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Executive Summary

1 This submission focuses solely on the potential impact upon Treasury revenues of the proposed changes to the taxation of capital gains foreshadowed in the Review of Business Taxation ("the Review") and endorsed by the Treasurer in his Press Release of 21 September 1999.  It expresses concerns about the overall reliability of the estimates that underpin the suggested broad revenue neutrality arising from the CGT changes, and draws some very different revenue outcomes by varying some of the underlying assumptions.

2 The positive revenue impact of $350 million over the five year period from 2000-01 to 2004-05 that is projected to occur as a result of the proposed CGT changes is questioned on a number of counts.  In particular, the estimates are based upon assumptions which appear to be unrealistic and may not be reliable, and the five year forecast may be insufficient to identify longer terms trends that could lead to significant losses of revenue.

3 By varying the assumptions about the responsiveness of CGT realisations to changes in the CGT rate ("elasticity"), and by adopting different assumptions about the propensity of taxpayers to convert highly taxed income to preferentially taxed capital gains, very different revenue outcomes are achieved.  A sensitivity analysis has been conducted which shows that over the five year period covered by the Review, the estimates of the small (positive) revenue impact of $350 million could be transformed (in a worst case scenario) to a very significant revenue leakage of up to $5.5 billion.

Introduction

One of the cornerstones upon which the proposed changes to the capital gains tax ("CGT") regime are being sold to the Australian community is the broad revenue neutrality of the package.  It is suggested that despite there being some equity issues, it is necessary to look at the "big picture" of the package as a whole.  This submission challenges the assumption that the CGT changes are self-financing, and provides alternative figures which show that there could be an adverse revenue impact from the proposed CGT changes.
The Ralph Review suggests that, overall, the CGT proposals taken as a package will generate additional revenue of $350 million over the five year period from 2000-01 to 2004-05 (Table 24.10, page 732).  This comprises a net revenue inflow of $420 million in total in the first four years, and a net revenue outflow of $70 million in the final year for which a forecast is made.  The reliability of these figures is open to question.

Reliability of the forecasts

The forecasts over the five year period are comprised of three broad elements:

· the positive impact on revenue received by the Government as a result of the removal of averaging and the freezing of indexation, which totals roughly $5 billion over the five years;

· the revenue leakage that will occur as a result of taxpayers converting ordinary income to capital gains.  This is estimated to total $500 million over the five years; and

· the impact on revenues of excluding half of the capital gains realised by individuals and one third of the capital gain realised by superannuation funds (which is a static cost), netted off against the dynamic impact of increased revenues as a result of extra realisations brought about by the cut in CGT rates.  This accounts for a (net) revenue loss of just over $4 billion over the five years.

The first element - the estimates of increased revenue as a result of removing averaging and freezing indexation - appears to be a reasonable figure.  The second and third elements (the conversion of income to capital and the impact of increased realisations) are more problematic, as they involve measurement of behavioural responses to future tax changes which cannot easily be quantified.

Conversion of income to capital

The propensity to convert income to capital will be a function of two important factors:  the incentive to convert and the capacity to convert.  A reduction of 50% in the rate at which capital gains are taxed represents a very strong incentive, notwithstanding the removal of averaging and the freezing of indexation.  Individual taxpayers on the highest marginal rates will clearly have the greatest incentive, but it can be expected that all individuals will seek to take advantage of halved rates.  Ironically, the abolition of averaging will cause asset wealthy family units where only one family member is earning income to seek to ensure that both the earning spouse and the non-earning spouse take full advantage of capital gains - previously the incentive was only there for the non-earning spouse.

The capacity to convert income to capital will clearly depend upon the response of the tax planning profession to the new opportunities afforded by the significant preference now to be given to capital gains, and the ability of the revenue authority to challenge such strategies.  The pre-1985 Australian experience suggests that the profession will quickly identify a number of such opportunities, and the recent proliferation of salary packaging involving shares and share options is likely to significantly increase.  Limiting the types of capital gains that can attract the halved rates (which appears to be one proposed response to the new threats to the revenue base) may lead, once again, to the sorts of boundary disputes over capital/income that the Review is so keen to remove.

It seems highly contentious that the arbitrage effect related to the conversion of income to capital will be as low as only $500 million over five years, which is the figure given in the Review.  There is very little detail in the Review to show how the figures of only $20 million leakage in the first year, rising to $180 million in the fifth year, were arrived at.  The only reference to this figure seems to be a note on page 731 to the effect that:

An amount was also estimated for the impact upon income taxes arising from an expected tendency for some returns to investment to be taken as capital gains rather than as ordinary income.  For example, there will be an increased incentive for shareholders to realise capital gains on shares rather than to receive the income as dividends.

In addition to the impact upon dividend receipts, there is also likely to be an impact upon PAYE receipts, as some directors and employees seek to take salary and salary increases in a form that attracts capital gains taxation rather than income taxation (for example, through receiving shares and options over shares rather than salary).

The Commissioner's Report for 1998-99 (Table 3.1) shows gross revenue collections in 1998-99 through the PAYE system of $71.8 billion.  Table 1 of this submission shows the impact on PAYE tax receipts of various levels of conversion of income to capital.  It shows that if individual taxpayers were successful in having just 0.5% of their income currently subject to PAYE treated as concessionally taxed capital gains, the revenue leakage in one year (at 1998-99 levels) would be $179 million dollars.  Over five years the loss would be $895 million dollars.  In a worst case scenario where individual taxpayers succeeded in transforming 2.5% of income currently taxed at full rates to capital gains taxed at half rates, the annual threat to the revenue could be $897 million, or nearly $4.5 billion in the five year period.

Table 1: Impact on PAYE receipts of converting income to capital (a)

Per cent of PAYE receipts converted from income to capital
0.5%
1.0%
1.5%
2.0%
2.5%

Impact (negative) upon PAYE receipts ($m): one year
-179
-359
-538
-718
-897

Impact (negative) upon PAYE receipts ($m): five years
-895
-1,795
-2,690
-3,590
-4,485

(a) based on 1998-99 gross PAYE receipts.

The elasticity effect

In addition to the impact of conversion of income to capital, there is also the effect on revenue of increased realisations (the dynamic benefit) weighed against the static cost of lost revenue, both as a result of the effective cut in the CGT rates.  The problematic area here is the estimation of enhanced revenue as a result of changed taxpayer behaviour induced by the cut in rates.  The lower rates will, it is argued, lead to an increase in the realisation of assets.

In the literature this is normally expressed in terms of elasticity - in this context the responsiveness of capital gains realisations to changes in the CGT rate.  An elasticity of zero would imply that taxpayer behaviour is unaffected by taxes.  An elasticity of minus 1 would imply that the loss of revenue as a result of the cut in the tax rate would be matched by the increase in revenue as a result of the extra realisations.  And an elasticity above minus 1 would imply that realisations would increase more than enough to make the additional tax revenue on the extra realisations outweigh the direct effect of the reduction in rates.

In the Ralph Review the assumption is made that the elasticity would be minus 1.7 in the first two years, and minus 0.9 in the next three years.  The research upon which these elasticities are based is a study commissioned from Alan Reynolds of the US Hudson Institute in July 1999 by the Australian Stock Exchange Ltd for the Review of Business Taxation.  The contentions of Reynolds and the Hudson Institute in this area have been hotly contested by a number of commentators, including economists from the US Treasury and the Brookings Institution.  Leonard Burman, a deputy assistant secretary for tax analysis at the US Department of the Treasury, notes in a recent publication (The Labyrinth of Capital Gains Tax Policy: A Guide for the Perplexed, LE Burman, Brookings Institution Press, Washington 1999, at page 59) that:

The models thus imply that realization elasticities much above [minus] 0.5 or 0.6 are inconsistent with observed behaviour.  That is, the response of capital gains to tax cuts is unlikely to be large enough for a tax cut to pay for itself.

This does not imply that Burman is right and Reynolds is wrong.  This particular debate has not been satisfactorily resolved over the last 20 years, and probably never will be.  But it does seem dangerous to base predicted outcomes on one perception and to ignore others.  Even a small change in the elasticity will throw the figures out significantly.

Table 2 illustrates the sensitivity of the Treasury estimates to changes in the assumptions of elasticity.  In the first place, the elasticities have been varied to minus 0.85 for the first two years and minus 0.45 for years three to five.  This is half the elasticity rates adopted in the Review, and is referred to in the Table as the "Burman option", as it more closely reflects his perception of the likely behavioural responses.  As an alternative, the second option (referred to as the "Midway option") measures the outcomes on the basis of adopting elasticities that are the average of the Burman and Ralph elasticities.  For completeness, the figures shown in the Review are included in the Table, as the "Ralph option".

Table 2:  Impact on revenue of increased realisations with alternative elasticities


2000-01 to 2004-05
$m

Burman option (elasticities of minus 0.85 in years 1 and 2, and minus 0.45 in years 3 to 5)
1,340

Midway option (elasticities of minus 1.275 in years 1 and 2, and minus 0.675 in years 3 to 5)
2,010

Ralph option (elasticities of minus 1.7 in years 1 and 2, and minus 0.9 in years 3 to 5)
2,680

Under the Ralph option the positive revenue impact of extra realisations as a result of the proposed CGT changes amounts to $2.68 billion over five years.  Under the Burman option the positive impact is reduced to $1.34 billion, whilst the midway option produces additional revenue of just over $2 billion.

Conclusions - alternative CGT revenue impacts

Table 3 combines the information in Table 1 with that in Table 2.  It shows that over the five year period the impact on CGT revenues could be significantly different from that shown in the Ralph Review, depending on which assumptions are used.
Table Three:  Overall CGT revenue impact (aggregate over five years)

Income/capital conversion assumption
Aggregate revenue impact of CGT proposals

$m


Burman elasticity option
Midway elasticity option
Ralph elasticity option

Ralph
-990
-320
350

0.5%
-1,885
-1,215
-545

1.0%
-2,785
-2,115
-1,445

1.5%
-3,680
-3,010
-2,340

2.0%
-4,580
-3,910
-3,240

2.5%
-5,475
-4,805
--4,135

The message from Table 3 is clear.  Varying the assumptions on the propensity for converting income to capital, and/or varying the assumptions about the likely responsiveness of CGT realisations to cuts in the rate of tax, will have significant revenue effects.  In a worst case scenario, rather than being revenue positive to the extent of $350 million as suggested by the Review, there could be a revenue loss of up to $5.475 billion.  In one of the best case scenarios shown in Table 3, where income/capital conversions only represent 0.5% of gross PAYE receipts and elasticities are assumed to be midway between the Ralph and the Burman estimates, there is revenue leakage of over $1.2 billion over the five year period.  And even if the Ralph estimates of income/capital conversions were accepted, there would still be significant revenue leakage of nearly $1 billion if the Burman prognosis on elasticities does prove to be correct.
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