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CHAPTER 1

THE INCOME TAX SYSTEM AND THE FINANCING OF BUSINESS IN CANADA

1.1 Introduction

The burpose of this study is to investigate the iwpact of the Canadian
tax system on the financing of small businesses. Before embarking upon our
theoretical and empirical -analysis it is pertinent to lay out in careful de-
tail those characteristics of the tax system which are likely to have an im-
pact on the ability of small businesses to finance their operations.‘ The tax
system influences the financing of firms primarily through its impact upon the
cost of financing various expenditures of a capital nature. The taxes which
affect the relative cost of financing small businesses are those which im-
pinge upon capital income - the corporate and the personal income taxes.
Property taxes can also be viewed as capital taxes which influence financing
costs. However, since they do not treat large and small businesses dif-

ferentially, we have left them out of consideration.

This chapter begins with a survey of the taxation of capital income
in Canada under the corporate and the personal tax systems. This is followed
by a discussion of the purposes for which financing is required and the alter-
nate sources of financing to the firm. Finally, an overview is presented of
the ways in which the corporate and personal income taxes affect the cost of

financing various expenditures using alternative sources of financing.

1.2 The Taxation of Capital Income under the Corporate Income Tax

A1 corporations carrying on business in Canada are subject to federal
corporation income tax as well as provincial corporation income tax in the prov-

ince in which they reside. In addition, corporations resident in Canada must



pay corporate tax on any income earned elsewhere. They do, however, receive a
tax credit for corporate taxes paid in other countries. All provinces except
Ontario and Quebec currently have tax collection agreements with the federal
government whereby the latter collects the taxes for the provinces in exchange
for an undertaking by the provinces to use the same tax base.] The provinces
are then free to vary their own tax rates and institute their own system of tax
credits. Since both Ontario and Quebec have corporate tax systems simi]ar to
those in the provinces with tax collection agreements, our discussion in this
section need not differentiate among jurisdictions.

Corporate taxes are levied at a flat rate on taxable income. In dis-
cussing taxable income it is useful to draw a distinction between active busi-
ness income and non-active business income or investment income. Active busi-
ness income is that earned as a result of the spending of time, labour and
attention by the enployees of the firm. Firms are engaged in an active business
if a significant part of its profits are gained from such activities. All other
income is non-active business income comprised mainly of investment income. As

the rules for defining taxable income differs in each case it is worth consider-

ing them in turn.

1.2.1 Active Business Incomne

The taxable income of corporations engaged'in active business is the
difference between total revenue and allowable costs over the taxpaying _year.2
Total revenue includes the value of all sales at the time of the sale regardless
of whether or not payment is made at the time of sale. Thus, total revenue is

included in the Ltax base on an accrual basis (rather than a cash or realization
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basis). There will often be a lag between the time of sale and the receipt of

payment. This lag gives rise to accounts receivable, one of the types of "as-

sets" that the firm must finance. The implications of taxing revenues on an
accrual basis for the financing decision of the firm will be returned to in
Appendix 2.

From total revenue the firm is allowed to deduct the costs incufred in
the course of earning income over the tax year. These costs are of two main
sorts - current and capital costs. As well there are certain special deductions
such as depletion allowances for the resource industries. These are discussed

in turn.
a. Current Costs

Thesc include all expenses of a current nature incurred during the tax
year such as wages and salaries, fuel, materials, rents, advertising and promo-
tion, insurance, etc. As with total revenues, costs are deductible on an accrual
basis at the time at which the expenses are incurred reqardless of whether or not
payment is made at the same time. Any lag between the undertaking of an expendi-

ture and the payment will give rise to accounts payable (or trades payable). Ac-

counts payable can be thought of as a source of finance to the firm Since they

are postponements of payment and thus are liabilities.

b, Capitial Costs

Capital expenditures are those undertaken to acquire an asset which
will be used to produce income over more than one tax year. These include ma-
chinery and equipment, non-residential structures, land, resources, inventories

and intanqgible assets such as qgoodwill and knowledge or information. The tax
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system treats cach of these differently but there are basically two sorls of
expenses allowed for capital - an interest éost and an expense for the use of
the asset (e.g., depreciation). The interest payable on all interest-bearing
debt of the firm is deductible from income.3 No deduction is allowed for the
imputed cost of non-interest paying sources of finance (e.g., equity). The
deductions allowed for thé use of the asset varies from asset to asset as fol-

lows.

i. Depreciable Assets

Machinery and equipment and non-residential structures are depreciable
assets and are allowed a depreciation expense or capital cost allowance. Cach
type of depreciable asset is assigned to a class and is written off at the de-
clining balance rate of the class. The declining halance rate is based upon
the original cost of the asset, and the rates for each class are meant roughly
to accord with the economic life of the asset. It is likely, however, that for
many assets the rate of economic depreciation is less than that allowed for tax
purposes. For example, machinery and equipment falls in Class 8 and is written
off at 20% per year. Statistics Canada lists the average 1ife.span of machinery
and equipment to be approximately 24 years. This roughly corresponds to an
exponential depreciation rate of 8.3%, less than half that allowed for tax pur-
poses.4 To ensure that an asset is completely written off, when the asset is
scrapped the remaining undepreciated value is written off. Otherwise, under
exponential depreciation, it would depreciate indefinitely in smaller and smal-
Ter amounts. If a partly depreciated asset is sold for an amount qreater than

its undepreciated value, there is a recapture of depreciation. The firm adds
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to income the difference between the sale value and the undepreciated value for
tax purposes (or subtracts it from taxable income if negative). If it sells

for nore thaq its original cost, the firm is subject to a recapture of all de-
preciation taken as well as to capital gains taxation on one-half the sale value
less the original cost. To summarize, for depreciable assets the firm is allowed
a write-off for the interést and depreciation costs of holding the asset. How-
ever, in neither case is the amount allowed for tax purposes likely to reflect
the true costs of using the asset. Only interest arising on debt is deductible
rather than full imputed interest. And, tax depreciation rates may not be true

rates,

When depreciation allowed for tax purposes is greater than the actual
cost of depreciation incurred by the firm, then the firm receives an interest
free loan from the government equal to the corporate tax rate times the differ-
ence between the amount written off under tax depreciation and that written off
normally. These deferred tax liabilities are another source of finance for
businesses, and one that varies with the amount of investment of the particular
sort undertaken.

The exponential capital cost allowances discussed above are those nor-
mally given for depreciable assets. Since 1972, special accelerated depreci-
ation provisions have been in effect for manufacturing and processing firms in
Canada. Machinery and equipment used in such activities can be written off over
two years using a 50% straight line method. This affords a substantial tax ad-
vantage to these firms and increases deferred tax liabilities as a source of

finance.




ii. lLand

Land is a non-depreciable asset so is afforded no capital cost allow-
ance. Only the interest costs incurred in the purchase of the land used for
business purposes are deductible (as well as property taxes paid to lower lev-
els of government). On the other hand, if land is not purchased but is rented
the rental costs may be wfitten off as current costs. Since the rental payments
are also taxable to the owning party at the deductibility of interest for pur-
chasing the asset, no additional taxes are incurred overall as a result of rent-
ing rather than owning. Once again, since the full imputed interest costs are
not deducted, the firm gets less than the full costs of owning land as a write-
off. Also, any capital gains or losses realized from the sale of land are
treated as capital gains for tax purposes and taxed on a nominal basis at half

the ordinary tax rate.

iii. Resource Properties

The costs of acquiring resource properties are essentially written off
immediately. These include exploration, drilling, and development costs as well
as the costs of acquiring property rights (although the cost of acquiring pro-
perty rights have been depreciated at a rate of 307 since 1979). Since the
acquisition of resource properties and their development represents the acqui-
sition of an asset of lasting value their immediate write-off in cdnjunction
with the deductibility in interest payments incurred in financing these affords
a substantial tax advantage to investment in the resource industries. From an
economic efficiency point of view this can provide an incentive for relative
over-investment in these activities. This incentive is compounded by the fact

Lhal, despite the facl Lthal all expenses of acquiring resource properties have
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already been written off, a deduction for the depletion of the resource is
allowed. The depletion allowance is 25% of net income from mineral and petro-
Teum production where net income is profits net of the costs of acquisition
and exp]oration and development expenses. There is a 1imit on the ability

to deduct depletion allowance. The depletion deduction is only allowed up

to one-third of exploration and development cxpenses, associated capital ex-
penses, and the purchase 6f machinery and equipment for processing ore in
Canada. For frontier o0il exploration the depletion allowance is even more
generous. An extra 2/3 of drilling costs in excess of $5 million on an ex-

ploratory well can be deducted.
iv. Inventories

Firms hold inventories whenever they purchase or produce items before
they use them in their production processes or sell them. The general principle
in expensing inventories is that they are deductible when used rather than when
acquired. The value at which the item is written off is determined using the
first-in-first-out accounting (F1F0) method. Thus, each time an item is taken
out of inventory it is expensed at the original cost of acquiring the oldest
item in the inventory. Since the value of the inventory when it is used may
exceed the cost allowed for tax purposes the firm effectively pays a tax on the
rise in the value of the inventory over the holding period. The holding of in-
ventories must, of course, be financed and firms are allowed to write-off any
interest expenses incurred in financing the inventory. In addition firms are
allowed to deduct from taxable income an "“inventory allowance" as an indirect
way of compensating the firm for the taxation of nominal capital gains in infla-
tionary periods. The write-off is 37 of the value of inventories held at the
beginning of the tax year.  the implication. of this Lax treatment ol inventorices,

for the financing of businesses will be analyzed in detail in Chapter 3.
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v. Intangible Assets

One may also view as an asset the acquisition of goodwill and know-
ledge. Virtuplly all costs of acquiring goodwill and knowledge are immediately
deductible such as research and development, advertising, and marketing expenses.
In addition interest costs incurred in financing these expenditures are tax de-
ductible. Thus the firm is given generous tax incentives to undertake these
types of capital expenditures. The only exception to the above treatment oc-
curs when goodwill, rights or franchises are acquired by purchase from another
firm rather than being accumulated by expenditures. In this case one-half the
sale value of the intangibles (or "nothings") is taxed as a capital gain by the
selling firm while one half may be written off by the purchasing firm at a 10V
declining balance rate.

The above description provides an overview on how income is defined
for tax purposes. Once taxable income has been calculated, the appropriate cor-
porate tax rate is applied to determine the taxes payable. The basic corporate
tax rate in Canada 1s 46%. This, however, will vary from province to province
according to the legislated provincial rate. As well, there are a number of

special cases in which preferential tax rates are given,

a. Small business tax rate

Certain Canadian-controlled private corporations are effectively taxed
at a reduced rate of 25% on their active business income by a small business tax
credit of 21 percentage pm’nts.5 This lower tax rate applies to the first
$150,000 of taxable income up to a cumulative total of $750,000. However, this

cumulative total is quite flexible. Firms maintain a cumulative deduction ac-



count (CDA) which rises as income subject to the lower rate is claimed. How-
ever, the CDA is reduced by the amount of dividends paid out of income. Firms
can thereby keep their CDA below $750,000 virtually indefinitely by continually
paying dividehds out. This stipulation provides a strong incentive for firms
to finance by debt or new issues rather than by retained earnings. Some pri-
vate Canadian corporationé have recently been ruled ineligible for the small
business tax rate by the federal government. Ineligible corporations are of
three main types - certain professionals (doctors, lawyers, dentists, accoun-
tants, veterinarians, and chiropractors), personal service corporations deriv-
ing more than 2/3 of revenue from one service, and management companies. These
non-qualifying corporations receive a tax credit of only 122/3 rather than 21
percentage points. The effect of this provision is to remove the incentive for

many of these firms to incorporate solely for the purposes of saving taxes.

b. Manufacturing and Processing

Profits earned in manufacturing and processing activities in Canada
are subject to a reduced basic tax rate of 40% (and a small business rate of
207.).

After having calculated taxes payable under the above rates, corpora-
tions may deduct several sorts of tax credits the main ones of which are the
investment tax credit, the employment tax credit and credit for foreign‘taxes
paid. (We exclude such lesser credits as that for political contributions from

consideration here.)
a. Investment tax credit

Firms may deduct from taxes payable a tax credit based upon certain
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investment expenditures. The basic rate is 7% and is applicable to all new
investment in production and transport facilities used in Canada. The rate

is 10% for areas designated by DREE as slow growth areas and 207 in the Atlan-
tic provinces’and the Gaspé region in Quebec. Scientific research and develop-
ment expenditures (both current and capital) are eligible for a basic 107 tax
credit, while those in the Atlantic provinces and Gaspé region obtain 20%.
These investment tax credits act as a substantial subsidy to the undertaking

of investment expenditures. There is a limit to the credit that may be taken
and it is $15,000 of tax plus one half of taxes payable in excess of $15,000

per year.

b. Cwployment Tax Credit

Until March 31, 1981 firms are eligible for a tax credit on new hirings
of full time workers {subject to a declaration that they would not have been
hired in the absence of the program). The basic credit is $1.50 per hour per
employee for up to 40 hours per week. In DREE-designated slow growth areas it
is $1.75 per hour while in the Atlantic provinces and Gaspé region it is $2.00
per hour. The amount of the credit is then treated as taxable income for the
recipient firm. Because of this stipulation the employment tax credit is worth
more to small firms than to large firms unlike the investment tax credit., For
a small firm receiving the maximum credit of $2.00 per hour for 40 hours, or
$3,120 per year, the net value of the credit is .75 x $3,120 = $2,340. For a

large corporation it is .54 x $3,120 = $1,684.80.
c. Foreign Tax Credit

As mentioned earlier corporations resident in Canada are subject to



]

-

T

T T TR TS B T N T p—

Gk o= o 6 B PR G0 on n ) Sm e Gy Gy Gu O m G e

= ] =

taxation on worldwide income. In addition they are allowed in general to deduct
from taxes payable those taxes which have been paid to foreign governments at
both higher apd Tower level jurisdictions,

The above discussion all assumes that firms are earning positive tax-
able income, and are subject to taxes payable large enough to be able to claim
all tax credits. In pracfice, of course, this need not be the case. In some
years firms may make small or negative taxable income and the tax system makes
an allowance for loss offsets in these cases. Any losses in taxable income may
be carried back one year or forward five years and set against income of those
years, In addition, all the tax credits discussed above may be carried forward
for five years. These liberal loss offset provisions should allow the firm to
eventually claim losses against future income gains. If so, the only difference
between the carry forward provisions and full loss offsetting is the foregone
interest on the offsetting of taxes being postponed to future years.

In addition to corporate income taxes as described above, there are
certain provincial capital taxes levied on corporations resident in Ontario,
Manitoba and British Columbia. To calculate the tax, provincial tax rates are
applied to taxable paid-up capital which includes share capital, reserves, bank
loans and long term debt less any deductions made for certain eligible invest-
ments. To arrive at provincial taxable capital, taxable capital of the corpor-
ation is adjusted for the share of taxable income allocated to permanent estab-
lishments in the province. Exemption levels from the tax are provided in Man-
itoba and British Columbia and tax rates are graduated with the amount of capi-
tal in Ontario and British Columbia. [ven without graduated tax rates

and exemptions, small businesses may be taxed less than large businesses since
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small businesses tend to have much more short term debt compared to large busi-

nesses (see Chapter 2).

1.2.2 Investment Income

In addition to p(oducing income from real assets firms may also hold
assets which provide purely investment income, especially financial assets but
also real assets for rental. This type of income is called non-active business
income and is treated differently under the corporate tax system. A main con-
sideration determining the tax treatment of investment income is the fact that
the corporation holding the income-carning asset is acting more or less like an
intermediary between its own capital owners (sharcholders or debt issuers) and
the institution issuing the asset. Many of the provisions of the tax system
exist solely to prevent the double taxation of the income originally generated
which passes through two or more corporations before it ultimately reaches the
household. The provisions, however, differ according to whether the investment
income is held by a public corporation or a private corporation. These are

considered in turn.

a. Public Corporations

Investment income earned by a corporation may come in several forms
inc]udingldividends and capital gains on shares held, interest on debt and ren-
tal on real assets. Dividends received by public corporations from taxable
Canadian corporations are excmpt from taxation on the principle that to tax them
would be to impose a corporate tax twice. At the same time, one half of capital

gains are taxed.b There is therefore an element of double taxation which will
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later be discussed more fully. Interest income is fully taxed when received by
public corporations as is rental income from real assets and dividends from
foreign'cnrporations. 0f course, interest payments are also fully tax deduc-
tible so to the extent that debt ho]diﬁgs of the firm are financed by debt is-
sue, no net tax is incurred on interest. If the debt holdings are financed by
equity the costs of financing are not deductible and the interest does not flow
through tax free. This source of taxation will be returned to again later when
analyzing the impact of the tax system in financing decisions of firms,

There are a number of special provisions in regard to the taxation of
financial institutions that are important in relation to the financing of busi-
ness. First, financial corporations such as banks, trust and loan corporations
and credit unions are permitted to deduct from taxable income a reserve for
doubtful debts. Debts are the aggregate of outstanding principal and unpaid in-
terest of loans and mortgages excluding those mortgages: issued under the National
Housing Act. Financial institutions may compute a reserve equal to 1%7% of_thn
first $2 billion of total amounts of qualifying securities and 1% of any excess.
The total deduction allowed is limited to the previous years deduction plus 1/3
of the maximum amount of debts owing. As the deduction for doubtful debts is
not related to the actual riskiness of a loan, loans to small businesses may be
penalized if they are riskier than those made to large corporations.

Second, the tax law recognizes certain special cases for tax treatment:
a) Pension corporations are tax exempt. When payments are made to owners, the
income is taxed as would employment earnings. There is, however, a gain to the
holders of pensions in being able to write-off contributions to plans and delaying

the payment of taxes on interest accruing over time. b) Credit unions are con-
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sidered to be private corporations for the purposes of claiming the small busi-
ness tax credit which is calculated on a somewhat different basis than that al-
lowed for non-financial corporations.7 c) Dividends paid by mutual funds to its
shareholders ;re treated as capital gains income. We shall discuss in Chapter 3

how the relative differences in the taxation of certain financial institutions can

affect the cost of capitaT of and the flow of funds to small and large businesses.

b. Private Corporations

Unlike with public corporations, the investment income of private cor-
porations is supposed to be fully inteqgrated with that of their owners so as to
ensure a completely tax-free flow of investment income through the corporation
to the shareholder. Since small businesses fall into the category of private
corporations, this ensures that the investment income of small corporations is
tax free. The integration of the investment income of private corporations is
accomplished by a combination of refundable taxes and tax credits. Dividends
received by private corporations from taxable Canadian corporations are required
to pay a 25% refundable tax. When the dividends are paid out a tax credit of
$1 for every $4 of dividends paid is claimed by the firm. Thus the credit exactly
compensates for the refundable tax originally paid so the dividends flow through
the firm untaxed. The refundable tax on dividends received serves the purpose
of removing an incentive for shareholders to accumulate dividend income in a
private corporation in order to postpone the payment of tax.

The other sources of investment income (interest, rent, dividends from
non-Canadian sources, and one-half of capital gains) are fully taxed when re-
ceived by the corporation (al the rale of 467 since the small business rate only

applies to active business income). Full inteqration of interest income is



= 18 -

roughly achieved by the tax credit of $1 for every $4 of dividends paid out
along with the dividend tax credit of 50% discussed later under the personal
income tax.8’ The tax credit on dividends received by the firm is limited by
the amount of tax that has been paid by the firm on its investment income

and not yet credited. This is called the "refundable dividend tax on hand".
The firm obtains a tax crédit on dividends paid out only to this extent to
prevent the tax credit from applying to active business income earned or to
the one-half of capital gaihé that has gone untaxed. In this way the invest-
ment income is all eventually integrated with the personal tax structure.

To summarize this section, the corporate tax system seems to afford
favourahle treatment to both the active business income and the investment in-
come of small corporations. As far as active business income is concerned,
small corporations eligible for the small business deduction obtain the bene-
fit of a lower flat rate of tax and this in turn implies a larger subsidy under
the employment tax credil scheme. For investment income, investment income is
fully integrated to ensure a tax-free flow through private corporations. For
public corporations only dividends flow through tax-free in addition to inter-

est income on bonds which are financed out of debt.

1.3 The Taxation of Capital Income under the Personal Income Tax

Capital income is taxed again when received by households as personal
income. The personal and corporate income taxes both fall under the same Act
and similar rules apply. Residents in Canada are taxed on their worldwide in-
come bul receive Lax credil for income Laxes paid Lo foreign govermments, (L

i% aqain useful to distinquish between the tax treatment of bhusiness income
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under the personal tax and the treatment of investment income. Once again, most
provinces have tax collection agreements with the federal government (all ex-

cept Quebec) and our discussion will be limited to the common case.

1.3.1 Business Income

Income earned by.individua]s through unincorporated businesses is sub-
ject to personal income taxation. The general principles for calculating tax-
able income by subtracting allowable costs from total revenue are identical to
those for corporations so there is no need to repeat them here. Taxable income
so calculated is then taxed according to the personal income tax rate structure
rather than the flat corporate tax rate.

One interesting feature of the tax system is that there could be a tax
advantage to incorporating a business rather than earning active business income
as an unincorporated individual. Under the latter the business income is taxed
at progressive personal rates. Under the former, the business income is first
subject to the corporate income tax and then again subject to the personal in-
come tax when paid out as dividends. However, some relief for the double taxa-
tion of business income under incorporation is afforded by the 50% dividend tax
credit discussed in the following section, This dividend tax credit system is
designed to give the shareholder credit for one-half the corporate taxes paid
when the corporate tax rate is 50%. However, for a firm subject to the small
business rate of 25%, the dividend tax credit overcompensates the shareholder
for corporate taxes paid.q There is thus a tax advantage from taking business
inceme through the small corporation. It was for this reason that certain small

businesses were ruled ineligible for the full small business deduction. The
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incentive was thereby removed for incorporating solely for tax purposes.
Another possible advantage to incorporating is to accumulate funds

in the private corporation so as to postpone payment of personal taxation and

yield the owner an interest-free loan on the tax ultimately owing. The extent

to which this may be done is somewhat Timited by the Cumulative Deduction Ac-

count mechanism. The CDA'provides an incentive to pay out dividends once a

fairly generous upper limit is approached.

1.3.2 Investment Income

Individuals receive investment income in the form of dividends, in-
terest, rent, and capital gains. Interest, rent, and dividends from non-
Canadian corporations are all fully included as taxable income (subject to
the deduction discussed below). One-half of capital gains are taxed while
dividends from Canadian corporations are also taxed but subject to a dividend
tax credit., The dividend tax credit is meant to be applied at a rate of 50%
with grossed-up dividends being added to taxable income, However, owing to
the fact that the credit must be divided between federal and provincial govern-
ments its calculation is not so straightforward and its amount is only approx-
imately 50%. The calculation is done as follows. Dividends are grossed-up by
50% and added to taxable income. A federal tax credit of 25% of the grossed-
up dividend is then applied. Since provincial taxes are calculated as a per-
centage of federal taxes the credit is compounded by the provincial rate ap-
plicable. In Ontario, for cxample, the rate is 447 of the federal tax so that
the LoLal dividend tax credit io .25 ¢ A4{(.20) - .37 of grossed-up dividends,

Since the gross-up of dividends is 50% then the total credit given against tax-
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1.4 The Financing of Businesses

Firms require funds to finance lags that occur between the outlay of
cash for expenditures and the receipt of payments for goods and services. That
is, they need financing to cover negative cash flows. It is useful at this
point to set out explicitly the sorts of expenditures which typically require
financing and the types of financing available. Actual financing of firms

will be discussed in more detail in Chapter 2.

Firms need financing for the following main categories of expenditures -

real capital, inventories, accounts receivable, éash, and financial assets. In
the purchase of real capital we include depreciable capital such as machinery
and equipment and plant, non-depreciable capital (land), and depletable re-
sources. We could also include the acquisition of intangible assets since the
principles involved are the same. Inventories may include materials and inter-
mediate goods purchased for use in production processes at a later date, work
in progress, and final goods to be sold at a later date. A1l holdings of stocks
of inventories require the outlay of funds for financing as well as any holding
costs that may be incurred. Accounts receivable arise dut of lags between the
sale of products and the rcceipt of payment. [inally, firms may purchase (i-
nancial assets such as debt or <hares which will yield a return in the future.
In each of the above cases, some financing will be required and the
amount of the expenditures actually undertaken will generally depend upon the
cost at which the financing can be attained. The firm will have several sources
of finance potentially available to it. We shall classify these sources into
five types. The first is debt issue which generally includes all forms of in-
terest-bearing securities of both a long and short-term nature. The next two

categories comprise the equity finance of Lhe firm-retained earnings and new
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issues. Retained earnings are profits otherwise available for dividend pay out
which are retained for investment in the firm. New issues are sales of shares
in the market. Next, accounts payable represents trade credit obtained from
other firms ou the purchase of inputs. Finally, deferred taxes may be viewed
as a form of financing in the sense that it is a postponement of tax payments.

In discussing the cost of financing firms most of our attention will
be devoted Lo the interaclion belween Lhe tax system and the first Lhree cale-
gories of finance encompassing debt and equity. The latter category of financ-
ing, deferred taxes, is associated directly with particular uses of the funds,
specifically, certain categories of real capital expenditures. This source of
financing will be incorporated into the costs associated with that particular
type of investment, Accounts payable will only be dealt with briefly.

It should be stressed at the outset that it is not our intention to
analyze the determinants of the financial structure of the firm, Sﬁch a study
would take us much too far afield. Rather, we shall take the financial struc-
ture of various sorts of firms as given and analyze the impact of the tax struc-
ture on the cost of financing the firm, given the observed financial structure.
It is undoubtedly the case that the tax system itself influences the debt-
equity structure of the firm by, for example, favouring debt to equity financ-
ing or retained earnings to new share issue. Our analysis will, however, be
limited to investigating the impact effect of taxes on firms' financing costs
for given debt-equity ratios and will not incorporate induced effects on the
cost of financing via changes in the debt-equity ratio. The following section
will summarize the sorts of influences the tax system has on the cost of financ-

ing various sorls ol investments by various Lypes and sizes of [,
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1.5 The Effect of Taxes on the Costs of Financing Investments by Canadian Firms

The subsequent chapters of this report undertake to analyze theoreti-
cally and empirically the impact of the Canadian tax system on the financing of
small businesses relative to larger ones. As a prelude to that more detailed
analysis it is worth summarizing here in a rather more cursory manner the main
ways in which taxes impinge upon the financing and investment decisions of firms.
The corporate and personal income taxes affect both the relative costs of using
funds for various types of investments and also the relative costs of financing
by sources of funds. In this concluding section we shall review the impact of

the tax requlations on the uses and on the sources of financing respectively.

lieot e Uses of Fipancing

The main uses of financing are for the purchase of capital, inventories,
accounts receivable, and financial assets. Each of these are subject to special

tax regulations which have an influence on their relative costs.

a. Capital

The user cost of capital in the absence of taxes includes depreciation
and interest charges less capital gains. The corporate tax system attempts to
give write-offs for some of these but does so only imperfectly. If it did so
perfectly the tax would be neutral at the marginlo The capital cost allowance
is intended to account for depreciation. On the one hand, as was suggested above,
the rate at which CCA is offered is likely to exceed the economic rate of depre-
ciation on capital. On the other hand, since CCA is based upon historic cost,
the write-off allowed in periods of inflation is Tess than the replacement cost

and this may entail some taxation of nominal capital gains. Overall, it is not
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clear whether the CCA provisions increase or decrease the user cost of capital
in the presence of taxation.

Interest deductibility is allowed but only for interest actually paid,
Some of the ipterest costs associated with holding capital are imputed, viz.,
those associated with the equity financing of capital. Since only interest paid
on debt is deductible, the user cost of capital is likely to be higher on this
account in the presence of.corporate taxation. In the presence of inf]ation,
riominal interest rates may be written off which presumably incorporate some
element of the inflation in them., This is beneficial to the firm and partly
compensates for the fact that only historic cost depreciation is a]lowed.]] In
fact, the granting of write-off of nominal interest rates is equivalent to a par-
tial write-off of the real principal of a security (as long as the principal is
not indexed). This is simply the other side of the well-known phenomenon that
if inflation is incorporated in securities via an increase in the interest rate
rather than an indexing of the principal, the debtor is in fact being required
to pay off part of the real principal through interest rate payments,

Overall, in periods of inflation it is not clear how much, if at all,
the user cost of capital is increased. We can only be certain that the lower
the debt-equity ratio, the higher will be the increase in the cost of capital.

By the same token, the higher the tax rate, the greater will be the increase in
the cost of capital. The relative impact of inflation in small businesses will
depend upon the magnitude of these two statistics relative to large firms,

In addition to the ordinary write-offs for depreciation and interest,
there are a number of special concessions in the tax system which serve to re-
duce the cost of capital. The first is the investment tax credit which subsidizes
the purchase of real capital by all firms at the same rate. Next, the accelerated
two-year write-off for manufacturing and processing machinery and equipment pro-

vides a substanlial reduclion Lo the user cost of capital for thatl use of funds.
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Finally, there are the immediate write-off provisions for the acquisition of in-

tangible capital (goodwill and knowledge) and resource properties as well as the

depletion allowances on the latter which reduce the user cost associated with
capital tied up in those uses. The various incentives listed here apply to all
firms, small and large alike and it is not clear that one size is favoured over

the other.

b. Inventories

Inventories obtain two sorts of write-offs as well - an interest write-
off on debt used to finance them and a write-off when used based on the F1FQ ac-
counting principle. On the one hand, the interest write-off only partially
covers the full imputed interest costs of holding inventories since no write-
off is allowed against equity financing. Once again firms with low debt-equity
ratios will be discriminated against. Also, the F1FO accounting method, like
historic cost depreciation, requires that the firm pays a corporate tax on all
capital gains whether real and nominal. In periods of inflation this can increase
the cost of holding inventories significantly. That increase could be expected
to be greater the higher is the tax rate of the firm. The effect of taxation
also depends on the holding period as will be discussed in Chapter 3. It will

be a matter of empirical fact to establish whether small firms are discriminated

against on this account.

c. Account Receivable

Under the tax system firms (excluding agricultural) must include sales
as taxable income when they are billed not when payment is made. Firms, in
turn, must finance the value of such sales until payment is received. Firms
are then allowed to deduct from taxable income their borrowing costs but not

the opportunity cost of equity financing. Moreover, the return on accounts
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receivables, which may be higher prices on goods sold or credit charges, is
included in taxable income. Accounts receivable are thus treated for tax
purposes as any financial asset held by a firm. The difference in the tax
treatment of'sma11 and large firms in terms of the costs of holding accounts
receivable depends on the corporate tax rate applied to taxable income and

the extent to which firms are equity financed.

d. Financial Assets

The treatment of financial assets including cash and the income theron
under the tax system differs for private and public corporations. For private
corporations, investment income is fully integrated with the personal tax of
the ultimate shareholder so that it flows through untaxed at the corporate
level. On the other hand, certain types of investment income of public cor-
porations are subject to corporate taxation and this imposes some tax burden
on these corporations vis-a-vis others. In addition, it implies that the cost

of capital for firms partly owned by public corporations can be somewhat higher.

There are two potential sources of additional corporate taxation on
investment income flowing through public corporations. The first is that asso-
ciated with the return to equity held by these corporations. Only the dividends
from Canadian corporations are tax free when received by a public corporation.
Capital gains are taxable as are dividends received by non-Canadian corporations.
This imposes a double source of corporate taxation on the ultimate shareholder
since the original income yielding the dividends and capital gains was already
taxed at the corporate rate. Receiving the income through a public corporate
intermediary implies an additional layer of corporate taxation as opposed to re-
ceiving the equity income directly. This increases the cost of financing firms
via equity issued to public corporations rather than to individuals. Whether

or not small firms are more susceptible to this increased cost of financing de-



pends upon whether or not they rely more on institutional versus individual
financing.

The other source of discriminatory treatment is interest income which
is fully taxed when received by the corporation. If the debt is itself financed
by debt issued by the public corporation the interest written off on account of
the latter will offset thé interest paid on debt held and tax-free flow through
will occur. On the other hand, if the public corporation uses equity financing
it obtains no write-off and the corporate tax on the interest received represents
an added layer of corporate tax which the shareholders would not have borne if
they had held the debt themselves. This distortion and the previous one on capi-
tal gains and non-Canadian dividends is avoided in private corporations by the

tax credit to the firm on the payment of dividends.

1.5.2 The Sources of Financing

The main sources of financing for the firm are debt, retained earnings,
and new issues. The interaction of the corporate and personal tax systems in-
fluences the relative costs of financing by these three sources. The most im-
portant tax consideration here is the interest deductibility of debt at the cor-
porate level, Since the costs of equity finance are not deductible, the relative
cost of debt to equity finance is reduced. Firms which have higher debt-to-equity
ratios will face relatively lower costs of finance.

Personal tax treatment of the various sources of capital income will
also influence the relative costs of debt to equity finance. Interest payments
are subjecl Lo full personal taxalion after the initial $1,000 deduclion, On

the other hand dividend and capital gains income is taxed preferentially. Divi-
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dends from Canadian corporations enjoy the benefit of the 50% dividend tax

credit while only one-half of capital gains are taxed. This preferential treat-
ment of equity income in the hands of shareholders partly offsets the preferen-
tial treatmen% given to debt finance at the corporate level, as mentioned earlier.

The dividend tax credit was designed to make the effective tax rate on
dividends roughly equivalent to that in capital gains. While this has the in-
tended effect of reducing the incentive for individuals to take equity income in
the form of capital gains rather than dividends, it also removes the tax advan-
tage to firms from financing by retained earnings rather than new issues. This
will be elaborated further in Chapter 3.

Finally, as discussed above, firms obtaining equity finance from public
corporations may face a higher cost of capital due to the double taxation of
capital gains.

The subsequent chapters are devoted to a more detailed analysis of the
impact of the tax system on the financing of small relative to large businesses.
From our discussion in this chapter it is apparent that the tax system will have
a differential impact on small businesses to the extent that their debt-equity
ratios differ, the holding period of their inventories differ, and their capital
structure. The next chapter will be devoted to presenting the empirical facts

relevant to these issues.



FOOTNOTES ‘

1. For a full description of federal-provincial tax collection agreements ‘

e e

VI g By T S - o TR o e s d

see Robin W. Boadway (1980).

2. Corporations are free to define their own taxpaying year in any way they ‘

wish so as to accord with their own accounting procedures.

3. Interest deductibility on foreign debt is limited by the so-called "thin
capitalization" provisions, According to these, a portion of the inter-
est on outstanding debt to specified non-residents (generally foreign
shareholders) is not tax deductible if the debt outstanding is three times ‘
the book value of equity. The portion is calculated as debt owing to spe-
cified non-residents less three times the book value of equity divided by |

outstanding debt owing to specified non-residents.

4. For the service lives of various types of capital see Statistics Canada,
Fized Capital Stocks and Plows,  This document calculates capital stocks
in Canada using straight line depreciation and a given service life. The
exponential depreciation rate corresponding roughly to a straight line
rate for an asset of service life T s calculated as follows.

Consider the following diagram which depicts the capital remaining
at various times t as a result of $1 of capital being depreciated under

straight line and exponential depreciation.
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The two schemes of depreciation will be approximately the same when the
areas beneath the two curves are the same; that is, after integration,
when T/2 = 1/a where a is the exponential rate of depreciation. Thus

when T = 24 years, o = .083,

Also all provinces excluding Quebec, Prince Edward Island and Nova Scotia
have a lower corporate tax rate on small business compared to other busi-
nesses. Provincial corporate tax rates may be found in the annual publi-

cation The National Pinances (Canadian Tax Foundation: Toronto).

Capital losses may be offset against capital gains within the same firm

in the current year or indefinitely into the future. Also mutual funds
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when paying out the capital gain to shareholders receive a refund of capi-

tal gain taxes paid.

An additional tax credit of 25% is allowed on taxable income over the
amount a{lowed for the small business income deduction. The amount of
income allowed for this additional tax credit is Timited by the increase
in a year of the cumuiative reserve, The reserve is equal to 5% of the

total of debts owing to members and of shares held by members.

The correspondence is only rough for two reasons. First, the tax credit
provisions on dividend payments are designed to offset one half the cor-
porate tax paid under a corporate tax rate of 50%. Since the corporate
tax rate is only 467, more than one half is offsct by the credit, The
other half is supposed to be offset by the personal dividend tax credit
of 50%. Owing to the complicated way in which the dividend tax credit is
shared by the provincial and federal governments, the correspondence is
only rough here as well. The exact mechanism for computing the dividend

tax credit is discussed in Section 1.3 below.

Suppose $1,000 of taxable income is earned by a small corporation. Cor-
porate taxes of $250 are paid and, say, the remaining $750 is paid out as
dividends. With a 50% dividend tax credit, $750 is grossed-up to $1,125,
is added to taxable income, and a tax credit of $375 is given. This credit

exceeds the $250 originally paid in corporate taxes.

See R.W. Boadway and N. Bruce (1979) and R.W. Roadway and N. Bruce (1980),

for a discussion of the circumstances in which the corporate tax is neutral.
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In fact, with full debt financing and a true depreciation rate for tax
purposes, the compensation would be exact and the tax would be neutral.

See Boadway and Bruce (1979).



CHAFTER 2

FINANCIAL CHARACTERISTICS OF FIRMS BY ASSET SIZE

2.1 Introduction

In the previous chapter we found that the taxation of business income
differs for small and large firms. First, corporate income tax rates are lower
for small businesses. Second, various deductions and credits allowed in cal-
culating the tax (i.e.: capital consumption allowances, interest deductions,
tax credits, inventory allowances, etc.) would have a differential impact on
the costs incurred by small versus large businesses owing to the different
capital and financial structures of firms. In this chapter, we shall document
how various characteristics differ across firms by asset size, these charac-
teristics being important in assessing the impact of corporate and personal

taxes on the cost of capital of fimms.

Much of the differential impact of taxation on small versus large
businesses depends not only on tax rates but also on the mix of real capital
and the combination of liabilities used to finance capital formation. For
instance, if a small business generally holds more inventories in relation to
total assets compared to a large business and if the tax on inventories is
relatively greater than on other forms of capital then the tax system may
create a greater tax burden for a small business compared to a large business.
Similarly, the cost to a firm in financing its investment is influenced by
corporate and personal tax rates and by the method used to finance investment.
If, for example, the gross of tax return paid to holders of debt is lower than
that paid to equily owners due to taxes, then businesses with higher debt-

equity ratios will experience a lower cost of capital in financing investment
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plans and will thus be favoured by the tax system.

As a prelude to a detailed consideration of the effects of the tax

structure on small business we shall investigate how certain financial and

real capital ‘characteristics vary across firms. More specifically, some

of the characteristics to be examined in detail will be:

la

The allocation of physical capital among inventories, land,
plant and equipment and buildings. As tax depreciation rates
and tax credits are more liberal for some forms of capital,
firms with favourably taxed forms of capital will be treated
more advantageously than others.

The time that inventories, accounts receivable and accounts pay-
able are held.  Tf firms do not deduct from taxable income the
true costs of holding inventories, accounts receivable as assets
and accounts payable as liabilities, then the holding periods
for these assets and liabilities are relevant for assessing the
impact of taxes on costs.

Debt-Cquity Ratios: Firms with higher debt-equity ratios may
experience a higher or lower cost of capital depending on the
relative impact of personal and corporate taxes on the gross
return paid to owners of debt and equity capital.

Retained Earnings to Shareholders' Equity Ratio: As to be shown
in Chapter 3, differences in the taxation of dividends and capi-
tal qgains earned by shareholders can influence the cost of capi-
tal depending on the extent to which investment is financed by

retentions rather than by new equity issues.
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5. Financial Ratios as Related to Bankruptcy (Leverage, "Current"
and "Quick" Ratios): If the government taxes the return to
risk taking received by equity holders certain financial

. ratios measure the riskness of firms with respect to the pos-

sibility of bankruptcy.

The central purpose of this chapter is to describe the differences
among firms by size with respect to the above and other related characteris-
tics. In Section I we describe the data used for this study and present a
financial balance sheet for firms of various asset sizes. In Section II, we
present and discuss in detail various financial statistics as mentioned above

that will be used in the analysis of later chapters.

2.2 A Balance Sheet Description of Firms by Asset Size

In this section we describe the data used to compare the financial
characteristics of firms and then present the financial balance sheets of firms

of different asset size.

2.2.1 The Data
Data made available to us from Statistics Canada and the Economic
Council of Canada classify corporate firms according to six asset sizes and

eighteen industry groups.]

Two years were considered: 1976 and 1977. As
there are few differences in our final results in the choice of years we use
1977 as the year for analyzing the financial statements of firms by asset
size. For the first three asset sizes (firms less than $5 million in asset

size) only a sample of Civms are included while Lhe universe of firms is used

for the other asset catories. There was considerable change in the number of
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firms in each asset size class when comparing 1976 and 1977 data. In general,
the number of firms decreased for the first three asset size groups and in-
creased for the last three asset size groups when comparing the two years of

data.

The data provide detailed end of year accounting statements on
revenues, expenses, assets (such as land, plant and equipment, buildings, in-
ventories, accounts receivable, financial and other assets) and total liabi-
lities (loans, bonds, accounts payable and shareholders' equity). These finan-
cial statements are based on historical accounting practices (book data) where
assets and total liabilities fail to properly reflect market values. .As
our analysis to be presented in Chapter 4 requires market value not book
data, it would be appropriate to specify the nature of the differences between

the use of book and market value data.

There are two important differences between data based on historical
accounting and those bhased on market values. First, measuring inventories and
fixed assets based on thé accumulation of past expenditures as under historical
accounting understates the market value of assets because prices of capital
goods rise with inflation and unanticipated technological and demand changes
may increase the profitability of firms. Second, the interest paid on debt in-

cludes a payment to the debtholder for (i) postponing his consumption to the future

and (ii) compensation for the loss arising from inflation in the purchasing power
of the principal of the loan. 1f debtholders underanticipate future inflationary
rates, then Lhe interest paid on debt becomes inadequale compensalion and the
market value of the debt falls (as there is a transfer of wealth from bond-
holders to the owners of the firm). Thus historical accounting measures of

debt may overstate the market value of debt when inflation is unanticipated.
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As many long term liabilities were issued in the 1960's and early 1970's (es-
pecially corporate bonds) and debtholders did not anticipate the inflation
rates that have been experienced since 1974, it would be expected that the
book values qf debt would be more than the market value of debt. This im-
plies that shareholders' equity based on historical accounting understates
the market value of equity. As shareholders' equity is simply the difference
between assets and debt, theﬁﬁthe market value of shareholders' equity is
understated by book value since the value of assets are understated and the

value of debt is overstated for the reasons outlined above.

In our description of firms by asset size, we will be measuring
debt-equity ratios, and perhaps other financial variables, based on book value
data. It will be incumbant upon us to make clear the importance of any bias
that may arise from the use of book rather than market value data in our
later analysis. Fortunately, as we shall discuss later in Chapter 4, the
use of book for market value data will tend to strengthen many of our final

conclusions.

The data to be presented provides an end-of-year distribution of
assets, liabilities and shareholders' equity (i.e.: “stock" variables). For
the purpose of examining the effect of taxation on current year decisions, we
would also be interested in computing "flow" variables such as the proportion
of newly acquired assets financed by increases in debt and equity during the
year. The;e ca]cu]atioqs are impossible to do without data on (i) the acqui-
sition of assets and total liabilities during a year (working capital state-
ment) or (ii) beginning of Lhe year assets and total liabilities for the same
sample of firms. We did attempt to calculate changes in various components

of assets and total liabilities of the average firm in each asset size cate-
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ciently negative to dominate the whole of both asset size groups. By exclud-
ing this sector, we tend to reduce debt-equity ratios for small asset size
firms but leave unaffected most other measures not requiring the use of equity.
As will be seen later, the inclusion of the mining and mined product sector will

tend to strengthen our conclusions.

As can be gleaned from Table 1, there are a number of major dif-
ferences in the financial characteristics of firms of various asset sizes.
Considering the proportion of total assets accounted for by various assets
and total liabilities, we can note some of the following differences among
such firms (less than $5 million in total assets), medium size firms ($5-$25

million assets) and firms with more than $25 million dollars in asset size: 1

1. Small and medium size firms have fewer fixed assets and investuent in
affiliates as a proportion of total assets compared to large firms.

2. Small and medium size firms have more cash and deposits, inventories,
accounts receivable and other assets (which include tangibles and de-
ferred charges) as a proportion of total assets than large firms.

3. Small and medium size tend to finance more of their assets with current
liabilities (especially accounts payable and bank loans) and due to affi-
liate noncurrent liabilities.

4. Llarge firms tend to finance assets through the use of corporate bonds

(funded debt) and equity (especially new issues3) compared to small and

medium sized firms.
5. Deferred tax liabilities as a proportion of total assets is greater for

large compared to small and medium size businesses.

The financial statcoments of small, medium and large businesses as

highlighted above in Table 1 will be the basis for analyzing the financial
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characteristics of firms as presented in the next section. Before we present
these financial characteristics, it would be helpful for later discussion if
we know which of the above asset size groups claim the small business tax

credit (which was 21% in 1977).

It would not be expected, even in the smallest asset size qroup,
that all firms would claim the small business tax credit. First, only Cana-
dian controlled privately-held companies are eligible to claim the credit,
and only an active business income. Publicly-traded and foreign firms in
the sample would pay corporate taxes at the full rate of tax. Second, some
companies, small in asset size, could earn taxable income greater than $150,000
which would be an upper limit on the amount of the small business tax credit
claimed. We are interested, in knowing what tax rate influences the marginal
decisions of firms. Such information is not available to us. However, we do
have the total amount of corporate taxes paid and the amount of the small busi-
ness tax credit claimed. Let Pg denotg the proportion of the sample's income
claiming the small business tax credit. If we assume that the firms that
claim the small business tax credit have income below $150,000 such that they
receive the tax credit on the last dollar of income earned then the following
relationship would hold:

Total Amount of Small Business Tax Credit Claimed
Corporate Taxes Paid Plus Small Business Tax Credit Claimed

Small Business Tax Credit Rate
s Corporate Tax Rate Without a Tax Credit

By rearranging the above expression one can estinate Py from the above. Note

that by making the assumption that all firms carn less than $150,000, we likely
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gories using end of year 1976 and 1977 data. Although there was considerable
change in the number of firms in each category from one year to the next, it
was assumed that those firms entering and leaving the asset size class would
not affect the’sample mean. However, this assumption did not bear out in the
data as there were decreases in some components of average firm assets and
liabilities when comparing 1976 and 1977 figures (the only exception was for
the largest asset size groupof over $25 mi]h‘on).2 It was thus apparent that
the sheer growth of firms through the acquisition of new assets meant that
firms leaving an asset size class in 1976 were larger and perhaps maturer

than those entering the asset size class. Changes from 1976 to 1977 in the
averages calculated for various components of assets and total liabilities
would not be appropriate to use except for perhaps the largest asset size group
(of which the sample did not change too much between the two years). However,
the "flow" variables that we have calculated are somewhat useful in pointing
out the bias inherent in using the end-of-year distribution of assets and total
liabilities rather than a distribution of change. of assets and liabililies
during the year as an indicator of marginal financing decisions. For the largest
sized firms, it seems that there was greater reliance (in 1977) on new equity
issues and less debt as methods of finance when comparing "flow" and "stock"
data. For ofher asset size groups, the differences in the use of "flow" and

"stock" data are less apparent.

2.2.z Financial Statements of Firms By Asset Size Group

In Table 1, we present the end of year distribution of assets and
total liabilities of firms by asset size. Throughout our calculations, we
omit the mining and mine products sector which had negative profits and re-

tained earnings reserves for the first and second asset size groups, suffi-
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Table 1: FINANCIAL STATEMENT COMPARISON OF FIRMS BY ASSET
SIZE FOR THE YEAR 1977 (Mining Excluded)

No. of Firms

ASSETS

Cash and Deposits
Accounts Receivable
Inventories

Other Current Assets

Sub Total: Current Assets

Fixed Assets Less Accumulated
Depreciation

Financial Assets

Investment in Affiliates

Other Assets

Total Assets

TOTAL LIABILITIES

Bank Loans

Short-term Loans

Accounts Payable

Long Term Debt Due

Due to Affiliates

Other Current Liabilities

Sub Total: Current Liabilities
Long Term Bank Loans

Due to Affiliates

Mortgage Debt

Funded Debt

Long Term Debt (Net of Debt Due)

Deferred Tax
Other Noncurrent Liabilities

Sub Total: Noncurrent Liabilities

FIRMS BY ASSET SIZE CATEGORY - $Mil.
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.03 .02 (07 .03 .02 .02
.01 .01 .02 .04 .05 08
.07 .07 .05 .05 .05 .04
T 1.00 .68 ©.00 V.00 .00
14 18 13 112 .10 .05
)72 .02 J0 .02 ) .01
.19 B S0 16 .15 A1
.02 202 02 .01 .01 .01
.06 .05 .06 .08 .09 .06
6 o015 .05 S s 05 .04
.50 46 .46 .44 .41 .28
.02 0% .02 .03 .03 .02
.18 .08 Ao .08 .08 .05
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No. of Firms

SHAREHOLDERS' EQUITY

Paid-in Capital
Contributed Surplus
Reserves

Sub Total: Equity

Total Liabilities

Source: Statistics Canada

= 0=

Table 1 (Cont'd)

0-% %1 1-5 5-10 10-25 25+

5550 3384 3088 1688 1039 707

As a Proportion of Total Assets

.06 .06 .06 304 .09 .14
.01 .01 .01 .01 .01 .03
alil .26 D u b 26 «2D
.18 .33 ¥ 7. e ¥ [ .43

1.00 1.00 1.00 1.00 1.00 1.00
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overestimate the proportion of income paying a lower corporate tax on the last
dollar of taxable income earned.4 As we see below, this may be especially rela-

vant to the second asset size category.

In 1977 the small business tax credit rate was 21%. Firms, if not
qualifying for the business tax credit, would pay a corporate tax rate in 1977
based on an average of manufacturing and nonmanufacturing combined federal and
provincial corporate tax rates (the weighting depends on the portion of cor-

porate taxes in each asset size category paid by the manufacturing sector).

~In Appendix 3, we estimate the federal and provincial corporate tax rate for

manufacturing firms to be 427 and for nonmanufacturing firms 48% in 1977.
Using this information, we present the portion of income in each asset size

class claiming the business tax credit in Table 2.

As can be seen from Table 2, a large bortion of the income of firms
of less than $1 million in asset size (the first two categories) seem to
claim the small business tax credit. This portion will be used to calculate
the corporate tax rate influencing the marginal investment aﬁd financing deci-
sions of firms. We caution, nonetheless, the estimated portion of firms claim-
ing the small business tax credit on the last dollar of taxable income earned
may be higher particularly for the second asset size category of firms. The
data to be presented in later tables show 1little difference in many of the
characteristics among the second, third and fourth asset size categories. If
the corporate tax rate is the only relevant parameter in affecting these firm's
decisions then it seems that we have overestimated the proportion of
the income claiming the small business tax credit on the last dollar of taxable
income earned especially for the second asset size category. However, the

overestimate of Pe will not affect our later conclusions in any appreciable way.



R

o,

v

T e 2R

P TR

2 2 =

2.3 Characteristics of Firms of Different Size

This section examines in detail the differences in charac-
teristics of firms by asset size. The characteristics that are of interest
to this study are the following: (i) the structure of capital held by firms
(ii) the holding periods for inventories, accounts receivable and accounts pay-
able, (iii) the method of finance and (iv) other pertinent financial variables

related to the impact of taxation on firms.

2.3.1 The Structure of Capital

As suggested in Chapter 1, some types of assets, especially depre-
ciable assets,may receive more favourable treatment under tax law compared
to other types of assets. To the degree that small businesses as compared

large businesses hold assets which are more favourably treated under tax law.

then the impact of taxation would be less for small businesses (the converse

would also be true).

In Table 3, we present the distribution of capital net of accumulated
depreciation (inventories, land, buildings, plant and equipment and other de-
preciable assets) by asset size category. In our calculation of total net
fixed assets we have excluded net depletable assets that are primarily held by
the mining and mine products sector. Net depletable assets as a proportion of
total net fixed assets held by firms other than those in the mining sector is
negligible for the first five asset size groups and less than 5% for the largest
asset size group. As we do not concern ourselves in later chapters with de-
tailing the impact of taxation on the holding of depletable assets, this omis-
sion of net depletable assets will not affect our conclusions in any appreciable

way.
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As can be seen in Table 3, firms of less than $1 million in asset
size hold more land relative to larger firms. Larger firms hold relatively
more buildings compared to small businesses. Small firms hold more plant
and equipment compared to large firms except for the very largest asset size
group. As for inventories,small firms hold relatively more inventories as
a share of net fixed assets compared to the very largest firms but hold fewer

. . : . . : : 5
inventories in relation to medium sized businesses.

The differential impact of taxation on the holding of fixed assets depends

not only on the extent to which differently-treated assets for tax purposes
are held in relation to total net fixed assets, but also on the depreciation
rates used for physical capital and the holding period for inventories. From

data published by Statistics Canada (Fixed Capital Flows and Stocks (13-523)) we com-

puted depreciation rates for buildings, and plant and equipment averaged sepa-
rately for manufacturing and nonmanufacturing industries (Appendix B). It can
be assumed that these depreciation rates for physical capital by industry do

not vary for finns across asset size. As for inventories it would be expected
that the holding period for inventories can vary across asset size. In the fol-
lowing section, we present holding periods for inventories as well as for other
assets or liabilities forwhich holding periods are important determinants of

the cost of financing.

2.3.2 Holding Periods for Inventories, Accounts Receivable and Accounts Payable

It will be made obvious in Chapter 3 that the impact of taxation on
the marqginal benefits and costs of holding inventories and accounts receivable

as assets and accounts payable as a liability can depend on the period for which
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Table 3: ESTIMATED STRUCTURE OF CAPITAL OF FIRMS BY ASSET
SIZE FOR THE YEAR 1977 (Mining Excluded)

As a Percentage of Total Inventories and_Fixed Assets Net of
Accumulated Depreciation

Plant and Equipment2 and Other

Asset Size Inventories Land Buildings Depreciable Assets
($ mil.) (%) (%) (%) (%)
0-% 42.3 - 6.0 12.5 39.2
Y -1 46.3 8.0 18,5 i
1-5 50.0 5.9 1852 30.2
5= 10 50.9 4.5 14.5 SOk 1

10 - 25 49.1 4.9 a8 3.2

25 and over Sahs 3.8 16.8 46 .1

1. Excludes Depletable Assets.

2. To arrive at buildings, plant and equipment and other depreciable assets
net of depreciation, it was assumed that total accumulated depreciation was
distributed in the same manner as the assets gross of accumulated de-
preciation. For firms that did not report the distribution of fixed assets,
it was assumed that land, and depreciable assets were distributed in the
same viay as for firms that did report the distribution of fixed assets.

Source: Statistics Canada
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such items are held. If taxation reduces the benefits and/or increases the
costs of holding inventories, accounts receivable and accounts payable, we

shall show in Chapter 3 that the adverse impact of taxation depends on

the holding period.

To compute the average period for which inventories are held as an
asset before being sold, one simply calculates the ratio of inventories (averaged
for beginning and end of year) to sa]es.6 This ratio would provide the portion
of a year that an inventory is held (the inverse, sales to inventories, would be
the inventory turnover ratio). Similarly, the average period of credit given
on sales of goods and services can be computed as the ratio of accountsreceivable
(averaged for beginning and end of year) to sales. For the period in which pay-
ments are delayed for materials used in production by the firm, the ratio of
accounts payable(averaged for beginning and end of year) to the cost of

material may be computed as well.

One difficulty encountered with the data is that the beginning-of-
year accounting figures for inventories, accounts receivable and accounts
payable were unavailable. Rather than using data based on averages of begin-
ning and end-of-year values, we took the end of year figures only. Hence, the
length of period calculated for the holding period of inventories, accounts
receivable and accounts payable is overstated. There is no reason to believe,
however, that any particular bias is introduced in comparing firms of different
size. If the building up of inventories stocks, accounts receivable and ac-
counts payable is based on approximately the same growth rate for firms of all
sizes then the holding periods thal have heen calculated would not be biased

upwards for any particular asscl size category.
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Table 4 presents the holding periods for inventories, accounts re-
ceivable and accounts payable. As can be seen, small firms (less than $1
million in asset size) tend to hold both inventories and account receivable
for a shorter period of time compared to large and medium-sized firms. As
for accounts payable, the differences in the period of credit for firms by
asset size is less apparent. For the very smallest asset size category, firms
hold for a shorter time acéounts payable liabilities compared to other cate-

gories.7

The data in Tables 1 and 4 show that small and medium sized firms
hold more inventories, accounts receivable and accounts payable as a propor-
tion of total assets but fora shorter period of time compared to the larygest
businesses (over $25 million dollars in asset size). However, the holding
periods are all relatively short and are not of sufficient magnitude. Hence
the differential impact of taxation on small and large businesses will depend
more on the structure of capital rather than holding periods for inventories,

accounts receivable and accounts payable.

2.3.3 Method of Finance

The impact of taxation on businesses depends not only upon the
structure of their assets but also on the method of finance used by small and
large businesses to acquire capital. As interest payable to debt holders is
deductible from corporate taxable income and there is differential treatment
on the personal tax side for various sources of income (dividends, capital
gains and interest), the financial cost incurred by businesses in acquiring
new capital varies according to the method of finance. In Chapter 3 we will

develop how personal and corporate income taxes affect the cost of capital of
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Table 4: HOLDING PERIODS FOR INVENTORIES, ACCOUNTS RECEIVABLE,
AND ACCOUNTS PAYABLE FOR FIRMS BY ASSET SIZE FOR THE
YEAR 1977 (Mining Excluded)

Holding Periods as a Proportion of a Year

Asset Size : Inventories Account Receivables Account Payab]es
($ mil.)

0 -4 .07 .06 o 1

% -1 ol ) .16
1-5 .14 10 14
5-10 .16 13 18
10 - 25 nll 7 J 18 alli&
25 and over » W 7 o3

Source: Statistics Canada.
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firms. Suffice it is to say at this point that the impact of taxes differs

for debt,8 new equity and retained earnings as sources of finance for firms.

There are two financial ratios to be measured that will be of int-
erest in later chapters. The first is the debt-equity ratio which commonly is
used as a measure of leverage and indication of the possibility of bankruptcy.
For our purposes, the debt-equity ratio is important in another regard. As
only interest paid on borrowed funds is deductible from corporate taxable in-
come, debt is differently treated than equity from a tax point of view. Thus
in our definition of debt we wish to include all those liabilities that enable
the firm to deduct inte;est payments from taxable income. These liabilities
include all interest bearing long and short terwm loans, bonds, wmortgages,

accounts payable and liabilities due to affiliates and shareho]ders.9

1t should be noted that in the above definition of debt we have ex-

cluded deferred tax liabilities and other current and noncurrent liabilities.
Deferred tax liabilities arise from timing differences between the firm's book
and government tax depreciation streams. When the tax depreciation rate is
greater than the book depreciation rate, as it is currently, businesses will
write off a greater amount of depreciation for tax purposes from taxable in-
come compared to depreciation written off from book profits in the early
years of a depreciable asset's 1ife and the converse for later years. To
cover future tax liabilities arising in later years, firms transfer current
tax savings into a deferred tax liability account. Given that depreciation
rates used for book accounting areless than that used for tax purposes, the
deferred tax Tiability accounts can continue to grow so lonyg as the firmm con-

tinues to grow by acquiring new capital. There are no interest charges asso-
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ciated with deferred tax liabilities. It is thus inappropriate to include
deferred tax and liabilities as a part of interest deductible debt. Moreover,
firms cannot adjust deferred tax liabilities as other forms of debt. Given
the book and tax depreciation rates, deferred tax liabilities are detemined

solely by the firm's investment decisions.

It can also be argued that some other current and noncurrent liabi-
lities, which include items such as current taxes payable, deferred charges,
dividends payable, deferred interest payments énd provision for minority
shareho]ders' interest, are not part of the interest-bearing debt. Indeed,
the provision for minority shareholders' interest should be included as part
of equity. Certain other items, however, such as deferred charges should be
included as part of interest-bearing debt where charges may include already
tax-deductible imputed interest accruing as a consequence of deferred repay-
ment of liabilities. Unfortunately, the data do not permit us to break down
the composition of these other current and noncurrent liabilities. Given
that these liabilities should be included in both the measure debt and equity,
we believe that debt-cquity ralios across asset size would be little af-
fected if the other current and noncurrent liabilities are excluded from the

calculations.

The second ratio ﬁhat will be of interest from the tax point of
view 1is the share of retained earnings to total shareholders' equity. Equity
includes those funds of shareholders used to finance the acquisition of as-
sets: (i) equity issues which are composed of the par value of outstanding
common and preferred shares (paid in capital) and the contributed surplus

(this account includes the premium gained on selling new shares net of selling
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costs when the market price is greater than par value of shares) and (ii) re-

tained earnings reserves (earned surplus and revaluation surplus accounts).

In Table 5, we present the financing ratios of firms by asset size.
It can be seen that small firms (less than $1 million in asset size) tend to
have higher debt-equity ratios compared to large firms (over $10 million in
asset size). The very smallest asset size group has a considerably higher

debt-equity ratio than all other firms.]o We should note at this point that

the debt-equity ratio in Table 5 does not suggest that small firms are rela -

tively riskier than large firms or that small firms have relatively more diff-
culty in obtaining equity financing since we have included interest-deductible
liabilities due to affiliates in the calculation of debt and have excluded some

liabilities owing upon bankruptcy. We will comment more on these latter

points in a later section.

In regard to the share of equity financed by retained earnings, the
table shows that the very large firms tend to use new equity issues as a source
of finance more than that used by small and medium sized firms except for the
very smallest asset size class. This may be partly explained by the fact
that the largcsf sized businesses have relatively easier access to equity
markets by listing shares on Canadian and foreign stock exchanges. As can be
seen from Table 1 the two largest size businesses have historically financed
total assets proportionately more through new equity issues (paid in capital
plus contributed surplus) compared to small and medium size businesses (less
than $10 million in asset size). On the other hand, it is apparent that the
very smallest asset size class of businesses tend to use far less retained

earnings to finance investwment (and more debt) compared to other businesses.
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The reason why these small businesses use less retained earnings as a source

of finance is a result of either (i) the firms passing dividends onto share-
holders to a greater extent compared to other firms (higher dividend payout
ratios) for the tax reasons as suggested in Chapter 1 regarding the CDAor

(ii) a poor return to capital as indicated by the after tax return to share-
holders' equity and the interest cost of debt. As illustrated in Table §

the dividend payout ratio is much higher for the smallest sized firms but
profitability (which is based on 1977 data available to us) seems approximately
the same across asset sizes. Thus, it can be generally concluded that small
businesses (less than $1 million in asset size) rely less on new equity issues

and retained earnings and more on debt as sources of finance compared to large

firms,

2.3.4 Other Financial Characteristics

The above discussion about the financial characteristics of businesses
across asset size completes much of the description of the structure of assets
and lotal liabilities needed tor aupirical work contained in later chapters.
There are, however, a few additional characteristics of businesses thal should
be considered that are of importance to later discussion of tax policy. In
particular, it will be of interest to determine how businesses differ with re-
gard to (a) risk and (b) the term structure of their liabilities.

(a) Financial Characteristics and Risk

Risk can affect the financial cost of capital in two ways. First,
lenders may require higher interest rates to be paid on debt to compensate for
possible loss arising from bankruptcy. Second, owners of equity who also incur
costs arising from bankruptcy would require a higher return to capital. As

interest on debt is deductible from corporate taxable income then firms are
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Table 5: FINANCING RATIOS OF FIRMS BY ASSET SIZE FOR THE

Asset Size
Group

($ mil.)
0 -4
i =

1 -5
5-10
10 - 25

25 and over

Source:

Statistics Canada.

YEAR 1977 (Mining Excluded)

Debt/
Equity

4.11
182
Fa#
1.78
1 x28
1.07

Retained Earnings/
Equity

+}
..
.78
.76
i
.60
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Table 6: DIVIDEND-PAYOUT RATIO AND RETURN TO CAPITAL

FOR FIRMS BY ASSET SIZE FOR THE YEAR 1977
(Mining Excluded)

Asset Size Dividends/ After Tax Profits/ Interest  Paid/
Group After Tax Profits Equity] Debt2

($ mil.) , \

D-% .86 il .06

IS .44 e Al

1-5 .42 o .06
5-10 .41 o [ .06

10 - 25 o L 12 ! .06

25 and over .49 1 w7

1. Equity is measured as end of ycar shareholders' paid-in capital and reserves.

2. Debt includes loans, mortgages, corporate bonds and liabilities due to af-
filiates (end of your figures).

Source: Statistics Canada.
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able to deduct some of their cost of risk for tax purposes. However, the cost
of risk incurred by owners of equity is not tax deductible and the inability
of owners of firms in deducting all costs for tax purposes can increase the

overall cost of capital of finns.]]

It is thus apparent that the differences between small and large
firms with regard to risk can be important to determining the impact of taxa-
tion on small vis-a-vis large business. If one measures risk in terms of the
likelihood of bankruptcy, then several financial ratios may be computed as

indicators of risk.

The first ratio is a debt-equity ratio which measures the "leverage"
of a firm. Firms with higher debt-equity ratios are liable for greater sized
interest and principal payments which are to be repaid regardless of the
level of revenues net of noncapital costs earned by firms. The higher the
debt-equity ratio, the more likely the firm would become bankrupt. Unlike

the debt-equity ratio computed in the previous section, we exclude from the

calculation of debt and include as part of equity those liabilities that would
not be repaid by shareholders upon bankruptcy until all claims to creditors,
labour and the govermment are wel and that do not need Lo be honoured by share-
holders if bankruptcy thr‘eatens.]2 These liabilities are current and noncurrent
liabilities due to affiliates, dividends payable and the provision for minority
shareholders' interest. As discussed in the previous section, separate data
for the latter two liabilities arc unavailable as‘the amounts are included in
"other current and noncurrent liabilities". We then compute two ratios for
leverage. The first ratio excludes "other current and noncurrent liabilities"
from debt and equity under the assumption that debt-equity ratio in this cate-

gory is the same for other total liabilities. The second ratio includes "other
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current and noncurrent liabilities" as part of debt assuming that dividends
payable and minority shareholders' interest is a small proportion of this cate-

gory of liabilities.

A second ratio that may be computed as an indicator of risk is the
“current" ratio: current asscts divided by current liabilities. The higher
the "current" ratio, the more likely firms are able to cover current liabi-

lities payable within the year as current assets are relatively liquid. -

A third ratio is the "quick" ratio which is calculated as current
assets minus inventories divided by current liabilities. The "quick" ratio
may be interpreted in a similar way as the "current" ratio except that inven-
tories are considered as assets unlikely to be available to assist a firm with

liquidity problems.

Table 7 presents leverage, "“current" and "quick" ratios as indica-
tors of risk for firms by asset size. As can be seen from the Table 7, all
three types of ratios indicate that businesses of less than $% million in
asset size are riskier than all other businesses. The leverage and "current”
ratios indicate that busfnesses of Tess than $1 million in asset size are
riskier than firms in the very largest asset size category. It is thus ap-
parent that small businesses are riskier than large businesses as one would
expect although the differences are not as great if one especially considered
the "current" and "quick" ratios.

b) The Term Structure of Liabilities

As mentioned in Section 1 of this chapter the term structure of

Tiabilities is important to consider in relation to the effects of inflation
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on the market value of debt and equity. Owners of firms that issue long term
liabilities benefit (lose) from unanticipated increases (decreases) in rates
of inflation as interest rates payable to holders of long term debt fail to
incorporate these unanticipated changes. The market value of debt wi]] fall
(rise) if debt holders under (over) anticipate inflation. Thus there is a
transfer of wealth from bond Lo equity holders (or vice-versa) when the in-

flation is wrongly predicted.

In Canada, rates of inflation have been on a rising trend during
the period 1960-1977. Businesses that issued corporate bonds of a term more
than 20 years in the early 1960's when interest rates were at a level of 67,
have realized substantial capital gain income arising from the fall in the
market value of long term debt after 1973 when interest rates were at a level
of 10% or greater. Thus it would be expected that debt-equity ratios as cal-
culated previously would overstate a debt-equity ratio based on the market
value of debt and equity. The overestimate of debt-equity would depend on

the degree to which long term liabilities are held.

While the term structure of liabilities is importantin determining
to the impact of inflation on the market value of debt and equity, it is less
clear as to how the term structure of liabilities affects the decision of busi-
nesses in acquiring fixed assets (and hence, the financial cost of capital of
firms). Investment in new assets could be financed by both short and long term
newly issued debt. Interest to be paid on both types of debt would need to
reflect inflation rates currently anticipated by debt holders in order for
debt holders to choose to lend to the firm. Given that owners of equity have
the same expectations as to future rates of inflation, then there is little ad-
vantage to equity owners in choosing long term compared to short term liabilities

as a source of finance (excepl lorv considerations wilth regard to risk).
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Table 7: LEVERAGE, CURRENT AND QUICK RATIOS FOR FIRMS
BY ASSET FOR THE YEAR 1977 (Mining Excluded)

1

Asset Size Leverage Current Quick

Category G __(b) _Ratio3 Ratio%
($ mil.)
0 - % © 1.9 1.36 1.18 .74
-1 1.04 Rl e85 .80
1 -5 Y0 S =22 1.37 W
5-10 .90 1.04 1.41 .80

10 - 25 Wi .89 1.46 .81

25 and over .76 .85 1.54 .82

1. Current and Non current Liabilities Less, Other Current and Non current
Liabilities and Liabilities Due to Affiliates Divided by Shareholders’
Equity Plus Liabilities Eue to Affiliates.

Current and Non current Liabilities Less Liabilities Due Affiliates
Divided by Shareholders' Equity Plus Liabilities Due to Affiliates.

3. Current Assets Divided by Current Liabilities.

4. Current Assets Less Inventories Divided by Current Liabilities.

Source: Statistics Canada.
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Table 8 presents the differences among fims by asset size with
regard to the proportidﬁ of current liabilities held to the total of current
and noncurrent liabilities held. We calculate two ratios, one including and
one excluding .liabilities due to affiliates. It would be appropriate to in-
clude liabilities due to affiliates as in the first ratio of the table since we
wish Lo know how one of our caleulations of debt (which includes liabilities
due to affiliates) may be biased. On the other hand, where we include liabi-
lities due to affiliates in equity, the second ratio is perhaps more appro-

priate to consider.

As can be seen from Table 8, there is little difference among busi-
nesses of less than $25 million in asset size with regard to the term struc-
ture of liabilities. However, for both ratios, businesses of over $25 mil-
Tion use long term liabilities as a source of finance to a greater degree.
The reason for this is that the very largest firms rely less on bank loans

and accounts payable, and more on corporate bonds as a source of finance.

The above suggests that the debt-equity ratios as computed pre-
viously for small and medium sized businesses are understated relatively less
compared to the very largest firms if debt and equity are measured by market
values rather than by book accounting values. This bias will be of impor-

tance to later parts of this study.

2.4 Conclusions
In this chapter, small, medium and large businesses were compared
with regard to their financial characteristics. These characteristics will

be of importance to the analysis contained in the following chapters. In

general, the following was concluded:
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1. Small businesses hold more land and fewer buildings as assets
relative to larger businesses. There are, however, no other
systematic differences between small and large sized firms

-with regard to their structure of real capital.

2. Small businesses hold inventories, accounts receivable and ac-
counts payable for a shorter period of time compared to larger

businesses.

3. Small businesses tend to use more debt and less retained earn-
ings as a source of finance compared to large businesses.

4. Smaller businesses seem to be riskier than larger businesses
if risk is measured by the possibility of businesses becoming

bankrupt.

In the next chapter, we will consider how taxation affects the cost
incurred by firms in acquiring new assets. This cost and the effect of taxa-
tion will depend on the financial characteristics of different sized fims as
described in this chapter. Many of the ratios calculated in this chapter will

be used to determine the effects of taxation on business.
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Table 8: CURRENT LIABILITIES AS A PROPORTION OF CURRENT AND
NON CURRENT LIABILITIES FOR FIRMS BY ASSET SIZE FOR
THE YEAR 1977 (Mining Excluded)

Including Due to Excluding Due to

Asset Size Affiliates Affiliates

($ mil.) . (%) (%)

0-% 5 GilipT 1.0

- . 68.7 75.9

1-5 67.6 Vicod
5-10 6557 70.6
10 - 25 64.1 68.8
25 and over 49.1 47.8

Source: Statistics Canada.
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FOOTNOTES

1. The classification of businesses according to asset size is as
follows: 0-%, %-1, 1-5, 5-10, 10-25, and 25 and over million dollars. For
a list of industry groups, see tables in Appendix 1.

2. As an example, outstanding common and preferred shares per
firm decreased for some of the smaller asset size classes when comparing 1977
with 1976 end of year data. This would not be expected if 1977 end of year
data was compared with 1977 beginning of year data since the same sample of
firms would be considered and firms generally do not buy back equity shares.

3. The accumulation of new issues of equity over time is the sum
of paid-in capital issued at par value and the contributed surplus account
where the latter is composed of the premium earned on selling new shares at
market prices greater than par value (net of issuing costs). The contributed
surplus account includes, as well, government grants. It is not appropriate
for these grants to be considered as a part of neQ equity issues but since
the contributed surplus account is small in relation to total assets and govern-
ment grants would be a relatively small portion of contributed surplus, then
no important'bias in comparing new equity issues across firms of different

asset size is expected.

4. Firms that claim the smafi business tax credit can earn over
$150,000 in taxable income as long as the limitations regarding accumulated
retained earnings is satisfied. Thus in the first three asset size cate-
gories firms that earn more than $150,000 are being taxed at the full cor-
porate tax rate on income in excess of $150,000. We calculate the average
corporate tax rate for these which would be less than the full tax rate as

the small business tax credit is claimed for income less than $150,000.
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5. Of eighteen industries, the structure of capital has the same

T L

pattern across firms by asset size as in Table 3 for 7 industriecs (inventories),
11 industries (land), 8 industries (plant and equipment), and 14 industries

(buildings) (see Tables A1.1 to Al.4).

6. This treats inventories as final goods rather than intermediate
goods used for production. Taking the ratio of inventories to the cost of
materials (purchases) rather than sales makes little difference to the pat-
tern and size of holding periods across firms by asset size. Note also that

the ratio as computed is an average holding period for the year.

7. Holding periods in 1977 for inventories and accounts receivable
are longer for large compared to small asset size firms for all and 13 of
18 industries respectively. Holding periods for accounts payable are longer
for large compared to small firms for 8of 16 industries. See Table Al.6 to

A18 in Appendix 1.

8. We include accounts payable-as a source of debt financing. A1l
firms, except those in agriculture, generally use the accrual system for taxa-
tion which requires that accounts receivable be taxed and accounts payable be
written off immediately from taxable income. Given that the implicit cost of
carrying accounts payable as a liability is the same as the interest cost for
other forms of debt, then it would be appropriate to include accounts payable
as part of debt (see Chapter 3).

9. Even though suppliers may not directly charge interest to firms

for extending credit to them, it would be expected that higher prices on goods
sold would reflect the cost of credit to the supplier. Such additional costs
incurred by-firms holding accounts payable are tax deductible.

10. This holds true for 14 of 18 industries as shown in Appendix 1, Table Al.
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11. A full loss offset tax allows firms to be subsidized by the
government at the same rate as profits are taxed (or losses can be carried

forward wilh Tosses increased by a rate of interest). A fu]] lass offsetl tax

can reduce "risk” in the sense that the variability of returns are reduced.
However, this depends on the deductibility of all borrowing costs by equity
owners. To the extent these costs are not deductible, the cost of risk can

rise (Mintz (1980)).

12. If the debt-equity and leverage ratios are compared in Tables
5and 7, it can be seen that’excluding liabilities due to affiliates and in-

cluding the liabilities as equity, considerably reduce the debt-equity ratio.
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Chapter 3

THE COST OF CAPITAL IN A THEORETICAL FRAMEWORK OF

INVESTMENT DECISION MAKING

3.1 Introduction

The purpose of this chapter is to derive expressions for the cost
of capital to a business enterprise. Using a simplified theoretical frame-
work we can find out how vérious factors including the provisions of the
Canadian Income Tax Act influence the effective cost of acquiring and main-
taining productive capital. We can then use calculated business and personal
tax rates along with information about the financial characteristics of the

firm presented in Chapter Two to quantify the cost of capital for firms of

different sizes. This will be done in Chapter Four.

The organization of Chapter Three is as follows. In part 3.2 we
derive the "real" cost of raising funds in order to acquire physical capital.
Following this we derive expressions for the overall cost of acquiring plant
and equipment, buildings, land and inventories in part 3.3. Indirect owner-
ship of the firm through other firms and institutions is discussed in part

3.4. The results of the chapter are summarized in part 3.5.

3.2 The Cost of Finance

We consider a firm engaged in producing active business income by
combining current inputs such as labour, intermediate goods and raw materials
alony with the services of durable capital such as plant and cquipment, build-
ings and land in order to produce a commodity or service which is then sold

to the household for final consumption or to other firms as an input into a
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higher stage of production. In addition, we assume the fiym makes use of
inventory capital consisting of stocks of materials used in the production
process and/or final output. Inventory capital is assumed to facilitate the
process of production and exchange, making possible larger revenues and/or

reduced production costs for a given level of output.

In order to focus on the costs of acquiring physical capital and
the influence of taxation on this cost, we shall effectively ignore non-
capital inputs into the production process. Financial assets such as cash
and accounts receivable, are discussed in Appendix 2. The acquisition of
capital by the firm is assumed to make possible a flow of final product which
can be viewed as the total output of the production process less the costs of
current inputs. The additional product made possible by an extra real dollar
of capital in the finn>is the marginal product or return to capital. The "cost
of capital” represents the minimum value the marginal return must have in order
for the additional capital to be worthwhile in acquiring by the firm. This
cost of capital is two-fold. It includes both the cost of raising funds to
purchase a physical capital asset and the costs incurred because of changes
in the value of this capital asset or the goods it can produce due to depre-

ciation and/or price level changes.]

To derive the cost of capital it is necessary to define the objec-
tives of the firm. We shall assume the firm wishes to maximize the net worth
of its existing shareholders at each point of time. We shall further assume
that households directly own the firm and that equity shares in the firm are

freely traded in a competitive stock market. We also assume that shareholders
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are only concerned with the actuarial value of their receipts from ownership
of the shares. Before proceeding to the cost of finance it will be useful to

examine the valuation of a firm's share.
3.2.1 The VaTuation of Equity Shares

Suppose a typical shareholder faces a personal tax rate of 0 on
dividends received and an effective capital gains tax rate of ¢ on capital
gains as they accrue.2 Also assume that capital losses are deductible at the
capital gains tax rate. Let Dt denote the nominal (current dollar) value of
dividends paid out by the firm at time t, Vt denote the price of a share at

time t and St denote the number of shares outstanding. A dot above a variable
denotes the change in that variable with respect to time (i.e., x = 3{).
d D 2

net receipts to a sharcholder from a single share will be Sﬁ
t

time t consisting of dividends per share after dividend taxation less capital

The

(1-0) = ¢ Vt at

gains taxes paid (saved) on increases (decreases) in the value of the share.
If the shareholder can lend and borrow at a constant interest rate equal to
p (net of personal interest taxes on receipts or tax deductions on payments)
we can discount this flow to find the value placed on a share. Treating time
as continuous and assuming taxes are paid continuously the value of a share at
time t will be given by:

Vy = ? [gg-(l-o) - ¢ Vz} e'o(z't)dz (3.1)

2=t L7Z

Differentiabing (3.1) wilh respect Lo U we can Find Lhe rate of

chanqge in the share's value at time t and ohtain an expression we shall call

the capital market equilibrium equation. It is:




T SR —

e N R T

e ha

Riaiesenate o

-4 -

b,

+ (1 - 0) L th 182}

(1 -¢c) Vv S,

i

This equation states that the net of tax capital gains per share plus the net
of tax dividends per share must equal the foregone interest on the value of
the share. Eéuation (3.2) can then be manipulated and integrated to obtain
an expression for the value of a share which incorporates the flow of capital
gains taxes into the discodnting formula. It is:

w B e = faem)
¥, = J G—%) Ze 1-c di (3.3)
2=t 72

We shall be interested in "steady state" investment policies of the
firm. Thus, we consider a firm which is able to pay out a constant real divi-

dend stream of D per share in perpetuity. Also suppose there is a constant

inflation rate of u so that if Pt is the price level at time t then Pté"(z"t)
D
will be the price level at time z. Then §£ = DPte"(Z't) which can be substi-
z

tuted into equation (3.3) and the integration carried out to obtain

v
“t _D(1-6 )
Pt R (2.3}

The Teft hand side of (3.3') is the real value of a share at time t. If the
variables on the right hand side are constant as assumed, then vt/Pt will be
constant over time or, equivalently, the share value of Vt will rise at the

general inflation rate of . [xpression (3.3') states that the real value

of a share equals the perpetual flow of real dividends net of personal taxes
divided by the "real" interest rate facing the shareholder. This real interest
rate equals the nominal interest rate net of personal taxes facing the share-

holders () less the rate of increase in share prices net of capital gains




taxes w(1-c). The capital gains tax enters because increases in the nominal

value of shares due to inflation are taxed even though the real value of share

remains constant.

Using (3.3') we can now find the change in the net worth of existing
shareholders resulting from incrementing the real dividend flow by x. Setting
Pt = 1 for convenience we find from (3.3) the change in the share value
AVt = %&%%%%27-. However, this does not constitute the change in the net worth
of the shareholder since the change in share value is taxable (or deductible

if negative) at the effective capital gains tax rate of c¢. Letting NW denote

net worth we have:

= (1-chnv, = X0 (3.4)
Expression (3.4) will be useful in translating once and for all changes in

net worth into equivalent perpetual flows and vice versa.
3.2.2 The Flow Cost of Financial Funds from Different Sources

In order to purchase a physical capital asset the firm must raise
the necessary funds. These funds can be obtained from three sources: 1) is-
suing bonds or taking out loans, 2) issuing new equity shares and 3) retaining
the firm's earnings rather than paying out dividends. We wish to derive a
flow measure of the cost of raising funds to purchase capital from each of
these sources. 1In doing so we shall ignore the transactions and underwriting
costs of raising these funds although these costs may be significant espe-

cially to small firms attempting to float new share issues.3
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(a) Issuing Debt. Suppose the firm fully debt finances its capital
expenditures (that is, borrows by issuing bonds or by taking out a loan at a
financial institution). We can now find the flow cost to the firm of having
one real do]]qr of debt as a Tiability. We consider a real dollar since we
wish the firm's nominal debt to keep pace with the nominal value of its phy-

sical assets otherwise equity in the firm will be increasing.4

Suppose the firm borrows one dollar at time t. If prices are rising

(z-t) at time

at rate w it is necessary for the nominal value of debt to be e"
z to maintain the real value of the debt. Thus the firm borrows an additional
0 n(z-t) at time z. Let i denote the nominal interest rate facing the firm and
assume i is constant over time. Since interest payments on bonds and loans are
deductible from revenues in determining the firm's taxable profits,5 the net

u -
nominal interest payment by the firm at time z is i(]7d)e"(z t)

where u is the
tax rate on the firm's profits.6 Subtracting from this the flow of funds raised
by increasing the nominal debt at the inflation rate and deflating into "real"

n(z-t)

dollars by multiplying through by e we obtain the real flow cost of a

real dollar of debt as:
rg = i(l-u) - =. (3.5)

This rp represents the reduction in the real dividend stream to existing share-

holders resulting from the firm having a liability of one real dollar of debt.

(b) New Share Issues. Now suppose the firm raises funds by issuing
new shares. To raise a dollar by issuing new shares the firm must offer a
dividend stream to the new shareholders which they value at one dollar. Since

the dividend stream of existing shareholders must be reduced by the dividend
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stream paid out to new shareholders the value of existing equity falls by one
doIlar.7 But since the capital loss is deductible from other capital gains
the net worth of existing shareholders falls by 1-c dollars. Using (3.4) we

can translate this into a real perpetual flow cost of *NE where *NE satisfies

Or,
S
rve = Jog - " (]-0) 5 (3.6)

This "NE represents the reduction in the real dividend stream to existing

shareholders that has the same effect on their net worth as the issuing of
a dollar of new shares. It denotes the real flow cost per dollar of new share

issue.

(c) Retained Earnings. The cost to existing shareholders of retain-
ing one dollar of current dividends is simply 1-0 which is the reduction in cur-
rent receipts after personal taxes. The real perpetual flow cost to which this

is equivalent is denoted RE where "RE satisfies equation (3.4) so

(1-6)r
J:]_O
111~ = T
-C
or,
*RE © ng-- ™ Erea

This represents the real flow cost of a dollar of retained earnings.



S —

> 1
3.2.3 Tax Factors and the Cost of Finance by Source

It is apparent by examining expressions (3.5), (3.6) and (3.7) that
the cost of financial capital can vary according to the source of funds. A
number of special cases are of interest. First note that if 0=c, that is
capital gains are taxed at the same effective rate as dividends, then the
flow cost of new share issues (rNE) equals the cost of retained earnings (rRE)
so we can talk about the "cost of equity" (rE). In the case where capital
gains are preferentially taxed (c < 0), the cost of retained earnings will
be lTess than the cost of new issue and vice versa if dividends are prefer-
entially taxed. It might further be noted that if shareholders face the
same market interest rate as firms then p = i(1-m) where m is the personal
tax rate on interest, then the cost of equity (assuming ¢ = 0) will be
Pp = %ilf%% - o while the cost of debt will be i(1-u) - n. If interest and
dividends are taxed at the same rate (m = 0) then it is clear that the cost
of debt will be less than the cost of equity because interest payments on
debt are deductible from corporate income in calculating the firm's tax liabi-
lity whereas implicit interest on equity is not. Finally it might be noted
that if there were no taxes and shareholders are faced with the same interest

rate as firms, the cost of financial capital would be i for all three sources.8

We have shown in the above paragraph that the cost of finance is
likely to differ among debt, new ecquity and retained dividends because of tax
factors. In this case one would expect that firms would tend to raise funds
using only the least cost source of finance. Tax factors alone make debt
attractive since inlerest payments on debt are tax deductib]e.9 The recent

liberalization of dividend taxation has eliminated some of the traditional
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advantage of debt finance although increased inflation has favoured debt
finance due to the fact that allowing nominal interest payments as a tax
deduction effectively allows repayments of real principal to be deducted.
In particulart the change in rs from a one percentage point increased in the

10
inflation rate i's Tfy while the change in P s T = Since it is generally

the case that u - m, the change in g is negative while the change in re is
positive. That is, inflation reduces the real cost of debt and increases the

real cost of equity.

Tax factors make debt particularly attractive to small business.
As discussed in the first chapter, small businesses can only maintain their
low tax rate providing their cumulative deduction account (CDA) is less than
$750,000. Since only retained earnings augment their CDA firms have an incen-
tive to pay out dividends, thus leaving new share issue and debt as sources
of finance. Since there is some evidence that the underwriting costs of new

N this leaves debt. As the firm's

share issue are prohibitive for small firms
CDA approaches its upper limit the incentive to pay out dividends increases
since once the limit is passed it is not possible to bring the CDA down by

dividend‘payout.]2

3.2.4 The Financial Structure of the Firm and the Overall Cost of Finance

While the cost of finance might vary according to source because of
tax factors among other things, it may still be desirable for the firm to
diversify ily financial structure vather than finance fully using Lhe Tow
cost source. The reason is that a large proportion of debt in the fim's
liabilities can expose its creditors and shareholders to risks of costs asso-

ciated with bankruptcy. The fixed interest payments associated with debt may
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force a liquidation of assets in the event of an unforseen interruption in
revenues or a rise in costs. In addition to the direct costs associated with
bankruptcy there may be capital losses on the firm's assets if liquidation

was forced at an inopportunc time. These costs and losses would be borne by
the shareholders and possibly the creditors of the firm. Consequently there
may be implicit or explicit contractual limitations placed on the finu's
ability to issue debt, such as a given ratio of debt to equity which cannot

be exceeded or a given fraction of investment which must be equity financed.
Alternatively, the firm may have to pay.a higher interest rate on debt or yield
a higher return on equity as its debt-equity ratio rises in order to compen-
sate its creditors and sharcholders for increased risk. A similar set of
conditions influence the choice between new cquity issuc and retained ecarnings,
On the one hand, new equity issue may permit greater risk spreading over a
larger number of shareholders while on the other hand it dilutes ownership

control as compared to retained earninqs.]3

In order to determine the overall cost of funds we shall now assume
the firm raises funds in fixed proportions from each source so as to maintain
some desired debt-equity ratio of b = 2 . Thus B = bé where ﬁ is new borrowing
and é is the change in the value of equity. It is further assumed out of every
dollar of funds raised from equity, a proportion "a" comes from retained earn-
ings and portion "1-a" from new share issue. We can now find the cost of funds

h : d A . 14
for a firm which finances in this manner.

Now consider the cost of financing one dollar of gross investment
and let §§ be the proportion financed by issuing debt and 1-5 be the proportion
financed by equity (retained earnings plus new shares issued). By our as-

sumptions above, (1-g)(1-a) is the value of new equity issued per dollar of
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investment and (1-g)a is the value of retained earnings. The real cost of

finance can be expressed as a weighted average of the cost of funds from

these three sources. In particular,
=y (1-[3)(arRE # (]—a)r‘NE).

The cost of funds from each individual source is given by (3.5), (3.6) and

(B2 o rg> Mye and ree respectively and "a" is assumed to be a parameter.

NE

It remains to determine B.

The value of 8 can be determined from the assumption that the firm
maintains a given debt-equity ratio of b and by using the capital market equi-

15 From (3.2) it can be seen that for a given value

1ibrium equation (3.2).
of Vt’ a reduction of one doltar in current dividends per share must be ac-
companied by a rise in the value of an existing share of (1-0)/(1-c) dollars.
Thus, raising {1-8)(1-a) dollars through new issues and (1-8)a dollars through
retained earnings will raise the value of equity by (1-p)[a <%fg> + 1-a] =

.]6 The fixed debt-equity ratio requires B=bl so (=b{1-5)w or

B=ba/ (1+ba). Thus B is determined by the value of the debt-equity ratio b and

the value of «a.

Using (3.5), (3.6) and (3.7) the weighted cost of funds can be

written:

ro= Ri(l-u) + (1-8) 11}0— () < (x(]-[%)(%:—f)))n (3.8)

We shall call r the real cost of finance. [t represents the reduction in a

perpetual real dividend stream before personal dividend taxes that 1s equi-
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valent to the reduction in the net worth of existing shareholders of a firm
which raises a dollar of funds in the manner described. It depends upon the
fim's financial structure (b,a), tax rates (u, c, 6) and interest rates
(L) Atten@ion is drawn to the special case where 0=c (so the cost of new

equity issue and retained ecarnings are the same) for which:

ro= gi{l-u) + (1-p) 11—10' - (3.8")
where R = 125-.

In this case the real cost of finance is just a weighted average of i(1-u) and
T¥5-less the inflation rate. Since, as we shall see in Chapter 4, the differ-
ence between 0 and ¢ may be small this is a useful simple case.]7

The usefulness of the weighted average cost of finance given by r in
equation (3.8) or (3.8') derives from the fact that it can be used as a discount
rate by the firm in evaluating the net present value of the stream of revenues
and costs accruing to the firm as a result of some capital expenditure. If
this net present value is positive when discounted at r then the net worth of
the shareholders will be raised. This result is proved and discussed in

Auerbach (1979) and Boadway-Bruce (1980).

3.3 The Overall Cost of Capital

For an asset such as land which does not depreciate and is not al-
lowed a tax deduction for capital consumption, the real cost of finance as
given in equation (3.8) is the total marginal cost of capital. However, for

depreciable assets such as plant, equipment and buildings and assets which
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turn over such as inventories there are other considerations. Depreciable
assets bear costs of replacing them as they wear out and permit tax deduc-
tions for such costs which may bear little resemblance to actual deprecia-
tion. In addition, firms are allowed to credit some proportion (5% in 1977)
of expenditures on plant, equipment and buildings against taxes due. In-
ventory capital also has special considerations; under FIFO rules inven-
tory is costed at its va]de when placed in inventory whereas its addition

to revenues when sold is equal to its current value. Also, an allowance of
the opening value of inventory (3% in 1977) is permitted as a tax deduction
in calculating business income. We now incorporate these factors into the

cost of capital.
3.3.1 The Cost of Plant, Lquipment and Buildings

Suppose a unit of such capital can be purchased for one dollar at
time t=0 and for e"t at time t. We shall use t=0 as the base period for ex-

pressing all constant dollar or "real" values. Assume the capital actually
wears out at the exponential rate of § and that the capital consumption al-
Towance for tax purposes is based on an exponential depreciation rate of d
on the value of the capital asset at the time of purchase (historic depre-

ciation allowance). Finally let 1-¢ be the investment tax credit. A unit

of capital acquired at time t involves an outlay of funds of ¢e“t at time t

t -d(z-t)

and the receipt of a nominal stream of tax deductions equal to e't . de

at time z for all z from z=t to z==. We can express these values in constant

14

dollars of base t=0 by multiplying through by e"'L and e’ to get ¢ and

(wrd)(-1)

ude respeclively.  Discounling the real stream of tax deductlions

" " . g ud
at the real cost of capital r yields present value at time t of e ol
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Thercfore the effective cost in constant dollars of a unit of capital is
_oud_
b e
Now suppose a unit of physical capital installed at t=0 produces a
real stream of earnings (at period t=0 prices) of X. From this we deduct

real business taxes of uX and the cost of maintaining the machine as 1t wedrs

out. The latter requires real expenditure of § (the depreciation on a unit

ud

of capital) times ¢ - = v (the effective cost of a unit of capital). Thus

the net real flow of revenues from an extra unit of capital forever is X{1-u)
The firm will increase the net worth of its shareholders in

4 " . 2 . ud ud )
acquiring the machine if X(1-u) - §(¢ - F;a;;) 5 ribk = =) B

ud
- 800 - )

ByR = B ug

A Tl Erll U e (3.9)

The expression for R] in equation (3.9) represents the minimum real
gross of tax return on a unit of capital that must be earned before the firm

would wish to acquire it. It is referred to as the implicit rental cost of

capital, and depends on the cost of finance as given by equation (3.8), the
corporate tax rate u, the truc depreciation rate &, the allowed depreciation
rate d, the inflation rate w and the investment tax credit 1-¢. This cost of
capital will differ according to the type of capital since &, d and u will
vary by type of capital and according to the size of the firm since r and u

will vary by size of firms.

The following comparative statics results can be derived.]8 By

differentiating the implicit cost of capital expression in equation (3.9) it
can be shown that Ry is decreased when the investment tax credit (1-¢) or the

allowed depreciate rate d is increased. R] is increased when the cost of
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finance r is increased providing the purchase price of capital net of tax
credits and depreciation allowances (¢ - FI%%]J is positive. However an
increase in the corporate tax rate u will have an ambiguous effect on R].
The higher the corporate tax the lower the net revenues earned by the firm
but the greater are the value of tax writeoffs to the firm: depreciation
allowances and, as already mentioned in section 3.2.3, the deductibility of
nominal rather than real fate of interest on debt. Moreover, inflation has
an ambiguous effect on R] as well. Inflation reduces the value of hisfori-
cal depreciation deductions but it can lower the cost of finance r when the
marginal tax rate on interest income is lower than the corporate tax rate.
Thus it is quite possible (and as to be shown in Chapter 4, quite probable)
that higher tax and inflation rates can reduce the cost of capital to the

firm.

3.3.2 The Cost of Inventories

Firms are assumed to hold stocks of raw materials, intermediate
goods and final goods in order to facilitate the processes of production and
exchange.  We make o nunber of simplifying assumplions.  The Fivn is assumed
to hold a constant level of physical inventory equal to K units over time.
Thus we abstract from fluctuations in the level of inventory duc to varia-
bility in sales or production and consider only the costs of holding the
average level of inventory. We ignore relative price changes and assume
that the price of the goods in inventory rises at the same rate as the
general price level. We further assume there are no direct holding costs
in the form of storage or waste although such costs could be incorporated

into the analysis (see Boadway, Bruce and Mintz, (1980)).

Suppone Lhe firm' s inventory i Lurning over al some constant
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rate and the firm produces and sells M units of goods each period, thus the
average holding period of a unit of goods in inventory (T) will equal K/M.
Under the first-in, first-out (FIFQ) accounting rule, the firm is treated
for tax purposes as if it places M units of newly produced goods into in-
ventory and sells the M oldest units out of inventory. Goods in inventory
are valued at Lheir cost or fair market value at the time they are placed
into inventory. Thus if Qe let KV denote the accounting value of goods in

inventory, it will satisfy the equation:

K'Vt - Me'nt _ Me‘n(t—T).

This can be solved for the level of KV at time t as:

KV, = Millﬁiﬁjlﬁii
t il

To derive the cost of holding inventory, assume for the monent that
inventory is not turning over. The real cost of finance for the inventory
stock is rk where r is the real cost of finance given by cquation (3.8). Now

consider the flows of receipts and payments by the firm resulting from the

turnover of inventory. The nominal flow of revenues from sales after cor-

t

porate taxes is Mc"t(1-u) al time t. The cost of Me"l and the tax deduction

ﬂ(t—T).

permitted for the cost of inventory sold is uMe Note that the tax de-

duction is based on the value of the goods when they were placed into inventory
T periods ago. Finally, the firm receives a tax deduction equal to some frac-

tion v of the accounting value of the inventory stock KV Thus at time t,

L
the nominal flow cost of holding inventory not counting the cost of finance

is uMe"t(]-e'“T)(] - %0.19 This is expressed in constant dollar or "real"
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values by multiplying by e " Adding the real cost of finance we obtain the

real flow cost of holding K units of inventory as:

T X

L = vk +uM{l-e

Substituting K/M=T we can find the marginal flow cost of adding an extra

unit to inventory by differentiating with respect to K to obtain:

MC=r + u(ﬂ—v)e—"T

The firm will add goods to inventory as long as the real flow of revenues or
cost reductions after taxes made possible by holding an extra unit of in-
ventory exceeds MC. Thus we can divide MC by 1-u to obtain:

) l"F_uLt _)C"'"T

R2 —, - ] (3.]0)

i i S
-u

R2 is the implicit rental cost of inventory capital and equals the gross of

tax real return on a unit of inventory required for the firm to hold that

unit.

From equation (3.10) it can be seen that the implicit rental cost
of inventory capital depends on the real cost of finance r, the corporate tax
rate u, the inventorj tax deduction v, the inflation rate w and the inventory
holding period T. By differentiation equation (3.10) it can be established
that R2 is increasing in r and decreasing in v. Providing n-v>0, R2 is also
decreasing in T. The effects of u and n on R2 are ambiguous although it can
be shown Lhat RZ 15 Increasing in u providing ]tu is increasing in u and

20

m-v>0. Finally, we saw in Chapter 2 that the average holding period for

inventory is a quarter or less. This is less than the tax assessment period
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and since we are assuming taxes are being paid instantaneously we can let T
be arbitrarily small. In this case, the cost of inventory capital simplifies

to:

R. = rtu(n-v) _ (3L 06"]

This expression is used in Chapter 4 when quantifying the cost of inventory

capital by firm size.

3.4 Financing of Debt and Equity by Corporations

It has been assumed until now that the financing of corporate busi-
ness activities was done directly by individuals who held the debt and equity
capital of the firm. Al1l our cost of capital expressions were based upon |
that assumption. However, not all financing of firms is done in this way.
Some of the equity and/or debt issued by non-financial corporations is owned
by other non-financié] or financial corporations acting as intermediaries for
their shareholders or creditors. The purpose of this section is to consider
how this institutional ownership of debt and equity capital influences the

cosl of capilal of small and large corporations.

From the point of view of desirability one could argue that insti-
tutional ownership of capital should make no difference to the cost of capital
of the firm. Funds should effectively flow through these financing institu-
tions free of tax since they are merely performing an intermediation function
on behalf of Lheir ultimale shavcholders and creditors. 1 one accepls Lhis
point of view, then the present systom of corporate and personal taxation will
be found wanting for two reasons both alluded to in Chapter 1. First, equity

funds flowing through intermediaries do not do flow tax free since, although
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dividends are tax free, capital gains are taxed in the hnnds of the inter-
mediary (except for mutual funds)and no relief is given later on. This

"double taxation" of capital gains increases the cost of financing to the
non—financia[ firm. The second source of problem arises out of the fact

that the intermediary and the Firm being financed may face different corporate
tax rates due, for example, to the small business tax deduction. As we shall
see below, this causes tﬁe flow-through of funds to be less than perfect and
will influence the relative cost.of financing small businesses by alterna-
tive sources of finance (e.g. debt vs. equity, institutional vs. individual).
This section will investigate the implications of these anomolies in the tax

system for the cost of financial capital.

Before doing so it is worth pointing out an alternate view of the
taxing of intermediating corporations. Economists often regard the corpora-
tion tax as a method of taxing the pure profits (over and above normal pro-
Fies.) of a corporation) If the corporate tax system allowed firms to deduct
all the true cconomic costs of operating a business, including the marginal
opportunity costs of equity capital, then the corporate tax would amount to
a tax on pure profits. According to this view, there is no reason why finan-
cial intermediaries should <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>