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Submission to the Senate Finance and Public Administration References Committee

Halving the rates of tax on capital gains:

a serious threat to the integrity of the income tax system and future public revenue

November 1999

This submission focuses on the revenue impact of the Government's business tax reform proposal to cut the rate of tax on capital gains by half. It addresses the Inquiry's Terms of Reference (c), (d), and (e).

ACOSS is deeply concerned about the serious threat this proposal presents to the integrity of the progressive personal income tax system, and thereby to future federal budget revenues and expenditures on health, education and social security.

We also consider that the proposal lacks any tax policy rationale, that it would undermine the fairness of the tax system, and that it would be harmful to the Australian economy. It is unfortunate that neither ACOSS nor other commentators and experts will have the opportunity in this Inquiry to raise these wider concerns. 

ACOSS has argued from the time that this far reaching change to our income tax system was floated just five weeks ago that its full impact should be thoroughly examined by the Senate before any decision is taken to support or oppose it. 

We urge this committee to recommend that such an inquiry be established to specifically examine the impact of the Government's proposed changes to the present Capital Gains Tax regime on the integrity, fairness and complexity of the income tax system, and on Australia's economic stability and development.

Turning to the impact on future public revenues of the proposed halving of rates of tax on capital gains, we make three key points in this submission:

· Halving CGT rates would inspire a proliferation of tax avoidance schemes involving negative gearing and conversion of ordinary income into capital gains.

· The alternative option of taxing capital gains at "stepped rates" would not resolve these problems and is a poor substitute for indexation of capital gains.

· Either of these options would ultimately erode public support for a progressive personal income tax system applying higher tax rates to higher income-earners.

1.
The proposal to halve tax rates on capital gains would encourage a resurgence of tax avoidance activity

There is a definite shift in emphasis and tone in the Review's comments on capital gains taxation between the "Platform for Consultation" and its final report. The former adopts a cautious approach to the economic, equity and revenue effects of various options to cut CGT rates across-the-board. Its estimates of the likely revenue impact of the options considered at that time (including a 30% cap on CGT rates and a "stepped rate" scheme) were tempered by the following warning:


"The estimates are indicative only and are highly contingent on the behavioural assumptions used. The estimates assume that the accompanying legislation includes complex anti-avoidance provisions for example, to reduce income switching, capital loss creation and value shifting. The revenue risks associated with these options could be considerable." 

Although these comments are not directed towards the present proposal (a 50% cut in CGT rates on assets held for more than 12 months), it is clear that this proposal is much more concessional than any of the options discussed in the "Platform".

However, the Review's final report: "A Tax System Re-designed" contains no such cautionary remarks. The chapter on capital gains taxation is strident in its claims that the proposed 50% cut in CGT rates would have positive impacts on investment activity and the economy, and confident in its claim that the proposed Capital Gains Tax reform package would be revenue positive.

This is surprising given the uncertainties associated with behavioural responses to the changes (especially with regard to avoidance activity) and the Review's acknowledgment of the data limitations:

"Data limitations have been a significant problem in estimating the impact of the proposed reforms to Capital Gains Tax. At present, a tax-payer [provides information] on little more then the net value of capital gains and losses. There is no information on indexation applied, the underlying value of the assets, the mix of losses and gains, or the period for which the assets were held. The lack of historical information has required assumptions to be made about the value, ownership, and composition of the asset stock subject to CGT. These assumptions have been informed by judgements of the Review and available partial information. As an explanatory tool, the Review Secretariat also developed a simple numerical model of the asset stock held by individuals."

The Review's claim of a substantial boost to revenue from an increase in realisations if the 50% CGT cut were introduced has been rightly criticised by a number of expert commentators. 

Of greater concern, however, is the Review's estimate that the loss of income tax revenue from increased avoidance activity arising from the proposed changes to CGT would average just $100 million per annum in the short to medium term. 

This estimate is extremely conservative, given the radical nature of the proposed changes to the CGT regime and the resurgence of avoidance activity they are likely to inspire. Neither ACOSS, nor any other commentator, can accurately predict the impact of the proposed changes on tax avoidance activity. However, on the basis of previous Australian experience, it is very likely to be substantial.

Before the present Capital Gains Tax was introduced in 1985, an aggressive culture of tax avoidance and evasion prevailed among high income earners, epitomised by blatant tax evasion schemes of the "bottom of the harbour" variety. However, the predominant tax avoidance strategies for high-income investors were perfectly legal: to artificially convert ordinary investment income into capital gains and to negatively gear into property investments.

Both of these strategies exploited the absence of a Capital Gains Tax. At that time, there was a tax on "speculative" capital gains (on the sale of assets owned for less than one year) but this was easily avoided by holding the asset for 12 months. 

The Government's proposed CGT regime would tax 50% of capital gains on assets held for over 12 months. Its basic structure is very similar to the "speculative gains tax" that applied prior to 1985. The key difference is that the tax rate after 12 months is 50% of the relevant personal income tax rate rather than zero.

Some argue that the proposed changes to Capital Gains Tax merely replace an existing set of CGT concessions with a new one. They argue that indexation and averaging would simply be replaced by a 50% reduction in rates of tax on capital gains, and that the implications of this trade-off for tax avoidance activity are insubstantial. 

However, the proposed 50% tax cut is far more transparent, generous, and flexible than the tax concessions it replaces:

· The full concession is available once an asset has been held for just 12 months, whereas the full benefits of indexation are only felt over the medium to long-term. 

· It is much more generous than indexation and averaging, except in the case of long-term investments with relatively low rates of return.

· It is a much more superficially attractive concession, which suggests that those who design "tax effective" investment products will be much more inclined to promote and exploit it, especially to less sophisticated investors.

-
According to its advocates, this is the proposal's main attraction. However, their arguments lack consistency. If a halving of tax rates on capital gains provides a stronger incentive for new investment, then for the same reasons it is also likely to provide a stronger incentive to avoid tax by converting income to capital gains.

Tax avoidance schemes that would be likely to proliferate to take advantage of a lower tax rate on capital gains include:

· negatively geared investment in real estate or shares
;

· employee share schemes in which funds are borrowed from employers at zero interest to purchase shares in the employing company
;

· the transfer of various forms of personal income into private company and trust structures which are subsequently sold to yield a capital gain
;

· a shift in personal investment towards products that provide income in the form of capital gains rather than dividends or interest
.

The Ralph Report makes an important recommendation that would limit the scope for avoidance to some extent. The report proposes that the range of assets attracting Capital Gains Tax treatment be narrowed. In particular, it proposes that rights would not generally attract CGT treatment unless the sale of the right is connected to the permanent sale of an underlying asset 
.

However, the Government has not yet indicated whether it intends to proceed with this proposal. If this were not implemented, the scope to convert salaries into capital gains would be considerably wider than indicated above.

The likely upsurge in avoidance activity is evident in the recent reactions of a range of prominent tax accountants, lawyers and financial commentators, to various proposals to cut rates of tax on capital gains across-the-board(see box overleaf).
This renewed avoidance activity would lead to a more complex Capital Gains Tax, as the Government attempts to close off each new scheme one by one. However, such anti-avoidance measures are ultimately likely to fail. As long as capital gains are taxed at half the rate of ordinary income, investors and their tax advisers will have a very strong incentive to invent new and creative ways to convert ordinary income into capital gains. 

Taxing capital gains at half the rate of other income would create a fundamental flaw in our income tax system. Tax reform should be about broadening the tax base to remove structural flaws from the system, not creating new ones. It is better to remove these fundamental flaws from the system than to apply band aids (in the form of complex anti-avoidance rules) to protect the revenue from a succession of schemes designed to take advantage of them. 
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Adopting a stepped rate scheme instead of a 50% cut in CGT rates does not resolve these problems

Some argue that an upsurge of tax avoidance activity could be averted if a “stepped- rate” system of CGT were introduced instead of a 50% discount in all tax rates on capital gains on assets for more than 12 months. 

The impact on avoidance activity of stepped-rate schemes would depend to a large extent on the level of the tax concession applying to short and medium-term capital gains (which would presumably be less than 50%). If this concession were substantially greater than the benefits of indexation, then we would still expect a substantial upsurge of avoidance activity.

The Review's "Platform for Consultation" considered the option of replacing indexation of capital gains with a "stepped rate" system similar to that in the U.K. in which CGT rates are reduced as assets are held for longer periods. However, the “Platform” acknowledged that these stepped-rate options would create problems of their own. They would require complex anti-avoidance rules in order to stop tax-payers from shifting capital gains and losses to take advantage of the lower rates on "long-term gains":


"The UK regime (of stepped rates) is accompanied by complex anti-avoidance rules to try to stop value shifting and to preserve the integrity of the income tax system" 

It is too early to judge whether the “complex anti-avoidance rules” recently adopted in the U.K. will work. An important feature of the U.K. system, that would reduce tax avoidance opportunities at the expense of a great deal of complexity, is its distinction between active business investment and passive investment in assets such as real estate. This option has been rejected here on grounds of complexity.

The U.S. also has a system of "stepped rates" of tax on capital gains. However, this is accompanied by a very complex set of anti-avoidance rules that in effect eliminate the tax benefits of negative gearing. This option has not been seriously considered in Australia.

Ironically, the need for at least some of these "complex anti-avoidance rules" is avoided under the existing Australian system of indexation of capital gains. 

The case for shifting from a system of indexation of capital gains towards stepped rate scheme has not been made by its advocates. Although it has its own flaws
, the present system of indexation of capital gains is superior to stepped rate schemes on a number of grounds:

· It is a fairer and more precise way to take account of the impact of inflation on capital gains.

· It is much less prone to "lock-in" problems
 

The Australian Treasury's Draft White Paper, which outlined the principal design features of the proposed new Capital Gains Tax in 1985, carefully considered the option of a stepped-rate CGT along with other alternatives but rejected them.

"If only real capital gains were taxed, the main justification for subjecting capital gains to lower rates is removed and they could be taxed at ordinary income tax rates. However, all the alternative treatments of capital gains.....involve legal and administrative complexity associated with the need to minimise the extent of tax avoidance from artificially converting income into (lower taxed) capital gains".

This argument is as sound today as it was 14 years ago. The indexation of capital gains is a concession that provides investors with opportunities to avoid income tax. However, explicit reductions in headline CGT rates - whether a 50% across the board cut or a stepped rate scheme -  pose a far greater threat to the integrity of the system. 

It would be theoretically possible to replace the proposed 50% cut in CGT rates with a modest stepped rate scheme that offers similar concessional tax treatment for capital gains to the present indexation arrangements (at any given inflation rate).

However, there would be little point in doing so. If the intention of policy-makers is to take account of the erosion of the real value of capital gains by inflation, then it is best to do so explicitly by indexing capital gains. 

Moreover, once a separate schedule of tax rates is introduced for capital gains only, the Parliament would come under considerable pressure from powerful interests to reduce those tax rates, especially before elections and during recessions. This has been the U.S. experience over the past two decades. 

For these reasons, the ultimate effect of even a modest stepped rate scheme on the integrity of the income tax system is likely to be very similar to that of a 50% across the board reduction in tax rates on capital gains. 

A green light for tax avoidance:

What prominent tax accountants, lawyers and financial commentators say about across-the-board cuts in CGT rates:

"Clearly the new CGT regime is inequitable and unjust and is an invitation to the kind of rorting that the Ralph Review was designed to stamp out" Ivor Ries, financial journalist, Australian Financial Review (AFR 23/9/99)

"Virtually every tax avoidance scheme before 1985, when CGT was introduced, was designed around the obvious incentive to turn income into capital and thereby avoid tax." Geoff Peterson, CGT specialist (AFR 16/7/99)

"While the rates of tax on income and capital gains are aligned, the incentives to turn income into capital gains are reduced." Angela Ryan (Tax Director, Australian Society of Certified Practising Accountants) and Chris Evans (Associate Professor of Taxation at ATAX, University of NSW (AFR 22/7/99)

"You only have to do the numbers and they are radically improved: when you negatively gear you get an interest deduction at 48.5% when you are generating [capital gains] taxed at only half that rate." Michael Forsdick, Tax Partner, PricewaterhouseCoopers (AFR 23/9/99)

"Providers of investment products will increasingly try to devise products with prospects of capital gains coupled with some gearing" Michael Doolan, Tax Partner, KPMG (AFR 23/9/99)

"The new [employee share schemes] are likely to revolve around interest free loans. An executive may be given a $1 million loan to buy shares in the company. If after five years he sells the shares for $2 million, he will only pay tax on half the capital gain. That's a $242,500 tax bill compared with $485,000 if he had received $1 million [in salary]." Gordon Cooper, Tax partner, Middletons Moore & Blevins (AFR 25/8/99)

"We'll see more trusts and companies liquidated with capital being returned to the owners, and the sale of rights for everything from dividends to royalties" Nick Petroulias, Tax Partner, Mills Oakley Lawyers (AFR 25/8/99)
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An upsurge in tax avoidance by high income-earners will make it very difficult for future governments to sustain personal income tax rates above 40%. 

If tax rates on capital gains were halved, the revenue loss from increased avoidance activity would pose a serious problem. However, this is not our main concern with this proposal. Our primary concern is its impact on the integrity of the progressive personal income tax system and public perceptions of the fairness of the system. 

Some argue that progressive income taxation is based on envy. This is not so. It is based on the principle that those who have a greater capacity to pay tax should pay more. If we fail to tax high income earners at higher rates than low and middle income earners, then the rest of community will have to pay more for health, education and welfare services - through user charges or higher taxes on consumption - or these services will be cut back.

The main reason that a CGT was introduced in 1985 was not to raise additional revenue in its own right. It was introduced to buttress the personal income tax system in the face of a decade of aggressive tax avoidance schemes.

Most of these schemes involved negative gearing or the conversion of ordinary income into capital gains. Although the top marginal rate of personal income tax at this time was 60%, few investors actually paid tax at this rate. This, together with the fact that inflation was moving middle-income PAYE tax-payers into higher tax brackets, eroded community support for a steeply progressive personal income tax system. As a result, one of the trade-offs for the introduction of the CGT was the abolition of the 60% marginal tax rate
.

Similarly, it would be very difficult for future Governments to sustain a progressive personal income tax system with rates above 40% for those on high incomes if capital gains were taxed at a maximum rate of 24%. The fundamental unfairness of such a system, together with the upsurge in avoidance activity it would inspire, would lead to political agitation from PAYE tax-payers for an across-the-board reduction in marginal tax rates for high incomes.

If the 42% and 47% income tax rates for individual tax-payers on $60,000 and above were abolished, approximately $8 billion per annum of federal revenue (approximately 8% of personal income tax revenue) would be foregone.
 This revenue loss would eventually have to be recouped, either by cutting benefits and services, or by increasing use charges or taxes on consumption such as the GST. 

Any of these options would greatly increase poverty and income inequality in Australia. It is also significant that any revenue loss from the halving of CGT rates and subsequent changes to the personal income tax rate scale would be in addition to the reduction in the Federal Budget surplus of $7 billion per annum arising from the ANTS package. That package already places future social expenditure at risk.
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� Review of Business Taxation: "A Platform for consultation" p 806


� Review of Business Taxation: "A Tax System Re-designed." 729


� The Review estimates that the static cost of replacing indexation and averaging with a 50% tax cut on capital gains is approximately $300 million per annum, in the case of individual tax-payers.


� Negative gearing strategies enable high income tax-payers to avoid tax by offsetting the interest costs associated with borrowings used to purchase an asset (such as real estate or shares) against their ordinary income, while ensuring that all or most of their net annual income from the investment is in the form of concessionally-taxed capital gains. Under the present CGT regime, negative gearing is much less attractive as a tax avoidance strategy in a period of low inflation. This may not be so under the proposed CGT regime, since capital gains would be discounted for tax purposes regardless of the level of inflation.


� Employees could thereby sacrifice salary (taxed at their normal income rates) for capital gains on the sale of the shares in a later year (taxed at half their normal income tax rate).


� This would be further encouraged by the lowering of rates of tax on income retained in private companies from 36% to 30% and in discretionary trusts from 48.5% to 30%. Although the entity itself could not claim the 50% discount on any capital gains it receives, individual share and unit holders could claim the concession once the entity is sold. This was the rationale behind many of the "profit stripping" schemes that proliferated in the late 1970s and early 1980s, before CGT was introduced.


� Financial innovation means that it is now easier to artificially convert one from of income (such as interest) into another (such as a capital gain)


� "A Tax System Redesigned" p179


� For example, it is possible that salaries could be converted in rights such as restririctive covenants. 


� Review of Business Taxation: "A Platform for consultation" p291. It is also important to note that the new U.K. system also distinguishes between capital gains on active business assets and passive investment assets, and that the CGT treatment of passive investments (for example in real estate) is much less generous. Although making this distinction would help stem tax avoidance, it adds considerably to the complexity of the new U.K. CGT regime. For example, the U.K. income tax law includes elaborate rules to determine the tax treatment of assets that change in character from "active" to "passive" or vice versa.


� The principle flaw is the fact that no other forms of income (eg bank interest, wages) are indexed for tax purposes, so that capital gains are taxed concessionally compared with other income.


� For example, the "sudden death" character of rate reductions under stepped rate schemes encourage investors to hold their assets until they become entitled to the larger tax reduction available once the next "step" is reached.


� "Reform of the Australian Tax System" (AGPS 1985), Chapter 7





� Our point is not that the abolition of this tax rate was wrong in principle, rather that it was forced on the Government by widespread tax avoidance activity that made the top tax rate practically irrelevant for high-income investors.


� This is our estimate of the revenue that will be raised from the top 42% and 47% income tax rates in the year 2000-01
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