138 AUSTRALIAN TAX REFORM IN RETROSPECT AND PROSPECT

7. Theinterest payment abroad would be subject only to withholdin.
rate of 15 per cent, less than the U.S. company tax rate of 34
than the Australian company tax rate of 49 per cent.

] 8. It would, of course, be possible to measure nominal income corre
inflation rate) if capital gains were taxed annually on an accrual ba
urement errors in nominal depreciation would not matter. Unfortu
difficult to implement full accrual taxation of capital gains than i
prehensive indexation.

g taxin Australia at
per cent and substantially l&s:

ectly (regardless of the
s1s. In this case, meas-
nately, it is much more
t 1S to implement com-

9. Specifically, with a 49 per cent tax rate, the after-tax cost of b i
¢ o4 : % ) OITOWIN

real interest rate is .51(.04)=.0204 in an indexed tax system, compared withg(i:-i(l ‘1;4}23 s
=-.0306 in the unindexed tax system. el

10. Ata 5 percent inflation rate, anominal interest rate of 9.2

] > .2 per cent leay

lendg:rs with a 4 per cent real rate of return on loanable funds. The welfare c?sia;f-‘et;emm
subtmdy ot("j debth is approx1fx_nately proportional to the square of .092 in an unindexes :::
system and to the square of .04 in an indexed t. i
emand ax system. The latter is only 18.9 per cent of

11. This requirement is obviously geared to individual tax
: U payers rather than
corporations which borrow offshore. In the latter case, the corporation can be reqli(i’r;r%e
calculate average outstanding monthly loan balances in its own accounts. g

References :
B ,J.(1981),¢ i i i : 1
038581915 33.( 981), ‘Economic Effects of the Capital Gains Tax’, Canadian Tax Journal, 29,
B 1z 3 -4 3 . ) .
0s358’n;,415 _(ég'84), Indexing for Inflation and the Interest Deduction’, Wayne Law Review,

Carter K. LeM. et al. (1966), Report of the Royal Commissio. T 1 . ’
o Vi n on Taxation. Ottawa: Queen’s

Harberger, A.C. (1964), ‘Taxation, Resource Allocation and Welfare’, in: The R i

s £ ) > ,in: ole of D
la)na’ Indirect Taxes in the Federal Revenue System. Princeton: Princeton Unifve:';(i?lc)f
Tess.

Keating, Hon. P.J. (1986), Business Tax Reform: Ending the Double Tax on C
Dividends. Statement by the Treasurer, December 10. N

McLure, C.E., Jr. (1988), ‘U.S. Tax Reform’, this volume.

Mayo, W. (1988), ‘Some Business Tax Reform Issues’, this volume.

Modigliani, F. and M.H. Miller (1958), ‘The Cost of Capital, Corporation Finance and the
Theory of Investment’, American Economic Review, 48, 3, 261-97.

Samuelsox}, P.A. (1964), ‘The Deductibility of Economic Depreciation to Insure Invariant
Valuations’, Journal of Political Economy, 72, 604-6.

Swaln6, P. (1978), “The Mathews Report on Business Taxation’, Economic Record, 54, 1-

CHAPTER 7

Some Business Tax Reform Issues

- WAYNE MAYO*

1. INTRODUCTION

The two major measures affecting business investment decisions that came out of
the 1985 Australian tax reform exercise are the capital gains tax (CGT) and the full
imputation system of company tax. Comprehensive inflation adjustment, while
discussed at some length in the Draft White Paper on the Reform of the Australian
Tax System (1985), has been put on the back-burner.! The accelerated 5/3 depre-
ciation system for plant and equipment remained unchanged, despite some ques-
tioning of its merits in the Draft White Paper and elsewhere.

Some have argued that the 5/3 system is a reasonable surrogate for compre-
hensive inflation adjustment. With the CGT taxing only real gains and not the
associated inflationary component, there is the question whether business income
taxation arrangements are, despite the absence of formal comprehensive index-
ation, steadily moving more towards an indexed basis.

This chapter addresses this question by first comparing, in Section 2, a com-
prehensive nominal business income tax base with the more commonly discussed
comprehensive real income tax base, reflecting briefly on the neutrality properties
of the fully nominal base. The relevance is then assessed, in Section 3, of the
indexed CGT and 5/3 depreciation in terms of adjusting for inflation in our
essentially nominal business tax system. The treatment under post-CGT arrange-
ments of income-tax balancing adjustments on disposal of depreciable assets is
central to this assessment.

Section 4 analyses possible efficiency gains from replacing 5/3 depreciation
with alternative arrangements, using marginal effective tax rates to provide
numerical comparisons. The analysis draws out the incentive given to debt fund-
ing by accelerated depreciation with associated exacerbation of distortions to
investment decision-making. Finally, Section 5 draws together the earlier discus-
sion, adds some related comments on the proposed full imputation system and
suggests some possible future business tax reforms — in the context of retention in
the forseeable future of an essentially nominal income tax base — to fit with the
major efficiency gains ushered in by the full imputation regime.

2. COMPREHENSIVE INCOME TAX BASE

A starting point for analysing our post-tax-reform business investment environ-
ment is the comprehensive income tax base. A practical definition of the com-
prehensive income tax base is:
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(1) annual receipts (including interest receipts) derived by owners of all busi-
ness a§sets — stgcks, fixed assets and monetary assets — less the annual
costs (including interest costs) of deriving those receipts; plus

(2) the chgnge in value of th_e capital assets over the year (i.e., economic
gieprematwp). If the value increases, the change is a capital gain adding to
income. If it decreases, the change is a loss which reduces income.

The comprehensive income tax base could be in real or nominal terms. For the
nom3nal income tax base, nominal interest receipts are assessable income and
nominal interest costs are deductible. The change in capital value is the “full
nominal” change — that is, nominal economic depreciation, including full nomi-
nal capital gains when the value increases.

For a real income tax base, the change in value of capital assets is the real
change. Forboth monetary and non-monetary assets the real change in value is the
nominal change less the inflation rate times the depreciated or principal value of
the associated asset (i-e., its decline in real value) at the start of the year. Sub-
tracting the decline in real value of monetary assets (i.e., the inflation rate times
the principal outstanding at the start of the year) from the associated nominal
Interest payments corresponds to including only real interest payments in the tax
base. Fora ﬁxc;d asset, subtracting the decline in the real value of the asset (the
1nﬂat19n rate times its depreciated value) from its nominal change in value gives
the adjustment from nominal to real economic depreciation;

Were (uniform) inflation at the rate ; acting to increase the value of a fixed asset

with a market value of X at the start of the year, the market value of the asset at the
end of the year would be (1 — s)(1 + K, where s is the rate of physical deterio-
ration of th; asset (or, more strictly, the proportional reduction in its value in the
absence .of inflation). The annual nominal reduction in the value of the asset, or
economic depreciation, D, is therefore given by: |
D=K—({1-s1+ DK
=sK — (1 - HK
=(s(1 +i)— DK 1)
This result is obtained and the associated neutrality properties are discussed in

for example, Samuelson (1964), King (1977, p. 242), Swan (1978 — Proposition’
1A, p. 3) and Mayo (1984, p. 34). The Draft White Paper (Appendix 19-C)
compares the neutrality properties of nominal economic depreciation with his-
torical cost depreciation, including 5/3 depreciation. The second form of equation
1) abovp illustrates the difference under inflation between historical cost and
economic depreciation: sK is the historical-cost reducing-balance deduction
allowed at the rate of physical deterioration; and the adjustment required to
achieve economic depreciation is /(1 — s)K. When the estimates for s and / cor-
respond to actual outcomes, the annual depreciated value K under a depreciation
scheme represented by equation (1) — perhaps described as nominal replacement
cost depreciation — would correspond to the actual market value of the asset.

The neutrality properties of a “full nominal” income tax system derive from the
full befor§~tax nominal income from all alternative investments being subject to
tax. The investor is not able to shift his investment strategy to avoid tax on the
inflationary component of particular investments. The inflationary component of
income from financial investments, from fixed assets and from stocks is taxed
across the board.

A_system of full nominal taxation will have real wealth and equity effects
particularly in relation to unanticipated inflation, and would involve the equit):
effect described by Swan (1978, p. 13) as a “redistribution by stealth from capital
to labour™. That does not imply, however, that the taxation of nominal income
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from all sources in an even-handed way will greatly affect before-tax investment
decisions (although general equilibrium effects are inevitable). In any case, in the
absence of comprehensive inflation adjustment, the inequities of a full nominal
system have to be weighed against the inefficiencies and inequities of current
arrangements with their remaining loopholes, concessions and biases.

The economic depreciation formulation in equation (1) above is converted to
real economic depreciation, D,, according to:
D= D+ iK
=(s(1 +1i)— DK+ IK )
The loss in the real value of the asset, iK — or, in the terminology of Swan
(1978), the “capital maintenance adjustment” — is added to economic depreci-
ation, which is negative income, to get the net reduction in value of the asset in real
terms. This is the result derived by King (1977, p. 242) and by Swan (1978 —
Proposition 2A, p. 4) and by Mayo (1984, p. 40) with accompanying numerical
illustrations. The Draft White Paper proposes this as the basis for an indexed
effective-life depreciation regime for durable assets which could accompany a
comprehensively indexed income tax system.

Reflecting the reduced form of D, in equation (2) — s(1 + )K — the Draft
White Paper (1985, p. 206) explains that the annual allowances would be “ob-
tained by applying the corresponding effective-life reducing balance rate to the
(indexed) depreciated value of the asset at the start of the year increased by the
general inflation rate for that year”. The indexed depreciated value is the replace-
ment value of the asset in question. In practice, because of the need to apply
estimates for s and i and because market value can change for a variety of reasons,
the associated depreciated value of the assets — i.e., their replacement value —
could differ considerably from actual market value. Table 19C.1 (p. 229) in the
Draft White Paper — reproduced in Table | below — contrasts the year-by-year
historical-cost reducing-balance allowances, economic depreciation and the cor-
responding indexed efféctive-life depreciation — or (real) “replacement cost”
depreciation — for a particular fixed asset whose actual value is changing accord-
ing to equation (1) above with assumed fixed values of s and /.

3. CAPITAL GAINS TAX AND 5/3 DEPRECIATION

We know that nominal, and not real, interest payments remain in the post-reform
business tax base. To assess whether the capital gains tax, together with 5/3
depreciation, amount to a move towards partial indexation of the system, it is
necessary to look at the post-CGT treatment of depreciation allowances on the
sale of depreciable plant and equipment. In particular, we need to start by looking
at the income-tax balancing adjustments on disposal of depreciable assets, which
were not changed in the reform process.

Depreciation allowances represent an estimate of the annual reduction in value
of the associated asset. The income-tax balancing adjustments ensure that over the
period of use of the asset, only the nominal loss (i.e., nominal reduction in capital
value) is allowed as a deduction for income tax purposes. This results because the
adjustments “claw back” to assessment the excess of the sale price over the
depreciated value (up to the amount of previously allowed depreciation deduc-
tions) and allow additional deductions where the sale price is less than the depre-
ciated value.

As shown by equation (1), even where the actual rate of physical deterioration of
the asset corresponds to the rate — s in equation (1) — estimated as the historical-
cost declining-balance rate for income tax depreciation purposes, the histori-
cal cost allowances — represented by sK in equation (1) — are too generous under
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subtracted from the depreciated value at the start of the year. (This means that, if
the same declining balance write-off rate applied annually to the depreciated value
under each system, the indexed depreciated value would always be greater than
the unindexed depreciated value where there is inflation.)

With the introduction of the indexed CGT, the determination of the depreciated
value for balancing adjustment purposes has not been changed. The standard
determination of the unindexed depreciated value has been retained. Further, the
indexed cost base for CGT purposes is simply the historical cost indexed forward
to the time of disposal, regardless of the depreciation deductions attracted by the
expenditure in question — including at the extreme when immediate write-off
applies, such as with mineral exploration expenditure. The operation of the
unindexed balancing adjustment is illustrated in Figure 1, together with the
inflationary slice which is exempt from CGT assessment. The diagram shows that
the income-tax balancing adjustment and CGT provisions operate to remove the
slice of inflationary gains from an otherwise unindexed income tax base (incor-
porating, of course, historical cost, rather than nominal replacement cost, depreci-
ation). If, for example, the asset is sold for more than its indexed (historical) cost
base, the income-tax balancing adjustments continue to operate to claw back all
the previously allowed depreciation deductions and the CGT taxes the nominal
capital gain less the associated inflationary component. The slice of inflationary
gains aside, whether extra assessable income or extra deductions arise at the time
of asset sale hinges on whether the sale price is greater or less than the standard
(unindexed) depreciated value.

FIGURE 1
Unindexed system

Sale price

Historical cost 1 Real CGT gain

Indexed {historical)

o
3 cost base

Exempt inflationary slice

Income tax claw-back
(= sum of depreciation
deductions)

/Unindexed
depreciated value

J Extra income tax deductions

.
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In other words, the CGT and balancing adjustment provisions operate appro-
priately within our essentially nominal (and, strictly, historical cost) income tax
system, with its allowance of full nominal interest deductions, to achieve the
policy requirement to tax only real capital gains. Full nominal losses are allowed
through depreciation allowances plus the effect of the nominal balancing adjust-
ments when depreciable assets are sold for less than their historical cost, but only
the real component of nominal gains is taxed when the assets are sold for more
than their historical cost — contrary to the interpretation often put on the system
that “real gains are taxed but only nominal losses are allowed”.

This latter interpretation would only be appropriate if for some reason the
indexed slice were left out of an otherwise comprehensively indexed tax base. This is
shown in Figure 2 where the balancing adjustments and CGT operate around the
indexed depreciated value. Where the asset is sold for more than the indexed
depreciated value, the excess is clawed back into assessment, i.e., the indexed
depreciated value doubles for the indexed cost base for CGT purposes. Where the
asset is sold for less than the indexed depreciated value, extra deductions are
allowed but, with the inflationary slice removed, deductions would only be
allowed for the amount that the sale price is less than the unindexed depreciated
value.

The inflationary slice left out of the tax base in Figure 2 is applicable to the case
of an otherwise fully indexed system (including only real interest in the base) but
not to an unindexed system like ours. In practical terms, for example, depreciable
assets generally reduce in value even under inflationary conditions. The indexed
depreciated value in Figure 2 — deriving from, say, annual straight line depreci-
ation allowances from the accelerated 5/3 system — could happen to correspond
to the sale price of such an asset held for some time under inflationary conditions.

FIGURE 2

Indexed system
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The unindexed depreciated value is the asset’s historical cost less the sum of the
previously allowed 5/3 depreciation deductions. If, under our unindexed income
tax system, the asset were sold for an amount equal to the indexed depreciated
value, the exclusion of the indexed slice of Figure 2 would mean that there would
be no claw back of the excess deductions allowed, even though the full nominal
interest payments on funds borrowed to acquire the asset would be deductible.

In summary, the method of determination for depreciable assets of the indexed
CGT cost base and the balancing adjustments on disposal shows that the effect of
the CGT is to include the real component of nominal capital gains in our essen-
tially nominal (or unindexed) income tax base. The exclusion of the inflationary
component is a concessional exemption against the benchmark of a full nominal
income tax base. Continuing to exclude indexing from the determination of the
depreciated value for balancing adjustment purposes and continuing to index the
historical cost forward to determine the indexed cost base for CGT purposes mean
that the CGT does not represent a move towards an indexed system, but rather a
partial inclusion of nominal gains previously excluded from our unindexed tax
system.

As mentioned earlier, against the benchmark of a full nominal income tax base
and the associated allowance of nominal economic depreciation, historical cost
depreciation also represents concessional treatment. 5/3 depreciation is even
more generous under inflationary conditions than reducing-balance historical-
cost depreciation (on the basis of the assumption — which is an empirical ques-
tion — that the actual rate of decay of depreciable assets is not greater than the
effective-life reducing balance rate, which in turn is less than the 5/3 rate of
write-off). Figure 3 illustrates this situation where, in terms of handling inflation
in a full nominal system, 5/3 depreciation is even further from ideal economic
depreciation (as per equation (1) and Table 1) than the effective-life depreciation
system that remains in the law as an optional alternative to 5/3 depreciation. The
question arises whether there is an economic role for 5/3 depreciation, particu-
larly in the absence of any immediate move towards a fully indexed system.

4. ALTERNATIVE ACCELERATED DEPRECIATION
ARRANGEMENTS TO 5/3 DEPRECIATION

5/3 depreciation has never been presented by governments as an offset for the
effect of inflation on historical cost depreciation allowances. When it was
announced back in 1982 many reasons were given in support of it, to stimulate
investment activity, to bolster international competitiveness, etc., but no refer-
ence at all was made to inflation. It has only been since then that some economics
writers have presented 5/3 as an, admittedly very rough, offset to the effects of
inflation. It is, however, only in a fully indexed system, with real interest in the tax
base, that accelerated historical cost depreciation — presumably as a rough sur-
rogate for indexed effective-life or (real) replacement cost depreciation — can
offset the effect of inflation. A feel for this can be obtained from Figure 3 by
comparing indexed depreciation allowances represented by distance AC in the
figure and 5/3 allowances given by distance BD. With the fixed 5-year or 3-year
straight line allowances under 5/3, nevertheless, at a specific level of inflation, the
adjustment can only be correct for depreciable assets with a specific rate of decay.
Relative biases between assets with different lives would be unavoidable — as
they are with 5/3 in our unindexed income tax system.

In our current system, the stimulation of investment activity through acceler-

ated depreciation for plant and equipment would be better attempted using
accelerated write-off arrangements which minimise distortions between different
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equipment types. One common way of comparing different write-off regimes in
this regard is by comparing marginal effective tax rates applying under each
regime to investments in plant of varying durability.

FIGURE 3
Comparison of depreciation systems
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Marginal effective tax rate analysis

The (marginal) effective tax rate for a particular investment is usually defined on
the basis of a comparison of its before-tax and after-tax return, such that:

before-tax return minus after-tax return 3)
before-tax return

Effective tax rates may be calculated in a partial equilibrium framework whereby

effective tax rate =
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by the before-tax return is fixed regardless of the tax regime under study. Alter-
natively, the calculation could be done on the basis of the before-tax return
required to achieve a given after-tax return. This has more of the flavour of a
general equilibrium analysis capturing the equalisation of after-tax returns (with
the same risks involved) regardless of the tax arrangements in place. In this case,
the more generous the tax treatment the lower is the before-tax return required to
achieve a given after-tax return and the lower is the effective rate.

The before and after-tax returns in the effective tax rate calculation could be
expressed either on a nominal or real basis, causing the effective tax rate measure
to be in nominal or real terms respectively. In either case, when the before-tax
return is reduced by tax in proportion to the statutory tax rate the effective tax rate
will equal that statutory rate.

In the case of the interest from financial investments, when full nominal interest
is taxed, the nominal effective rate will equal the statutory rate because the
before-tax return is reduced in proportion to that statutory rate (assuming the
interest rate is not affected by the tax). Similarly, when nominal economic depre-
ciation of durable assets is allowed, nominal income taxation will reduce the
before-tax return of marginal, minimal risk investments (i.e., investments with a
nominal before-tax return equal to the going interest rate) in those assets in
proportion to the statutory tax rate (Mayo, 1984; p. 36).2 If, however, nominal
income taxation incorporating economic depreciation applies but the effective
tax rate is computed using the going real after-tax interest rate as the benchmark
return required, the real effective tax rate for investments in both financial and
durable assets will be higher than the (single) tax rate by the same amount.?

An alternative and simple way of calculating effective tax rates for a particular
investment in depreciable plant — paralleling the above partial equilibrium
approach which assumes a fixed before-tax return for each investment* is to
determine the present value (with discounting at the after-tax interest rate) of
actual tax payments under the relevant depreciation regime as a proportion of the
present value (PV) of taxable income were economic depreciation allowed. In
terms of establishing the relative distortions between different plant items (or
between plant and non-plant investments), it does not matter whether nominal or
real economic depreciation — with nominal or real interest in the base respect-
ively — is used as the benchmark for effective tax rate determination.

Given that our system is essentially nominal with nominal interest included in
the base, however, it would seem logical to use nominal economic depreciation as
the benchmark. An effective tax rate equal to the statutory tax rate would then
arise if the PV of the depreciation allowances of the regime under study equalled
the PV of the annual nominal economic depreciation (in all of this it is assumed
that the tax value of available deductions is realised immediately). Using real,
rather than nominal, economic depreciation as the benchmark will, as discussed
above, simply lift the effective tax rates overall depending on the level of inflation.
In illustrating inter-plant distortions and more broad-based distortions between
plant investments and other investments such as in financial assets, the absolute
level of the effective tax rates is not important; what is relevant is relativities
between the effective tax rates, determined on a consistent basis, of different
investments.

Table 2 shows, using a 5 per cent level of inflation and depreciable assets with
effective lives from 3 to 20 years, that regardless of whether nominal or real
effective rates are used for comparative purposes, 5/3 depreciation causes a large
spread of effective rates over the different plant lives. The rates fall considerably the
longer the plant lives: from 45.5 per cent to 28 per cent using nominal effective
rates. This partial analysis shows the strong biases towards longer-lived invest-

Table 2:—Effective Tax Rates of Investment in Plant with Different Effective
Lives Under Different Depreciation Regimes (a)

Effective Nominal Historical 5/3 Indexed 60%
Asset Economic Cost Depreciation Declining Loading
Life Depreciation Declining (d) Balance f)
(b) (O] (e
(%) (%) (%) (%) (%)

Nominal Effective Tax Rates (g)

3 46 44.8 45.5 30.7 36.8

4 46 443 39.8 30.7 36.8

6 46 43.2 39.5 (h) 30.7 36.3

8 46 42.3 35.5 30.7 36.1
10 46 41.4 32.9 30.7 35.7
15 46 39.8 29.7 30.7 352
20 46 38.6 28.0 30.7 34.7
Real Effective Tax Rates (i)

3 69 67.2 68.3 46 55.2

4 69 66.5 59.7 46 54.9

6 69 64.8 59.2 46 54.4

8 69 63.5 53.3 46 54.2
10 69 62.1 49.4 46 53.6
15 69 59.7 44.6 46 52.8
20 69 57.9 42.0 46 52.1

(a) 5 per cent inflation, 15 per cent before tax interest rate and a 46 per cent tax rate are
assumed.

(b) With economic depreciation, the nominal effective tax rate equals the statutory 46 per
cent rate for each item of plant. Expressed in terms of real effective tax rates the rate is
69 per cent for each class of plant, the same as the real effective tax rate of returns from
the financial market.

(c) The nominal and corresponding real effective tax rate falls somewhat the longer the
life of the plant reflecting the fact that with inflation historical cost declining balance
allowances are more generous (in a present value sense) than nominal economic
depreciation.

(d) The effective rates (either nominal or real) fall considerably the longer the life of
plant.

(e) The nominal effective rate is constant for all plant lives but at 30.7 per cent is much
lower than the 46 per cent nominal return from the financial market. The real effective
tax rate is 46 per cent for all plant, but again well below the corresponding 69 per cent
rate for returns from the financial market.

(f) The 60 per cent loading lifts the nominal 30.7 per cent effective rate for indexed
depreciation towards the 46 per cent level keeping the rate quite consistent across
different plant lives. For a given level of inflation, a particular level of loading can
broadly provide a specified effective rate for all plant. In contrast 5/3 depreciation
could only provide the required rate, at the given level of inflation, for plant of one
particular rate of decay.

(g) The present value (PV), with discounting at the after-tax interest rate, of actual tax
payments under each depreciation regime as a proportion of the taxable income were
nominal economic depreciation allowed. For each asset life a marginal asset is used,
i.e. where the PV (with discounting at the before-tax interest rate) of the net receipts
stream — which is declining proportionally before inflation at the rate s determined
according to the asset’s effective life as explained in footnote (c) to Table 3 — is equal
to the $1000 cost of the asset. With inflation at the rate i the net receipts stream (and
economic depreciation) is declining at the rate s(1 + i) — iasexplained in footnote (b)
of Table 1. The PV of the depreciation allowances of each asset is given in Table 3. (For
PV calculations, the PV of a stream of numbers obtaining at the end of each year with
discounting to the start of year 1 is given by N/(d+r), where N is the number at the end
of year 1, d is the constant annual rate of decline and r is the discount rate.)

(h) Plant with a 6-year effective life just misses out on the 33 1/3 per cent rate under
5/3.

(i) The PV of tax paid under each depreciation regime as a proportion of taxable income
were real economic (or indexed effective-life) depreciation allowed.
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ments in the 5/3 depreciation arrangements.’ (As explained, the fact that Table 2
shows that a real effective rate equal to the statutory 46 per cent would apply with
5/3 depreciation under 5 per cent inflation to an asset with an effective life
between 10 and 15 years is meaningless in terms of resource allocation impli-
cations.) :

The partial equilibrium determination of effective tax rates in Table 2 shows the
initial direction of distortions imposed by different depreciation arrangements
without necessarily illustrating the final relativities in a general equilibrium con-
text. Equity financing is implicitly assumed, so that the figuring does not include
the effects of debt financing which would exacerbate the distortive influences
illustrated in Table 2.

The effect of debt financing can, however, be inferred from Table 2. The
nominal effective tax rate applying to debt funding is 46 per cent, which corres-
ponds to the nominal effective tax rate applying to plant of different effective lives
with nominal economic depreciation allowed for tax purposes (column 2, Table
2). That means that the effective tax rate for plant items of varying durabilities is
independent of the debt-equity ratio when economic depreciation is allowed. In
other words, the before and after-tax returns from the marginal plant investments
are the same as the before and after-tax costs of debt funding. There is no tax bias
towards debt. However, under 5/3 depreciation, for example, the effective tax rate
for equity-financed plant with a 20-year effective life is only 28 per cent reflecting
an after-tax return to the marginal equity investment greater than the after-tax
cost of borrowed funds. It would pay the investor to increase the level of debt
funding thus further reducing the effective tax rate on the plant investment or,
equivalently, further increasing the return on equity funds.

Looked at another way, at the margin the return of a minimal-risk equity
investment in plant just covers the opportunity cost of tying funds up in it (i.e., the
going before-tax interest rate) plus the nominal economic depreciation of the
plant. If nominal economic depreciation is allowed for tax purposes, the taxable
return from equity corresponds to the going interest rate. In these circumstances,
debt funding with its deductibility of nominal interest can only result in the
explicit after-tax cost of debt substituting for the same after-tax opportunity cost
of equity funding. There is no tax bias imposed on the plant investment by debt
funding (or the deductibility of nominal interest).

However, the more generous, in PV terms, are depreciation allowances compared
to nominal economic depreciation, the further the taxable return from equity
investments (marginal before tax) is above the going interest rate. Thus, debt
Sfunding can take advantage of this bias, exacerbating the distorting effects of
accelerated depreciation on investment-decision making. This exacerbation is
illustrated in Table 4 which re-works the effective tax rates of the plant invest-
ments in Table 2 on the basis of 80 per cent debt funding with nominal interest
deductibility allowed. A comparison of Table 4 with Table 2 shows the invariance
of the effective rates to changing ratios of debt to equity when nominal economic
depreciation is allowed for tax purposes and also shows the bias towards debt
funding imposed by accelerated depreciation.

With 5/3 depreciation, for example, the spread of nominal effective rates from
45.5 per cent to 28 per cent for the range of plant durabilities under equity
financing has widened to a spread from 43.3 per cent to —43.9 per cent in Table 4
with 80 per cent debt funding. Table 4 also highlights the inappropriateness of
allowing indexed declining balance depreciation (or real economic depreciation)
when nominal interest is incorporated in the income tax base. In contrast to the
stability of effective rates with debt funding when nominal economic depreciation
is allowed, 80 per cent debt funding has reduced the nominal and real effective tax

~ e
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Table 3:—Present Value of Depreciation Allowances ($ per $1000 of

investment) (a)
Effective Nominal Historical 5/3 Indexed 60%
Asset Economic Cost Depreciation Declining Loading
Life Depreciation Declining Balance
(b) (© (d) ©)

3 854 861 857 944 908

4 809 822 857 927 881

6 724 7155 796 894 832

8 645 698 796 (f) 864 787 (f)
10 570 649 796 836 748
15 404 552 796 772 664
20 262 481 796 718 597

(a) 5 per cent inflation (i), 15 per cent before tax interest rate and 46 per cent tax rate are
assumed. Each asset is held indefinitely. The discount rate for present value
determination is the after tax interest rate,r (=0.15(1 — 0.46) = 0.081).

(b) PV = $(s(1 + 1) — i)/(r — i + s(1 + 1)) x 1000 where s is the declmlpg bglance rate as
determined in footnote (c). The formula is derived from an infinite series of
depreciation deductions based on equation (1).' P .

(c) Declining balance rate given by 1.5/N, where N is the eﬂ“ectnfe life of the asss:t. With
no inflation, this rate corresponds to the annual rate of reduction of the assets’ values.
PV = $s/(r + s) X 1000. . Al

(d) PV = $s(1 +i)/(r —1i+ s(1 +1)) x 1000. Derived from an infinite stream of
depreciation deductions based on equation (2). . el

(e) Declining balance allowance based on 1.6 times the corresponding effective-life
rate. .

(f) The slightly lower PV for the 60 per cent loading compared to 5/3 is due to the use
under the 60 per cent loading of declining balance depreciation (at the .30 per. cent
rate), which continues indefinitely here because the plant is held mdeﬁmt@ly, rather
than the alternative straight line depreciation (at the 20 per cent rate which would
correspond exactly with the 5/3 write-off).

rates for all plant durabilities to —30.7 per cent and —46 per cent ;espectlvely
with indexed declining balance depreciation allowed. Only if real interest was
actually incorporated in the tax base — remembering that all j[he eﬂ'ectl\(e tax rate
calculations of Table 4 are worked on the basis of nominal interest being incor-
porated in the tax base — would the real effective tax rates of (all) the plant
investments remain at the statutory 46 per cent rate regardless of the debt to
equity ratio when indexed declining balance depreciation was allowed.

Some argue, on this basis, that distortions created by the allowance of deduct-
ibility of nominal interest payments in conjunction with accelerated depreciation
can be offset by ensuring that only the real component of interest payments is
deductible for borrowings used to fund investments which attract accelerated
depreciation. Table 2 illustrates the futility of that. If, for ex_arpple, w1§h1n an
otherwise unindexed system, indexed declining balance depreciation applied and
if — problems of the fungibility of debt aside — practicable arrangements could
be devised to ensure that for those plant investments attracting the indexed
depreciation only real interest deductions were allowed, the real effective tax rate
would be 46 per cent, as illustrated in column 5 of Table 2, regardles_s of the level of
debt funding used. Nevertheless, despite these adjustments in relation to the plant
investments, the real effective tax rate on returns from the financial m’arket would
still be 69 per cent. Major distortions between plant and non-plant investments
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Table 4:—Marginal Effective Tax Rates of a Range of Plant Investments could not be avoided. An apparent haven of real income tax bgse adjustments may

Financed by 80 per cent debt (a) be created for plant, but those adjustments are themselves imposing major qhs-

: tortions within an otherwise unindexed income tax system. P?.rtial @ndexatlon

Effective Nominal Historical 5/3 Indexed 60% cannot be a non-distorting substitute for comprehensive inflation adjustments.

Asset Economic Cost Depreciation Declining Loading . . . .

Life Depreciation Declining ©) Balance Indexed effective-life depreciation

(b) Balance (d) In contrast to 5/3 depreciation, indexed effective-life depreciation maintains a

consistent (nominal or real) effective tax rate across all types of plant although, as

N30mma1 Effective ng Rates 40.7 43.3 —30.7 0.2 shown above, only if every investor uses the same proportion of debt funding. The
4 46 37.5 14.6 -30.7 —0.7 differential effect of variations in debt funding aside, there would be potential
6 46 31.9 13.4 ~30.7 —2.4 efficiency gains from replacing 5/3 with indexed depreciation in terms of
8 46 27.2 -17.1 —30.7 —-3.9 improved decisions on the use of different plant items. Nevertheless, applying

10 46 232 —19.4 —30.7 —5.3 indexed depreciation in isolation from comprehensive indexation in this way

15 46 15.1 —35.8 —307 —8.1 would push the effective tax rate below that applying to after-tax returns from the

1220 [ Effective T. 1‘;’6 9.2 —43.9 =307 =104 financial market and that of trading stock generally, as well as other non-plant
3e ar Bfjective fax G%tes 61.0 64.9 —46 0.3 items. At the relatively low 5 per cent inflation rate assumed, Table 2 shpvgs thp
4 69 56.2 21.9 —46 —11 nominal effective tax rate for equity-financed plan@ under indexed depreciation is
6 69 47.9 20.1 —46 —3.6 30.7 per cent compared to the 46 per cent applicable to monetary assets and
8 69 40.8 -10.6 —46 —59 liabilities and to stocks generally (stocks with sufficient rapid turnover are effec-

10 69 34.7 —-29.1 ~ —46 —~7.9 tively taxed on a full nominal basis). Using real effective rates, the comparison is

15 69 22.7 —353.7 —46 —12.2 46 per cent for plant compared to 69 per cent for monetary items and stocks. Table

20 69 13.8 —65.9 —46 —15.6 4 shows that debt funding exacerbates this divergence between the effective tax

(a) The real and nominal effective tax rates are calculated as in Table 1 but taking into

(b) The effective tax rates under economic depreciation are independent of the debt to

(©)

(d) At the 80 per cent funding level, the nominal and real effective tax rates with indexed

rate for plant investments and that for financial investments: the rates applicable
to financial investments are not affected, but the effective tax rates for plant
investments are reduced by debt funding.

The widespread economic distortions associated with indexed depreciation
reflected by these effective tax rate differences — in terms of changed“financing
decisions and choices between plant and non-plant capital items and between
plant and stocks — would, even at quite low inflation rates be expected to swamp
the efficiency gains that indexed depreciation could bring to decisions between
different plant items. It is for such reasons that indexation of depreciation is
inappropriate so long as nominal interest is included in the tax base and should
await'any move to comprehensive indexation of the tax base — as concluded by
many writers, e.g., Swan (1978) and Sieper (1986), and in the inflation adjust-
ments chapter of the Draft White Paper. In the context of a policy requirement to
accelerate depreciation deductions, indexed depreciation could provide excess-
ively generous, and therefore distortive, treatment even at low inflation rates and
the level of concession would be solely dependent on the rate of inflation (e.g., with
no inflation there would, of course, be no concession) coupled with the effect of
debt funding.

account the effect of deductibility of nominal interest payments on the tax payable
under each depreciation regime and the effect of interest deductibility on the tax base
of the benchmark nominal and real systems, The interest payments are determined on
the basis of annual debt funding — at the going 15 per cent per annum interest rate —
covering 80 per cent of the market (or replacement) value of each asset at the start of
each year.

equity ratio. That is because the annual net receipts from each marginal investment
underlying these rate calculations just cover the opportunity cost of tying funds up in it
(i.e. the going interest rate) plus the change in value of the asset (i.e. economic
depreciation). With nominal economic depreciation allowed the annual tax base with
equity funding equals the (deductible) interest that would be payable on an annual
loan equal to the value of the asset at the start of the year (i.e. with 100 per cent debt
funding). No tax advantage can be obtained from debt funding.

The more generous (in a PV sense) the depreciation allowances are compared to
economic depreciation the smaller the annual tax base from the capital investment
funded by equity and the greater the tax advantage provided by deductlblhty of
interest paid on debt fundmg of that capital investment. Thus the increasing tax bias
under inflation with increasing asset durability when historical cost declining balance
allowances or, particularly, 5/3 depreciation allowances apply is greatly exacerbated
by debt funding.

Loading on effective-life rates

_General efficiency gains from replacing 5/3 depreciation may, nevertheless, be
_ achievable while still accepting the policy constraint that some form of accelerated
write-off for plant is required.

loading on effective-life rates (increased above the existing 18 per cent load-
g, which is already available as an alternative to 5/3) to replace 5/3 deprec1at10n
uld largely achieve the efficiency gains sought by indexed depreciation'in terms
nstatmg appropriate relativities between plant of different workmg lives. In
ition, the disadvantages of indexed depreciation introduced in isolation from
mprehenswe indexation' could be ameliorated significantly by appropriate
determmatmn of the size of the loading.

declining balance depreciation applying just happen to turn from 30.7 per cent anid 46
per cent respectively under equity funding to —30.7 and —46 per cent respectively
under the debt funding. This just reflects the increasing tax advantage of debt funding
for higher debt to equity ratios were indexed depreciation to apply within an otherwi
full nominal system. With 50 per cent debt funding, the nominal and real effectiv
rates are 15.3 per cent and 23 per cent respectively. Only if real interest were actuall
incorporated in the tax base would the real effective tax rates of all the plan
investments be 46 per cent regardiess of the debt/equity ratio (and 30.7 per cent if fo
some reason nominal economic depreciation were allowed).
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Under the 5/3 depreciation arrangements, plant attracts 3-year write-off if the
straight line write-off rate based on the effective life of that plant type (plus an 18
per cent loading on that rate) is 20 per cent or more; otherwise 5-year write-off
applies. Table 2 shows that, compared to nominal economic depreciation, 5/3
depreciation provides little or no incentive to equity investment in shorter-lived
items of plant which would have attracted straight line write-off rates around the
20 per cent and 33 1/3 per cent levels (including the 18 per cent loading) under
alternative effective-life arrangements. 5/3 depreciation may not increase the
generosity of the depreciation allowances of these shorter-lived items much above
that which would apply under a standard effective-life historical cost regime
(which, as confirmed by column 3 of Table 2, is itself more generous under
inflation than nominal economic depreciation). Similar conclusions apply with
debt funding included (Table 4) except that the relative advantage of accelerated
depreciation increases more rapidly with increasing durabilities. Those shorter-
lived items of plant receiving little from accelerated depreciation would typically
be high technology items which can rapidly become obsolescent, such as computer
hardware — the area where many argue that investment should be encouraged.
On the other hand, longer-lived plant items attract relatively much more assist-
ance under 5/3, particularly when gearing is involved, than the shorter-lived
items; regardless of their effective working lives above about 6 years, such plant
enjoys 20 per cent write-off. The longer the effective life and therefore the slower
the rate of decline in economic value from use of the plant, the more out of kilter
with commercial realities is the tax write-off under 5/3.6 5/3 depreciation strongly
biases decisions away from shorter-lived, high technology plant to long-lived
plant.

Under 5/3, therefore, businessmen inevitably make decisions on the use of plant
and equipment for their operations more on the basis of the tax breaks available
than on the truly productive nature of their plant. 5/3 depreciation could actually
weaken their ability to compete on the world scene. It is not the overall rate of
write-off or the comparison of our rates with overseas rates which are relevant
here. If businesses in Australia are investing in an inappropriate mix of plant
because the structure of depreciation does not maintain relative write-off rates
which reflect commercial realities, Australia’s ability to compete would be
expected to be adversely affected.

Tables 2 and 4 illustrate the potential improvements in decision-making that
could be obtained by replacing 5/3 with a loading system. The loading can, under
inflation, keep the spread of effective tax rates across the range of plant typestoa
minimum, similar to indexed depreciation. But the loading can be selected such
that the effective tax rates for plant are much closer to that of monetary items and
stocks, with the variation in effective rates caused by different levels of debt

funding also significantly reduced compared to that under indexed depreciation.

This reduces the overall distortions of stand-alone indexed depreciation. This is

not, of course, to deny the efficiency costs of any generous loading, costs under-
lined by the low and mostly negative effective tax rates resulting in Table 4 forall

plant types with a 60 per cent loading and with 80 per cent debt.

In short, replacing the superficial generosity of 5/3 depreciation with an across-
the-board loading on the write-off rates based on the effective working lives o
plant could help reinstate the commercial relativities between different types of
plant. Much of the shorter-lived, high technology equipment would attract faster
write-off; some longer-lived items of plant could attract reduced rates. Decisio
based more on tax inducements would be replaced by decisions based more
commercial realities. ~
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5. FUTURE REFORM

The 1985 tax reform package has resulted in large volumes of legislative changes
which will take time for business and the legal and accounting professions to digest
fully. Nevertheless, with the imminent introduction of a full imputation system of
company taxation in Australia — the last major measure in the 1985 reform
package to be legislated for - it is appropriate to reflect on the potential for
evening up further the business tax landscape at some time in the future. In the
process of removing the double layer of tax on company income, full imputation
inevitably puts the spotlight on profits which are not taxed at the company end
through concessional treatment but which are taxed under current classical and
proposed imputation arrangements if distributed as dividends.

In looking at possible future business tax reforms it is worthwhile to do so on the
basis of retaining an essentially nominal income tax system. Certainly attaining
comprehensive indexing is the ideal to keep in sight, but the practical problems of
appropriately handling the indexing of all monetary assets and liabilities are very
substantial. Even if the difficulties associated with financial institutions identified
in the Draft White Paper (see footnote 1) can be satisfactorily resolved, a threshold
question to be faced is whether the inevitable distortions remaining in a practical
system of indexing monetary items warrant the change in terms of overall effi-
ciency gains. There is also the question whether taxing imputed interest and
allowing imputed deductions on an accruals basis for financial items should be
achieved on a more consistent and comprehensive basis before embarking on
comprehensive indexation. Meaningful reforms can, however, be considered in
the absence of such difficult questions being resolved.

Candidates for possible future reform are the 5/3 depreciation arrangements
and-the slice of inflationary gains exempt under the CGT. Pure efficiency con-
siderations. would suggest the replacement of 5/3 depreciation with nominal
replacement cost depreciation (according to equation (1)) as an annual estimate of
nominal economic depreciation, as well as the inclusion of inflationary gains in
the CGT net.

_ Consideration of the “heresy” of achieving what would amount to full nominal
income taxation is perhaps made more possible by overseas reforms, particularly
those in the United States, moving to reduce the generosity of accelerated write-
off schemes along with reduced tax rates and even to tax nominal capital gains.
Further, an-assessment of the potential efficiency gains from moving from current
arrangements to a full nominal system must include the scope that such a move
would provide for reduced tax rates.

. For many. years during the last decade or so company tax collected has in
aggregate approximated what would have been raised had the statutory tax rate
applied to a comprehensive real economic income base (see Treasury, 1987,

Eigure 10, p: 23). In other words, the average real effective tax rate approximated
‘ statutory rate in many years. This broad aggregate outcome is, however, quite
rtuitous with major differences between our current tax base and a real income
x base tending to cancel out in aggregate. Underlying the broad balance is a host
istortions in investment decision making, reflected in widely divergent mar-
[ effective tax rates. These distortions could be ameliorated considerably by a
¢ to a full nominal tax base and tax rates (both corporate and personal) could
reduced significantly, particularly during periods of high inflation, to yield only
{ revenue that a comprehensive real income tax system would generate.. Ques-
regarding the complexity of comprehensive inflation adjustments turn into
cal and conceptual considerations of continually moving tax rates with a full
U System (o yield what a‘real income tax system might produce.
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Despite the very strong efficiency arguments in favour of considering the pos-
sibility of comprehensive nominal taxation it is, unfortunately, difficult to
imagine achieving a shift from 5/3 depreciation to nominal replacement cost
depreciation, which could involve businesses paying tax on the estimated nominal
increase in the value of their very durable depreciable equipment during periods
of moderately high inflation. More conceivable is a shift from 5/3 to a system
incorporating a generous loading on effective-life rates plus full nominal capital
gains taxation, in conjunction with a significantly reduced company and top
personal tax rate. Revenue considerations would mean that the size of the tax rate
reduction would depend largely on how low the loading on effective rates could be
kept. Appropriate re-vamping of our indirect tax arrangements undertaken in
conjunction with these changes could, however, also help to provide significant
and sustainable income tax rate reductions.

A move to a full nominal CGT also has important implications for future
efficiency-based extension of the proposed full imputation arrangements. The
proposed qualifying dividends approach to full imputation is but two steps short
of what would amount to optional full integration.” The first is to allow profits
freed from tax at the company level to flow through to shareholders without
attracting Australian tax. The second is to allow refunds to Australian resident
shareholders of excess imputation credits. While these changes would not for-
mally tax retained income at shareholders® marginal tax rates, post-1 July 1987
bonus issues are to be treated for tax purposes as a dividend distribution and
immediate capital re-injection and, therefore, could be used by companies to
achieve effectively optional full integration. In other words, bonus issues out of
company profits either taxed or untaxed at the company end would enable the
company to retain the after-tax profits for re-investment while providing to the
resident shareholders the benefits of distribution, including imputation credits
(effectively resulting in the capitalised income being taxed at shareholders’
rates).®

This treatment of bonus issues is also particularly relevant to the impact that the
CGT has on the taxing of profits retained by companies. Capital gains arising from
retained profits are subject to CGT (if the shares were acquired post-19 September
1985). Even though there is a balancing capital loss realised when these retentions
are ultimately distributed, bonus issues can be used to get more immediate relief
from the temporary double taxation of retained income. Bonus issues can, as

discussed above, be used to turn effectively the retained profits into a capital
re-investment with the CGT cost base adjusted up accordingly so that no. CGE

would apply to the amount of the bonus issue when the shares are sold.

The above two steps towards optional full integration are simple conceptually

but involve significant practical considerations. The second of these — inter
national implications aside — would, for example, ideally require that a'com
prehensive; non-prospective full nominal CGT be operative. As discussed b
Benge and Robinson (1986, p. 113), in the absence of a comprehensive nomi
CGT, at the extreme all shares would end up in the hands of tax-exempt share
holders on dividend day and all company tax revenue would evaporate.'4 ful
nominal CGT would, therefore, seem to be a pre-requisite within our unindexed
system for opening up the possibility for continuing improvements in company a
shareholder taxation.

6. CONCLUSION

The indexing arrangements of our CGT amount to a concessional exemptiol
the inflationary component of capital gains from an otherwise unindexed tax ba
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The effect is to leave an inflationary slice of income out of an unindexed tax base,
rather than necessarily to pave the way for comprehensive indexation of the tax
base.

It isimpossible for 5/3 depreciation to adjust appropriately for inflation — even
for investments in particular depreciable assets — in the absence of comprehen-
sive indexation involving the inclusion of only real interest in the tax base.
Comprehensive inflation adjustments are unlikely to be achievable in the medium
term. It is appropriate, therefore, to contemplate future possible changes to busi-
ness tax arrangements that could improve the efficiency of these arrangements, in
the absence of comprehensive indexation.

As reflected in widely divergent marginal effective tax rates, 5/3 depreciation
imposes major distortions on inter-plant, as well as plant versus non-plant,
investment decisions; distortions which both encourage, and are exacerbated by,
debt funding of investments. These distortions could largely be removed by
replacing 5/3 depreciation by nominal replacement cost depreciation (as an esti-
mate of annual nominal economic depreciation). Such a change would be unlikely
in practice as it could involve businesses paying tax on the estimated annual
nominal increase in the value of their very durable depreciable equipment during
periods of moderately high inflation.

Nevertheless, even under the constraint that concessional treatment be pro-
vided for investment in plant and equipment, efficiency gains in terms of more
balanced decisions regarding the use of plant items of different durabilities could
be achievable by replacing the 5/3 system with a loading on effective-life de-
preciation rates. Commercial decision-making could, in principle, be further
improved by removing the indexing concession from the CGT. Such a change, in
practice; could only be considered in conjunction with a significant reduction in
the company and top personal tax rate (paid for by the replacement of 5/3 and a
possible revamping of indirect tax arrangements).

_ Theresult would be a more balanced treatment of business incomes, fitting well
within the international scene and providing the basis for extending even further
the major reform proposed for company and shareholder taxation to take that
reform further towards full integration. The full imputation proposal, in fact,
reflecting as it does the lengths policy-makers in this country are prepared to go to
even up.the business tax landscape, augurs well for future business tax reform.

Footnotes ,
* Department of the Treasury, Canberra. The views expressed are not necessarily those

the Treasury. or the Government. The chapter benefited from comments made at the
‘Monash conference, particularly by John Bossons and Charles McLure.

L. Appendix 18-A of the Draft White Paper aims at presenting a blueprint for the
ymprehensive indexation of durable assets, stocks and monetary assets and liabilities. The
ctical difficulty of excluding *“financial institutions” from the “rule-of-thumb” exclusion
od presented for the indexing of monetary items was the main reason for the Gov-
ent’s conclusion on page 208 of the Draft White Paper that, “Such a comprehensive
involves a large number of difficult practical questions. The Government, never-
considers that future implementation of comprehensive real income taxation may
ible”’ and on page 237 that, “detailed study of the issues involved, particularly the
| difficulties associated: with adjustments to monetary items, is warranted.” It is
hat the Government did not include revenue considerations as a reason against
udy. Paragraph 18A.27 of the Draft White Paper discusses alternative ways of
| institutions under comprehensive. indexation, but the basic problem
tricting alternative arrangements to “financial institutions” and to financing
xpayers generally.
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fqll.distribution to r.esident shareholders, deductibility of the expenses associated with the
dividends also applies at the individual shareholder’s rate.

8. The importance of bonus issues in this regard is discussed in Bossons (1988).

2. For an extension of the neutrality properties of economic depreciation beyond the
minimal-risk investments implied here to risky investments see Mayo (1984, p. 42).
3. With comprehensive nominal income taxation, the real after tax return, r*, is given
by:
F=r(l —t)—1i
where 1, = before tax (and after inflation at the rate i) return, and

]
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b — 1
In other words, for investments marginal before tax (i.e. with a nominal return of r,) which
after nominal income taxation have a return of (1 — t), the real effective tax rate is
uniformly higher than the tax rate by a factor of ro/(r» — ).
Only if real income tax applies (with real economic depreciation attracted by durable assets)
such that

r*=rb——(rb—i)t——i
=(r, —i)(1 —t) .

does the real effective tax rate for each investment equal t. In this case, if depreciation
attracted by durable assets is less generous in PV terms than real economic (or indexed
effective-life) depreciation, the real effective tax rate of the durable asset investment is
greater than t.

4. Under this simple PV approach to effective tax rate calculation the effective tax rates
are generally only the same (for each investment) as those calculated using rates of return
according to equation (3) (with the partial equilibrium approach) when economic depre-
ciation is allowed for tax purposes. What is relevant, however, is the dispersion of effective
tax rates under each depreciation system not the absolute size of the effective tax rates fora
particular investment.

5. Auerbach (1979) and Abet (1981) analyse the effect of an increase in the rate of
inflation on the durability of capital using a general equilibrium model. Abel concludes that
the effect of inflation leading to an increase in the durability of capital can be reversed if the
ratio of the nominal discount rate to the rate of asset decay is less than a “critical factor’’
dependent on the rate of taxation. ‘

6. Again the assumption is that the actual rate of plant decay is not greater than the
scheduled rate of write-off determined by the Commissioner under the effective-life syste
(see footnote (c) Table 3). Inflation will then always put a gap between the tax write-off and
the actual nominal decline in value as per equation (1), and the gap will be exacerbated by 5
for longer-lived plant especially. This assumption is supported by the fact that where it can
be established that an item of plant has a shorter life than is reflected in the relevant
scheduled rate, a higher rate may be allowed. Further, gradual and persistent technological
change will be reflected in the relevant scheduled rate. Under the balancing adjustment
provisions also, where an item is scrapped prematurely its depreciated value may beclaimed
in the year of disposal.

7. Replacing the originally announced compensatory tax approach to full imputatio
with the qualifying dividends approach (where imputation credits attach to dividends onl
to the extent that company tax has been paid on the income underlying the dividend) do
not pose any significant problems whereby tax-preferred income passing through the co
pany chain is assessed at a lower rate than the rate at which associated expenses — partic
larly initerest expenses — are deducted. In contrast to the classical system (see Mayo, 198/
the worst assessability/deductibility mismatch possible under imputation when tax-pre
red income is involved (and when a rebate of tax‘is given on gross dividends passing thro
the corporate chain and not on dividends net of associated expenses) would be that inte:
on borrowings by companies attracts deductibility at the company rate while the gro

dividend income is taxed at the shareholder’s rate (or attracts dividend withholding tax
Moreover, as shown by Mayo (1987) the qualifying dividends approach ensures that



