaking, in all cases public borrowing would have
the tendency to increase income inequality-

(4) Fina.lly., We can assume that the reduction in the tax yield
d'ue to the increase in income tax exemptions will be met by cut-
ting down the government expenditure by the same amount. Ac-

cordingly the need for the government to undertake any of the
above mentioned policies is overruled.

The obvious effect of the decrease in expenditure is that the
national income will decline by a magnified proportion of the
original amount of the declining expenditure caused by the multi-
plicr effect. Implicity the reduction in government expenditure
might increase income tax exemptions.

Any clear cut statement regarding the question of the distri-
butive effect of reducing government expenditure might prove
illusive as if is difficult to measure the effect of such deduction
on the various sectors of thc economy, and thus it is difficult
to predict its distributive effect on incomes.

(2) Ineome Tax Exemptions and Economic Stability :

The problem of economic instability due to the business c_.ycle
has caused a great discomfort to most governments. Economls..ts
have tried their utmost to discuss adequate measures to deal with
cueh instability and various studies have taken place and sevc:-."z‘al
solutions put forward. Fiscal as well asl rponetary measgres were
taken and channeled to deal with and mitigate the severity of .th,c
business cycles. Tax mcasures, as al important part of a counter-
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cycle fiscal policy, have been unanimously advocated as an effect-
ive device for cumbatiing business fluciuatiovns and their Conse-
quences. My aim at present is to emphasize the role of income tax
exemptions and reliefs, which are a part of the whole tax system,
in maintaining economic stahility.

Income tax has proved to be an adequate fiscal measure in
stabilizing the economy. Its influence in checking the various
effects of the business cycle is more apparent in a developed econo-
my, while it has a relatively inferior importance in a less develop-
ed economy. This is due to the low standard of living as a conse-
quence of overwhelmingly low income per capita, which in many
cases just reaches the subsistence level in underdeveloped count-
ries.

The flexibility of an income tax is a fiscal counter cyclical
measure depends mostly on the rate schedule and size of reliefs
which affect directly the tax liability- The comparative efficiency
of various changes in the rate schedule or the tax base due to
modifications of reliefs and exemptions could be measured by the
multiplier effects of a tax increase or decrease — that is by the
relation between the amount of tax changes and the resulting in-
crease or decrease in the aggregate demand.

Changes in personal income tax is argued to have a greater
effect on the business cycle than an income tax on business profits.
Business tax liabilities are directly related to the success or the
failure of the business itself. Thus a firm obtains an automatic re-
duction or increase in income tax, depending on the trend of the
economy, i.e. prosperity or recession. For the Revenue Authorities.
this means that the yield of business income tax automatically
declines during the depression and increases during recovery.
Therefore, it is believed that other taxes particularly taxes on
sales, production, or on cost factor, would be more deflationary
than business income taxes “that would yield the same amount of’
revenue over a complete business cycle (1).

One of the most important factors which should be carefully
considered is the timing element in applying any fiscal or monetary
measure. Any tax change has to be timed so as to render its ex-
pected fruits at the appropriate time without having an adverse

(1) National Bureau of Economic Research “Policies to combat Depression’

Paper prepared by R. Goode on «The Corporate Income Tax in a Depression».
1956. p. 150-170.
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on. Tax cuts during a session have to be carefully put
at the appropriate time, otherwise it might start an
inflationary trend. In the meantime tax changes should closely
appropriate to changes in the rate of spendings. Another problem
which faces the administration is what would be called the ‘‘an-
nouncement problem”. By this, I mean that any change in tax pro-
visions has to be decided by the people’s representatives, as s the
procedure within a democratic system. Therefore, the announcing
of the proposed changes in taxes could have an adverse effect, as
some taxpayers might try to act in a different way in order to
obtain a future benefit (1).

repercussi
into power

The role of income tax exemptions in stabilizing the economy
could be illustrated and discussed through the assumptions laid
down previously when discussing the effect in income distribution.
The main assumption is that the budget is balanced in spite of
any changes in tax yields due to changes in income tax exemp-
tions.

(1) First, we assume that the increase in tax exemption and hence
the reduction in the aggregate public revenue will be compensated
by increasing income tax rates. The impact of such changes will
be quite obvious on the redistribution of income from high income
groups to low income groups and thus increasing the propensity
_to consume in general. Such a state of affairs would be favourable
in a situation where unemployment prevails as it would reduce un-
employment by the increase in the demand schedule.

In the case of full employment such reaction would mean
more inflationary pressure in the economy, under the assumption
that there is a balanced budget.

_Within the business sector of the economy any increase i
capital allowances, for example, will increase business savings and
:::;yef;e:hqf hsuch savings on economic stability depends upon the
b e sav;; savings are invested. But does this mean that the
oty gs, even n the most efficient directions, helps us 1’:0

_the optimum point of economic welfare ? To answer this
question the following has to be borne in mind : a) If we invest

(1) For example, if a new capital allowance such as “Initial Allowance”
on new capital assets is proposed to encourage investment during the re-
cession this might lead to a postponment of expenditure in capital goods
which in turn might intensify the recession.
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the hneiness savings in a period of unemployment this will increase
employment ; but the use of such savings does not mean that the
ideal allocation of savings or investment is reached ; b) to stabilize
the economy does not mean to increase savings, especially in period
of unemployment. If there was a need to increase investment in
this period, we should take measures which encourage investment
directly, as the encouragement of business savings does not
necessarily mean that it will be automatically invested ; c¢) the
encouragement of business savings will increase the imperfection
of the capital market as it will lead to the concentrafion of a large
part of the company‘s savings within these companies, without
exposing such savings to test in the capital market. This will lead
to the concentration of the economic power of these companies
and also to stagnation within such companies,

Consequently any increase in income tax rate, personal or
business, might not produce the wanted yield to cover the loss
through the increase in any tax exemptions as the government
cannot control the yield of any tax. Moreover, a further reduction
in income tax yield might occur in spite of the increase in the
rates, as such an increase might have a disincentive effect. These
two facts have to be considered from the point of view of their
direct impact on the economy- High tax rates on business proﬁjcs
might induce entrepreneurs to reduce their productivity to avoid
the tax especially if it is progressive. This might, in turn, produce
unemployment.

(2) Keeping the budget balanced with the increase in income tax

reliefs, the government might increase the rates of indirect taxes

in order to make up for the deficit in the income tax yield. As m-en-

tioned when discussing the effects of exemptions on income dist-

ribution, any increase in indirect tax rates is likely to increase
their regression. The increase in their regressive nature will re-
duce the propancity to consume regarding commodities wh_mh be-
came subject to the increased rates, on the assumption that de-
mand on those commodities is inelastic. Under conditions of pre-
vailing unemployment the increase in indirect tax rates worsens
the situation especially in industries producing the taxed commo-
dities. This state of affairs is true if the increase in the indirect
taxes is paid by the consumers. But the situation might differ if
the increase in the rates is paid by the company or shifted up-
wards to dealers of raw materials. Demovability of the tax, in
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nomic situation of the company produ-

general, depends on the eco
i.e. pure competition or monopoly. (1).

cing the taxed commodity,

Under full employment condition, the increase in the indirect
taxes rate which increases prices of the taxed commodities would
reduce the demand, if such demand is elastic, and so reduce the

inflationary pressure.

Any increase in the indirect tax rate may lead to a change in
the allocation of resources in favour of non-taxed commodifies
and this might worsen such an allocation. Accordingly unemploy-
ment may develop and other fiscal and monetary measures have
to be sought to adjust the situation-

3) The third assumption is that the government, to mainfain a
balanced budget, has to adopt a deficit financed policy to cover
its deficit due to the increase in income tax exemption. The effect
of such a policy under such conditions of unemployment will
reduce unemployment. Compared to the above devices, (1) and
(2) it will be more powerful in creating income and employment.

4) The final assumption is that the government will maintain
the same tax rates at a constant level and cut its expenditure
by an amount equal to the decrease in income tax yield caused by
tpe increase of exemptions. In a case of full employment, such ac-
juon reduces the presumed existing inflation. On the other hand,
in the case of unemployment such cuts in government expenditure
will have a delationary effect, but we must take into consideration
the net effect of changes in exemptions. The increase in exemp-
tions alone without increasing other tax rates will increase the
demand schedule and ultimately incomes according to the multip-
lier effect. Therefore, the net effect of changes in exemption could
be measured by the difference of the raised incomes caused by the
increase in exemptions and the decline in the national income due

to cuts in public expenditure.

To conclude the discussion of the role of income tax exemp-
tions in mitigating the severity of economy fluctuations it is de-
sirable to review briefly the role of the basic reliefs in the busi-
ness cycle :

(1) We need not discuss the shifting and the incidence of indirect taxes
here as this subject has bheen widely discussed hy various students of

public Finance.
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i) Changes in personal exemptions, either in exemption limit or
in other personal relief, are considered as a competent measure
in changing the tax base. This change is usually coupled with a
change in the rate schedule. During inflation the personal exemp-
tion limit is reduced in real terms and thus the actual tax base
becomes wider. In the depression a reduction in the tax base as
well as in rates provides an adequate measure to reduce the tax
liability and thus to increase the disposable income which conse-
quently increase the demand schedule. As it is the same in other
fiscal measures, the timing problem raises an important question
in choosing the appropriate time to start such changes. The timing
problem in this very measure is not so difficult as it is in other fis-
cal measures- This is relatively true because, in most tax systems,
the fiscal year of all individuals is the same, therefore, the author-
ities have only one date for the application of such changes —
that is the end of the fiscal year. During the depression tax cuts
must be avoided on principle, and particularly because unlikely,
unfavorable conditions they may result in inflation.

ii) On the first appearance of the down trend of the economy
unused personal exemptions and reliefs could be carried backward
against previous taxable income (1). This would help in mitigat-
ing the cyclical effect. The carry-back method would create a
negative tax liability or a subsidy in the shape of a tax refund.
The feasibility of such a measure depends more on its practica-
bility from the administrative point of view. The timing problem
also arises within this device and the appropriate time for the
application of this averaging method could be left to the decision
of the authorities when they decide that the down trend has al-
ready started.

After recovery of a permanent averaging method either
carry forward or carry backward of unused exemption achieves
a stable revenue to the treasury and helps to establish greater

equity-

iii) Methods used for inventory valuation are considered an im-
portant factor in influencing the fluctuations of business problems.
During a recession the adoption of Lifo method reduce the fluct-
uations in reported business profits and tax liabilities will fall
less rapidly than under Fifo method as under the latter “the lag
between assumed cost of goods sold and replacement post be-

1. W, Vickrey. Agenda for Progressive Taxation, pp. 189-191.
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comes important in a period of rapidly changin.g prices” (1)
Consequently Fifo method appears to be a relatively adequate
method for stabilizing the economy and reducing the sharp .ﬂuc-
tuation in profits or losses due to price changes in inventorlgs.

iv) Accelerated depreciation could be used as an anti cyclical
device if used after a careful study of its direct and indire.ct
effects on the tax system especially if used as a means to avoid
the tax. The effect of accelerated depreciation on depression will
depend on the future tax rates, on the availability of loss carry

backs or forwards and on the difference between “pay off period”
and its useful life (2).

The change in prices, if taken into account in the computa-
tion of depreciation allowance, effects the cyclical flustuations.
The adoption of replacement — cost depreciation in inflation will
render an undesirable effect ; it will increase the disposable profits
after tax which include special reserve accumulated through the

application of replacement — cost depreciation. If such amounts
are distributed, it will increase the intensity of the cycle through
its effect on the propanci

ty to consume. If undistributed, such
profits would increase th

e propancity to invest which, in turn,
through the multiplier effect would raise the demand schedule to
a greater level.

A desirable compromise could be found to solve the above
dilemna and to bring together two aims, equity and combatting
the inflationary economy. The excess of depreciation allowance
computed according to replacement cost over the normal deprec-
iation allowance could be transferred to a separate account which
should not be used unless the asset is completely amortised or
unless permission is granted. Before the asset’s complete amorti-
sation, by the Revenue Authorities, Tn other words the “access

depreciation allowance” should be controlled by an authoritative
body.

Replacement-cost depreciation might be an additional obstacle
to investment during depression when prices are expecte(-i to dec-
line, as future deductions would smaller than under original-cost
depreciations. But if prices are expected to rise, in the case. 0?‘ a
short run recession, the adoption of replacement-cost depreciation

(1) National Bureau of Economjc Research, of cit. p. 151.
(2) Inhid,, p. 164.
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would be more feasible for firms to invest in depreciable assets.

v) During depression a special tax of undistributed profit or any
fiscal measure which differenciates against retained profits stimu-
lates additional distribution of dividends and thus increases the
shareholders’ consumption expenditure- Such differentiation
might have an adverse effect on the incentive to invest, within
the business sector as the firm would let cash funds for internal
finance of further investment.

The adoption of any method which differentiates against
undistributed profits during inflation would intensify the upward
trend by increasing disposable income and hence consumption ex-
penditure. Therefore, such differentiation ought to be suspended
at the first stage of recovery.



40 L'EGYPTE CONTEMPORAINE

Depreciation on Accounting Principles compared with Capital

Allowance for Taxation Purposes (Reducing Balance Method)

" Net Excess of
N Capital Allowances siet 1 . &
Depreciation ; Capital
for Taxation
Allowances
Appron- Initial
Written PPTOP"|  Written Allow, at
Cost of d riate =
own value Annual down value | 20 9%, and Cumu-
Plant [at beginning Depr. at beginnig Annual For year | lative
£ 1000 of year at 89/ of year Allow, at
2 10 %
(A) (B) (C) (D) (D-B) (E)
£ £ £ £ £ £
Year 1 1000 20 1000 (I4. 200 + 220 220
S (A.A. 100
2 920 73 700 70 — 4 216
3 846 68 630 63 — 5 211
4 778 62 567 57 — 5 206
5 716 57 510 51 — 6 200
6 659 53 459 46 — T 193
7 606 49 413 41 — 8 185
8 557 45 372 37 — 8 177
9 512 41 335 33 — g 169
10 471 38 302 30 — 8 161
11 433 35 272 27 — 8 153
12 398 32 245 24 — 8 145
13 366 20 221 22 T 138
14 337 27 199 20 S 131
15 310 25 179 18 —_ 124
16 285 23 161 16 — 7 117
17 262 21 145 14 -7 110
18 241 19 131 13 — 6 104
19 222 18 118 12 — 6 98
20 204 16 106 11 =B 93
21 188 15 95 9 — 5 87
22 173 14 86 9 — 5 82
23 159 13 77 8 — b 7
24 146 12 69 7 — 5 72
25 134 11 62 6 — 5 67
26 123 10 56 6 — 4 63
27 113 9 50 5 — 4 59
28 104 4 45 — 55 — 50 Nil
29 100 — 100 == = -
—_ 900 — 900 _ 3558






