29 October 1999
Ms Helen Donaldson

Secretary

Finance and Public Administration References Committee

SG60, Parliament House

Canberra    ACT     2600

Business Tax Reform

Dear Ms Donaldson,
Executive Summary

The Financial Planning Association believes the present capital gains tax regime is inhibiting economic growth in Australia and that the business tax reform legislation should be passed by Parliament.

The FPA believes there is adequate support in evidence from the USA for the Government’s estimates of revenue for the proposed new rates.

Introduction

The Financial Planning Association of Australia Ltd (FPA) is the peak professional organisation for the financial planning industry in Australia. With over 10,000 members through a network of 31 Chapters across Australia, and a state office in each capital city, the FPA is the only organisation that fully represents qualified financial planners and their Principal dealers in Australia. FPA members advise on and/or manage the financial affairs of over 3.7 million Australians with an investment value of $118billion and active annual investments of over $36 billion.

Hence we have a very close interest in the area of business tax reform.

The FPA is fully supportive of the proposed changes to the taxation of capital gains.

General

Australia has one of the highest rates of capital gains in the Western world at present.

There are a number of problems, relating to the current CGT in Australia, which inhibit the competitiveness of the Australian economy.

· CGT encourages companies to finance investments with debt, (which is tax deductible), rather than with retained earnings or new equity.

· The CGT increases the cost of liquidation, which discourages efficient trades.

· The current CGT is unfair to small business. Small business may be forced to sell assets to gain needed cash. Affluent individuals, who have no need to sell any appreciated asset, can borrow against the asset as they usually have a sound credit history.

· The CGT leads to a bias in favour of investment by unincorporated enterprises relative to widely held companies. This probably explains why Australia’s stock market capitalisation is relatively so low for an advanced economy.

· A high CGT leads Australians to mainly invest in owner-occupied housing and superannuation which had no or a much lower CGT rate respectively. This can lead to a misallocation of resources and hence lower economic growth.

· A high CGT discourages Australians to hold capital gains assets. This means more of these assets will enter into the hands of foreigners who do not pay this tax thus encouraging foreign ownership.

· The present CGT handicaps ‘start-up’ companies. Newer companies, smaller entrepreneurs, start-up companies etc are ‘liquidity restrained’. They are unable to issue bonds and/or new equity to get started. This restricts growth in this significant and influential sector.

· A high CGT reduces the incentive to become an entrepreneur. Evidence from the USA is unequivocal on this point. When combined with incentives for pension funds to invest in start-up companies, the USA experienced a boom in entrepreneurial companies.

This is by no means an exhaustive list but it clearly supports our contention that the present level of CGT is one factor inhibiting the Australian economy from growing faster. 

The majority of CGT revenue comes from companies and superannuation funds. This is where the tax rate is the lowest. Individuals who face high marginal rates do not contribute much CGT.

There is a significant and spectacular difference between the United States and Australia concerning the amount of CGT revenue gained from individuals. In the US capital gains collects ten times more revenue than in Australia as a percentage of individual income tax. It seems logical that the lower rate in the USA is a major contributor to this vast difference.

Australians with incomes over $500,000 report much larger dividend income than capital gains.

Almost 75% of the gains reported by individuals were reported by individuals with other taxable income below $50,000.

The major reasons for such a low yield on CGT in Australia appear to be:

· Assets tend to be accumulated by entities paying low CGT (tax clientele effect) and 

· Assets facing a high CGT are rarely sold.  Wealthy hold assets in trusts and so avoid capital gains on death which results in having a ‘lock-in’ effect could continue indefinitely via intergenerational wealth transfer. (lock-in effect).

The FPA believes that the marginal source of equity funds is retained earnings. As a consequence the CGT has enormous implications for the cost of capital. It raises the hurdle rate of return particularly for the small business sector.

Therefore the present CGT discourages rather than encourages investment. Investment has a significant affect on economic growth. It follows therefore that a high CGT, such as the present system in Australia, is likely to be exerting a negative effect on the Australian economy.

The FPA recommends all members of the committee read the paper written by Alan Reynolds on capital gains taxation (CGT) commissioned by the Australian Stock Exchange (ASX) for the Review of Business Taxation (RBT). It is an excellent review of CGT in the Western world.

The FPA makes some specific comments on the three terms of reference it feels it can assist the committee in. They are as follows:

c) whether there are any uncertainties in the assumptions, costings,or implementation of the measures which threaten revenue neutrality, including:

(i) the realisation assumptions concerning capital gains tax

Both the tax clientele and to a certain extent the lock-in effects will be positively affected and so should boost revenues for the Government.

Reductions in the tax rate should increase realisations. A lower CGT encourages more frequent trades, as the pre-tax gain does not have to be so large to make realisation of gains attractive.

US experience suggests a 2% boost to realisations for every percentage point reduction in the average marginal tax rate on capital gains.

We agree with the RBT that a reasonable assumption is an elasticity of –0.9. This was the lowest average estimate of the nine studies examined by Reynolds. Hence it is a conservative estimate!

In the long term a lower CGT will boost the present value of assets that appreciate over time but yield little to no income. This would boost revenues.

Given that the CGT creates so many distortions it is reasonable to assume the ‘deadweight costs’ would probably outweigh the amount of revenue currently gathered.

It is also reasonable to surmise that the CGT raises the cost of capital and thus exacerbates the cost of finance for venture capital.

US evidence shows that there is more venture capital at a low CGT and there are more incentives to become an entrepreneur.

Hence overall the estimates for revenue from the proposed CGT rates are in our view conservative.

(ii) the potential for income to be converted to capital gains in order to minimise overall tax paid, and

The FPA asks that those people who believe that tax minimisation may occur should show how in fact this would happen.

Income tax yields as much revenue now as when Australia had no CGT as a percentage of GDP.

(iii) the timing or the collection and bring forward of revenue

US evidence suggests that reductions in the highest tax rate on capital gains have always been associated with prolonged periods of rapid growth on capital gains.

Reynolds found that a 1-% reduction in the US CGT rate could be expected to result in a permanent increase of nearly 1-% in annual realisations of capital gains. Given that Australia’s CGT rate is almost twice as much as the US rate it is not unrealistic to assume a larger effect. Moreover if one only gave credence to the two lowest estimates he examined the lower tax rates would be at worst revenue neutral.

This of course does not take into account the efficiency gains, which are implied by such large elasticities.

Conclusion

The FPA believes that the assumptions, costings etc behind the Government’s CGT proposals are conservative. US evidence would suggest if anything revenue gained from the proposed CGT rates would be more than forecast.

It is hard to quantify the long-run benefits which will accrue to the small business sector and start-up businesses because of reduced ‘deadweight costs’ and efficiency gains. However again it should entail more revenue.

The FPA believes that an important contributor to the sound fundamentals the Australian economy is experiencing is the reforms initially made by the ALP Governments of the 1980’s and continued by the present Government. The Response to the ‘Ralph’ report continues the necessary reforms needed to enable all Australians to benefit from a sound, growing economy. 

This is why the FPA believes the package should be passed by Parliament.

Yours sincerely

(signed)

Michael.F. McKenna

Chief Executive

Financial Planning Association of Australia Ltd
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