PAGE  
18

The Ralph Report and Capital Gains Tax Reform

Paul Kenny

1. Introduction

Whilst the current Australian tax system incorporates a somewhat progressive
 tax structure, loopholes in the income tax laws result in significant levels of tax avoidance and minimization.  Thus, the tax system struggles to fulfill its critical goals of income distribution
 and economic efficiency
.  Specifically, it is contended that deficiencies in the Australian capital gains tax regime forms a significant weakness in the Australian income tax system.

The recent Review of Business Taxation carried out by a committee of businessmen chaired by John Ralph
, actually shifted the Australian capital gains tax regime further away from the comprehensive income ideal, with its capital gains tax discounts and other exemptions
.  Accordingly, the paper seeks to ascertain, whether the Ralph reforms optimised Australia’s capital gains tax?

In doing so, the paper initially examines the tax policy criteria.  The case for capital gains taxation is then made having regard to the three traditionally accepted canons of good taxation policy: equity, economic efficiency and simplicity.  Also, fiscal adequacy is considered to be an essential criterion.  The paper finds that capital gains tax is clearly justified on tax policy grounds although concerns about complexity and impact on investment are noted.

Thirdly, the paper considers the design issues by comparing a comprehensive
 realisation and accruals CGT systems.  Overall, the paper finds that accruals is well justified on tax policy grounds.  However, given the liquidity concerns about accruals it is suggested that an accruals system be initially applied to marketable securities with a realisation system applying to other assets.  After some experience with this system, it is further suggested that accruals be extended to other assets for taxpayers who do not have these liquidity issues. 

Fourthly, the paper provides a brief history of Australia’s capital gains tax prior to the introduction of the 1999 Ralph Australian capital gains tax reforms.  Fifthly, the paper sets out the 1999 Ralph capital gains tax reforms.  Finally, the paper reviews these reforms and finds that these reforms generally moved Australia further away from the ideal capital gains tax regime. The paper notes the tradeoffs and concludes that there is need for further capital gains tax reform and makes recommendations for implementing a comprehensive capital gains tax for Australia that includes an accruals capital gains tax for marketable securities. 

This study only covers some of the issues involved with the broad subject of capital gains tax.  Indeed, this paper does not undertake a detailed examination of a number of aspects of capital gains tax, including: an international comparison of capital gains tax; international issues associated with capital gains tax; capital gains tax issues for partnership and trusts.  The study though is sufficient to show the need for further capital gains tax reform in Australia.  It also points to the need for further empirical and theoretical research on the impact of tax rules on income and wealth distribution, economic efficiency, simplicity and fiscal adequacy.  
2.  Criteria for a good tax system

It is vital that the CGT provisions substantially meet the requirements of the four criteria of good taxation policy: equity, economic efficiency, simplicity and fiscal adequacy.  As the Final Ralph Report
 notes economic efficiency is important since the tax system ‘can significantly influence the efficiency with which Australia’s natural resources, capital and labour are used’.  On equity the Report asserts ‘equity is a basic criterion for community acceptance of the tax system.’
  In respect of simplicity: ‘A major consideration in the formulation of the Review’s recommendations has been to remove anomalies and inequities between the treatment of economically similar transactions.  This will allow significant simplification of the tax system.’
  

These policy criteria however, are both complex and highly controversial
.  Firstly, there exists no known method of quantifying each of the criteria so as to facilitate a comparison.  Secondly, there is no universal method for weighting each of the criteria. Even though it is not possible to exactly measure the criteria and provide a specific weighting, it is submitted that it is not unreasonable to place greater importance
 on economic efficiency and equity objectives than simplicity.    

3. Should capital gains be taxed?

3.1 Equity

Tax equity is generally defined in terms of horizontal equity and vertical equity
. Horizontal equity demands equal treatment for people in similar circumstances
.  This requires the determination of a tax base, to measure ‘similar circumstances’ so that an appropriate amount of tax be imposed on a taxpayer.  Accordingly, most commentators
 have defined the tax base in terms of a taxpayer’s ‘ability to pay’.  

Thus horizontal equity requires those having an equal ability to pay, bear equal burdens of tax
.  As horizontal equity concerns the equal treatment of equals, as a corollary, vertical equity is required to ensure that tax imposed on people in different circumstances is also fair. Most countries have progressive rates of income tax
, so as to try to ensure that a person with a greater ability to pay, pays not only more tax, but at a higher income tax rate.  Vertical equity requires both progressive income tax rates and a tax based on the ‘ability to pay’.  Failing to tax capital gains breaches both horizontal equity and vertical equity, as seen by the following examples.

Example 1

X who earns a salary of $50,000 and pays $11,380 in tax will be in a horizontally equitable position with Y who realises a capital gain of $50,000 and pays $11,380 in tax.  However, if Y’s capital gain is not taxed, horizontal equity will be breached as Y pays no tax and X pays $11,380 tax, yet both have the same ability to pay.  

Example 2

This would also damage vertical equity as seen by the following example.  A high income earner at the top marginal income tax bracket of 47%, earns $100,000 of taxable income and pays tax of $34,380 income tax in the income year ended 30 June 2003, at an average rate of 34.4%.  A taxpayer earning $30,000 taxable income pays only $5,380 income tax, at an average rate of 17.9%.  Thus vertical equity is maintained.  However, if both taxpayers receive a $10,000 tax free capital gain, the high income earner obtains a greater benefit from this exemption, of $4,700, while the middle income taxpayer only saves $3,000 income tax.  This is known as the upside down effect of tax exemptions.  In this way a capital gains tax exemption breaches vertical equity.

3.2 Economic efficiency 

There is no shortage of literature on the economic virtues of a neutral tax system and the ideal of a comprehensive income tax base
.  Cooper’s
 literature survey found that economic income has long remained a popular tax base ideal with western countries.  Indeed since the 1980’s there has been a long term international trend towards comprehensive income taxation
.  The Ralph Report’s business taxation design principles advocated that ‘the tax base adopted should be as close as possible to comprehensive income.’
  Similarly, the other recent Australian reports, the Asprey Report
 and Draft White Paper
 preferred this tax base.  The results from large scale surveys of economists further illustrate the wide support for this tax base.  Behrens
 surveyed 450 registrants of a 1971 National Taxation Conference and found that tax professionals overwhelmingly chose income tax as the fairest tax.  Slemrod
 reported on a 1994 survey of economists that similarly found a strong preference for income and wealth taxation.  

Thus the strongest argument for capital gains tax on economic grounds is based on the neutrality that it imparts to capital, allowing capital to achieve the highest possible rate of return
.  Taxing economic income results in all types of income being taxed equally.  Failing to tax realised and accrued capital gains will mean that capital will flow to tax advantaged investments even though they provide a lower rate of return.
  This misallocation of resources caused by failing to tax capital gains appears to be significant
 given the high personal income tax rates
 in Australia that provide a strong motivation for taxpayers to ‘chase’ tax preferred capital gains
.  

However, it is also commonly argued
 that capital formation is the driving force behind economic growth and countries establish targets for capital accumulation
.  Capital formation is in turn linked to the level of saving and investment.  Thus capital gains tax exemption would stimulate savings, investment and capital accumulation and thus stimulate economic growth
.  Whilst noting the counter argument, it is submitted that the pro-CGT arguments on economic grounds appear to be more convincing.  

3.3 Simplicity

Simplicity is an attribute that appears to have never sat very well with taxation laws
 and is a difficult concept to define
.  There is however, general agreement that simplicity is considered in terms of administration costs of the government and the compliance costs of taxpayers
.  Simplicity can, theoretically at least, be measured by estimating these costs, known as operating costs, and dividing this amount over the amount of tax revenue.  Simplicity thus improves where the operating costs or this ratio falls. 

Compliance costs

Compliance costs can be defined as the costs ‘incurred by taxpayers, or third parties such as businesses, in meeting the requirements laid upon them in complying with a given structure and level of tax.’
  These costs will include the costs of keeping records, preparing taxation financial statements and taxation returns, obtaining tax advice, undergoing tax audits, tax planning and disputes.  Taxes though, can provide a number of benefits to taxpayers that may offset these costs.  

Managerial benefits are provided as a result of improved business decision making flowing from tax law compliance
.  That is the record keeping and financial information requirements of the tax laws provide taxpayers with better information to make business and investment decisions.  Additionally, taxpayers obtain a benefit since these compliance costs are generally tax deductible
 under s.8-1 and s.25-5 of the Income Tax Assessment Act 1997 (ITAA 1997). 

There will also be cash flow benefits
 to taxpayers that are able to defer the payment of tax.  These tax savings though create substantial on costs for other taxpayers.  This includes, higher levels of taxes for other taxpayers created by tax revenue leakage, diversion of investment to tax advantaged arrangements, promotion of possible corruption, creation of case law complexity and taxation ruling complexity, greater numbers of disputes, ring fencing
 and the loss of integrity to the tax system. 

Compliance costs can thus be broadly represented by the following equation:

Compliance costs = 

costs of taxpayers complying with tax laws 

· managerial benefits to taxpayers

· tax deductibility benefits

· cash savings from tax preferences

+    on costs of tax preferences

It is clear that a CGT adds to the complexity of the tax system through the vast pages of complex legislation, to the tax administration rulings, the taxpayer record keeping and costs of calculating a CGT liability.  The costs of failing to tax capital gains though are also significant as considerable taxpayer resources are engaged into maximising the benefit of a CGT exemption whilst tax administrators are kept busy managing the growth of tax avoidance schemes that piggy back on the exemption. 
Administration costs

Taxation administration can be categorised into four types of Government activities: tax policy, design and planning; tax law drafting and enactment; Australian Taxation Office; and tax dispute resolution
.  Administration costs can thus be represented by the following equation:

Administration costs =

tax policy, design and planning costs

+ tax law drafting and enactment

+ Australian Taxation Office costs

+ tax dispute resolution

A CGT is highly complex involving significant tax policy, design, planning, tax law drafting and enactment costs.  Given this complexity there are substantial costs for tax administrators to manage CGT.  Given the difficulty in enforcing the millions of annual CGT transactions in the economy it is very costly to effectively police its compliance. 

The best that can be said is that a CGT adds to complexity as well documented in a number of studies
, but since the costs of resources wasted in a CGT free world are unknown, no firm stance can be taken on which scenario would truly simplifies the tax system.

3.4 Fiscal Adequacy

Fiscal adequacy refers to the ability of the taxation laws to finance government expenditure.  Clearly the more comprehensive the income tax base the greater the tax revenue, and thus it follows that a CGT enhances fiscal adequacy.  Australia’s realisation capital gains tax raised $4.4 billion in the income tax year ended 30 June 1999
.

3.5 Summary

A CGT is clearly justified on two of the four tax policy grounds, equity and fiscal adequacy.  There is also considerable support also on economic efficiency grounds.  In the matter of simplicity, arguments run in both directions, and without adequate costings of CGT free world compliance and administration costs it is difficult to make a firm conclusion.  Overall though, it is evident that a CGT is strongly justified.  The real issue is one of design. 

4.  Realisation or Accruals CGT?

The design issue is examined having regard to two commonly regarded CGT alternatives, a comprehensive realisation
CGT and a comprehensive accruals
 model.  

4.1 Equity

As discussed above, tax equity is considered in terms of horizontal and vertical equity.  A realisation capital gains tax (as opposed to an accruals CGT) breaches equity as demonstrated by the following examples.

Example 3

A has a $10,000 gain from selling shares, whilst B has an accrued gain of $10,000 on a share portfolio.  Assuming both face a 30% income tax rate, under an accruals capital gains tax both A and B pay the same amount of tax, $3,000.  Under the realisation capital gains tax though, A will pay $3,000 income tax whilst B will pay no tax.  As both A and B have the same ability to pay, horizontal equity is breached.  Although B will be subject to income tax on realisation, this is still inequitable since B has enjoyed the benefit of deferring income tax.  

Example 4 

Vertical equity is achieved where a taxpayer on a higher level of income pays a higher proportion of tax than a person on a lower income.  A realisation capital gains tax also breaches vertical equity as demonstrated by the following example.  A and B both have a $10,000 accrued gain on shares.  With progressive income tax rates, that results in A falling into the 20% income tax rate band, a low income earner, and B falling into the 40% income tax rate, a high income earner.  Under an accruals capital gains tax, A pays $2,000 and B $4,000 in tax.  Thus vertical equity is maintained.  However, under the realisation basis both A and B will pay not tax on the accrued gains.  The tax saved or deferred by A is $2,000 whilst B saves or defers $4,000.  Since most capital gains in Australia are derived by the wealthy
 this results in massive losses to vertical equity.

Commentators
 have noted that the realisation capital gains tax system provides taxpayers with many opportunities to avoid capital gains tax through deferral, strategic trading and other such arbitrage activity.  In fact Auerbach et al
 noted that that unrealised capital gains ‘represents the most successful avoidance strategy’.  

The Ralph Report
 appeared to take the view that the realisation concept is the central tax avoidance loop hole of income taxation.  The report noted the ring fencing this caused, as the ‘consequential over reliance on specific anti avoidance measures have added to complexity and compliance costs and have proved to be a poor substitute for addressing structural flaws in the law’
.  The report went on to assert 'This world where tax avoidance provisions would be unnecessary is changed where the tax base varies from this ideal such that tax value is misaligned with commercial value and losses are not treated symmetrically with gains'.
  The Report advocated:

'where possible, underlying structural flaws in the tax base should be addressed with structural improvement…..An income tax system turns on capturing changing tax values of taxpayer's assets and liabilities.  Crucial to the integrity of such a tax system is the requirement that all business assets and liabilities of a particular taxpayer be taken into account – and the changing tax values of those assets and liabilities be assessed to the taxpayer.'  

Whilst the Ralph Report argued for a fair non distortionary comprehensive income tax base it concluded that in practice, full adherence to these principles is not possible
.  The Report did not discuss though, the implementation of an accruals or accruals equivalent regime despite the extensive literature on the matter. 
The tax leakage caused by a capital gains tax preference was illustrated by Australia’s pre capital gains tax era which was dominated by high levels of tax avoidance, much of it predicated by the failure to tax capital gains
.   

Accruals capital gains tax though would prevent such tax avoidance and arbitrage as it ensures the compulsory taxation of all capital gains since the annual changes in all assets values are included in the tax base.  

On equity grounds there are a number of arguments against accruals.  It is argued that since all assets are eventually disposed, a comprehensive realisation system will bring about the same tax result and thus be as equitable as accruals.  This argument simply does not hold up since the deferral of tax under realisation results in a significant discount of tax payable given the time value of money.  Also, under realisation it is possible to access realised gains indirectly by borrowing against the unrealised capital gain.  

It is further argued that is unfair to apply accruals to illiquid assets such as real estate since taxpayers maybe unable to realise part of such an asset to pay an annual CGT liability.  This is considered to be a real issue, but would only apply to taxpayers that do not have sufficient liquidity or financial means to pay accrued CGT.  This problem could be solved by restricting accruals to liquid assets such as marketable securities or by means testing taxpayers that have accrued CGT on illiquid assets.

4.2 Economic Efficiency

A realisation based capital gains tax has two economic costs.  Firstly, a lock in effect from the tax free compounding of capital gains causes households to hang onto assets.  Secondly, deferral of tax provides a lower effective tax rate, thus encouraging households to over invest in capital gains producing assets, and convert income into capital gains.  

Feldstein
 found that lock in causes the demand for shares to be artificially inflated.  Thus new companies and those whose share prices had recently declined had difficulty finding buyers
.  Further he noted that the realisation method of taxing capital gains reduces investors' willingness to revise portfolios in response to new information
.  This results in a misallocation of capital among industries and firms
.  Distorting the demand for portfolio assets alters the mix of financial assets that firms supply, the ratio of debt to equity and the allocation of risk bearing in the economy
.

Hendershott et al
 noted that a realisation capital gains with lower tax rates than ordinary income would lessen these excess burdens since there will be less incentive to hold onto assets.  This would though increase other excess burdens, as it firstly discourages corporate payouts
.  Corporates will prefer to reinvest profits rather than pay dividends to shareholders as shareholders prefer tax advantaged capital growth, rather than dividends that will be subject to ordinary rates of tax.  Secondly, it encourages taxpayers to incur costs to convert income gains to capital gains
.  For example, a simple strategy would involve a taxpayer borrowing to purchase capital growth shares.  The interest on the borrowings is fully tax deductible whilst the capital gain is taxed at reduced tax rates.  The impact of a capital gains tax cut on these excess burdens, the federal budget, allocative efficiency, allocation of risk and the distribution of income should be taken into account in assessing the rate cut
.  It is considered that accruals is superior on economic grounds since it avoids these economic costs.

Others
 though argue for preferential treatment of capital gains such as a realisation capital gains tax, as it promotes savings and investment, encourages risk taking, international competitiveness and thus aids economic growth.  Also, the International Monetary Fund
 found that preferential treatment for capital gains may be warranted for some countries, given economists’ level of uncertainty as to the impact of capital gain taxes on capital formation and economic growth. In a somewhat contradictory stance though the International Monetary Fund also recommends that income be based on an accruals basis
 and they advocated broad tax bases and lower tax rates
.  

Notably, the 1994 National Tax Association survey
 of academic, government and private sector economists which illustrated wide support for comprehensive income, neutral taxation policies and the reliance on free market forces to allocate resources failed to embrace accruals CGT.  Seventy per cent of respondents opposed a real accruals capital gains tax.  Although, there existed a substantial number of academics, 38%, who advocated taxing real accrued capital gains, only 18% of private sector economists took this view
.  Given their clear preference for neutrality and market forces and greater equity this result suggests that these economists may have rejected accruals capital gains tax on practicality grounds.
Whilst there are economic counter arguments to accruals, it is submitted that the pro-accruals CGT arguments on economic grounds appear to be more convincing.  There is a real need for more research to provide the adequate economic evidence needed to determine this issue.

4.3 Simplicity

Compliance costs

A realisation CGT requires extensive pages of complex legislation and tax administration rulings.  Also, there are significant taxpayer costs of record keeping and costs of calculating a CGT liability. 

Also, a realisation system particularly suffers from the problems of determining a disposal and ensuring that CGT remains optional for taxpayers having forced disposals or in special situations.  In Australia this has lead to numerous CGT events which govern the various types of disposals and many deferral provisions for compulsory disposals or business restructuring.  This complexity has lead to a plethora of Australian Taxation Office rulings and as well as a number of tax disputes.  As discussed previously realisation is optional, and taxpayers can use a number of strategies to avoid this tax.  This imposes significant on costs for other taxpayers, such as higher levels of taxes for other taxpayers created by tax revenue leakage, diversion of investment to tax advantaged arrangements, promotion of possible corruption, creation of case law complexity and taxation ruling complexity, greater numbers of disputes, ring fencing and the loss of integrity to the tax system. 

An accruals system would offer some simpler features as there is no focus on disposal and no need for rollover relief upon compulsory disposals or special situations since CGT is calculated annually.  The most significant saving would be found in the reduction of the on costs set out above. 

Overall though, accruals CGT would have far greater compliance costs, since more taxpayers would have to keep records, provide annual valuations, and calculate and remit annual CGT liability for all assets.  Under realization only disposed assets need to be brought to account.  If there are no disposals there are few if any costs.  Additionally, there is the practical liquidity problem of accruals, having to pay tax on a gain that has not been realized.  

Administration Costs

It is evident that there are considerable set up and ongoing maintenance costs in both systems for: tax policy; design; planning costs; tax law drafting: and enactment.  For the reasons outlined above, though an accruals system though appears to be simpler from this point of view.

From an tax enforcement point of view accruals could be far more effective for administrators to track accrued capital gains where taxpayers disclosed all real estate and marketable securities in their tax returns.  This information could be computer matched against local government property valuations and marketable security valuations to ensure all accrued capital gains are accounted for
.  The initial set up costs and ongoing maintenance costs of such a data base would be great, but most likely insignificant to the extra revenue produced by an accruals system.  It has been suggested that in Australia that only taxpayers using tax agents pay CGT!  Under realisation, it would appear to be impossible to track realised capital gains under a data matching system given the difficulty in verifying cost base amounts going back over a number of years.  

4.4  Fiscal Adequacy

It is difficult to measure what the revenue difference would be under a comprehensive realisation and accruals systems since no country has ever introduced either system (all countries with realisation CGT systems feature a plethora of exemptions).  One study in the United States though suggests the revenue from a comprehensive accruals would be massive compared to a non-comprehensive realisation CGT.

4.5  Conclusion

It is clear that either a comprehensive realisation or an accruals CGT system would provide great improvement to Australia’s current non-comprehensive CGT regime
, in terms of equity and fiscal adequacy.  There also appear to be economic benefits from a comprehensive CGT.  A comprehensive realisation or accruals CGT would be far more complex given the vastly expanded asset base and the number of taxpayers affected.  In particular accruals would impose serious costs given the valuation and liquidity issues.  Overall, a comprehensive realisation regime is preferred 

5. CGT in Australia prior to the Ralph Reforms

Whilst Australian income taxation commenced in the late nineteenth century, traditionally Australia has relied on a rather narrow income tax base.  The income tax base principally centered on the operation of a single income provision, sub-s.25(1) of the ITAA 1936
.  Since this provision failed to define income, the task was left to the Courts.  The judiciary developed an ordinary income concept that was heavily influenced by trust law notions of income used to allocate trust income and to distinguish between trust income and capital.  Accordingly, the Courts defined income as a flow from a source of earning activity, such as wages, interest, rent and business income.  In keeping with trust law concepts of income the Courts considered that capital receipts did not constitute assessable income.  

This narrow interpretation of income resulted in systematic tax avoidance throughout the 20th century as taxpayers exploited tax free capital gains.  Successive Governments failed to close this central loophole, rather they only patched the holes on an ad hoc basis to stop the most blatant arrangements. 

Under the strain of avoidance activity the 1980s witnessed an expansion of the income tax base.  The High Court broadened the judicial concept of income in FCT v. Whitfords Beach
 and FCT v. Myer Emporium
.  In these cases the High Court held that a net gain from an extraordinary transaction constituted ordinary income.  Thus the income concept expanded to include certain net gains from business as well as flows.  Also, the courts started to adopt a firm line against tax avoidance schemes.  Additionally, the Government moved to broaden the income tax base, introducing a stream of tax legislation that included: capital gains tax, fringe benefits tax and new anti-avoidance measures
.

The introduction of CGT in 1985

The Government introduced a realisation CGT.  The CGT provisions were not designed as a separate tax but form part of the income tax laws and were inserted into the new Part IIIA of the ITAA 1936 , s.160AX to 160ZZU.  Part IIIA included real capital gains made upon the disposal of assets on or after 20 September 1985
 as assessable income under the ITAA, and thus liable to income tax.  The real capital gain occurs where the consideration received in respect of the disposal of an asset exceeds its cost base or indexed cost base
.

A capital loss occurs if the reduced cost base exceeds the consideration received in respect of the disposal of an asset
.  Indexing for inflation also does not apply to the cost base for the calculation of capital losses.  Capital losses however can only be offset against capital gains realised in the same year or can be carried forward indefinitely to be offset against future capital gains.  Capital losses can not be offset against other types of assessable income.  Capital losses from non-listed personal use assets
 are disregarded.

Australian residents are liable for the tax on capital gains on the disposal of assets worldwide but may gain relief from double taxation if the gain is taxed in the foreign country where it is derived.  Non-residents are also subject to capital gains on the disposal of certain assets (Australian assets
).  Australian assets includes: land or interests in land situated in Australia; share holdings of 10% or more in the issued capital of Australian public companies; assets used in an Australian businesses; and shares in Australian private companies, partnerships and trusts.

There were a number of important exemptions in the new CGT provisions.  Firstly, tax exempt bodies which are exempt from income tax are also exempt from tax on capital gains
.  Secondly, non-residents are only subject to CGT on certain Australian assets
.  Thirdly, CGT does not apply on the disposal of assets acquired prior to 20 September 1985
.  Fourthly, any amount that is included assessable income by another provision outside Part IIIA is exempted
. 

Additionally, certain specified assets are exempt.  These include: a taxpayer's sole or principal residence
; betting and gambling winnings
; rights to mine
; Cultural Bequests Program assets
; gains on certain kinds of motor vehicles
; a non-listed personal-use asset whose disposal value is $5,000 or less
; decorations awarded for valour or brave conduct
; trading stock
; and assets used to produce exempt income are exempt
.  Also, transfers by way of a security are not disposals
; compensation for any wrong or injury suffered by a taxpayer to his or her person or in his or her profession or vocation are exempted
; and certain foreign currency exchange gains and losses are exempted

Further, twenty per cent of any taxable capital gain on the goodwill component of the sale proceeds of a business was originally exempt.   The net value of the business interests of the taxpayer though must be less than $1 million to obtain this concession.  This was later extended to a 50% exemption for a capital gain that accrues on the disposal of goodwill, s160ZZR.

Also, death does not generally result in a disposal that triggers CGT, s.160X.  CGT will not apply until the deceased’s assets are disposed of by the legal personal representative or the beneficiary.  In that situation the legal personal representative or beneficiary will be taken to have acquired the asset at the date of death.

The CGT provisions also provided for a deferral of tax liability on capital gains in certain circumstances (ie upon business restructure or divorce).  Where these roll over provisions apply any pre 20 September 1985 assets will retain their CGT exempt status.
The 1997 CGT rewrite

A Joint Committee of Parliamentary Accounts furnished a paper in 1993 that recommended that the ITAA 1936 be rewritten.  Consequently, in 1993 the Government established the Tax Law Improvement Project (TLIP).  In 1995 the Australian Taxation Office established the TLIP CGT team to undertake the rewrite.  

The Second Reading Speech to Tax Law Improvement Bill (No 2) 1997 (TLIB) on 27 November 1997 outlines the rationale for the CGT rewrite: 

From its inception in 1985, the CGT provisions have been compromised by the unnecessarily complex approach that was taken to their presentation and expression. The aim of the CGT is to tax income gains made on the disposal of assets and on the receipt of certain capital amounts.

The capital gains tax provisions were written into the new Parts 3-1 and 3-3 of the ITAA 1997.  Whilst this resulted in numerous technical changes, the practical operation of capital gains tax was largely similar to the previous regime.
 

A major technical change involved a change in the way that CGT is triggered.  Part IIIA of the ITAA 1936 principally revolved around whether there had been a disposal or a deemed disposal of an asset under s.160M.  Additionally, there were a number of other provisions in Part IIIA that deemed disposals.  For example in respect of the disposal of: shares
; units in a unit trust
 and intra groups assets
.  This created the problem of firstly where to look to find the numerous disposal rules.  Secondly, there was much difficulty in ascertaining what was a deemed disposal under sub-s.160M(6) and (7). 

Notably the rewrite abandoned the principal reliance on ‘disposal’ as the central gateway for the operation of the new CGT provisions.  Rather, the new Div. 104 ITAA 1997 provided an exhaustive list of CGT events that would trigger a CGT liability.  This list includes the disposal of a CGT asset
 and there are numerous other CGT events that do not require any disposal but stem from: the exploitation of an asset
; the creation of rights
; or the expiry of rights
.  

6.  The Ralph Reforms

The Ralph Committee, comprising of three leading businessmen, John Ralph (Chairman), Rick Allert and Bob Joss, was established in 1998 to generally make recommendations on the Australian tax system to improve the competitiveness and efficiency of Australian business, secure the tax revenue and improve simplicity
.  Under the terms of reference the committee examined:

3. (a) in relation to business entities, the re-designed company tax  arrangements proposed to apply to companies, trusts, cooperatives, limited partnerships and life insurers including a move towards consolidated group taxation and the achievement of a consistent treatment of distributions of profit and contributed capital;

(b) in relation to business investments, the extent of reform in the areas of physical assets, financial assets/liabilities and intangibles and the potential use of accounting principles, taking into account the following considerations 

(i) the need to encourage business development with an internationally competitive tax treatment of business investments;

(ii) the potential benefits of bringing tax value and commercial value closer together;

(iii) the goal of moving towards a 30 per cent company tax rate;

(c) in relation to capital gains tax (CGT), the scope for:

· capping the rate of tax applying to capital gains tax for individuals at 30 per cent;

· extending the CGT rollover provisions to scrip-for-scrip transactions; and

(d) the Review will need to achieve overall revenue neutrality in respect of (b) and (c) with these changes……

In 1999 the Ralph Committee recommended sweeping reforms to the Australian income tax system.  In fact, its final report, comprised of eight parts
 making some  280 recommendations.  Many of these have since passed into law in a staggered series of stages since 1999.  Numerous CGT related recommendations were made and the following passed into law:

Recommendation 6.9 - Preventing a deduction and a capital loss arising from a single economic loss

The New Business Tax System (Integrity and Other Measures) Act 1999 introduced the new subsections 110-55(9) and 110-60(7) into the ITAA 1997 to clarify the interaction of the deduction and CGT provisions.  The Explanatory Memorandum provided the following context for this reform:
 

Under the existing law, it is unclear whether a taxpayer can obtain both a capital loss and a deduction for a net loss incurred on the realisation of a revenue asset that is not trading stock. 

Thus these subsections ensure that a taxpayer cannot claim a deduction and a capital loss for the same economic loss if a CGT event happens to a CGT asset.  

Recommendation 6.10 Duplication of unrealised losses 

The New Business Tax System (Miscellaneous) Act (No. 2) 2000 introduced the new subdiv. 165-CD.  Subdivision 165-CD works to stem the duplication, or multiplication, recognition of the realised and unrealised losses of a loss company.  The Explanatory Memorandum provides the following rationale:

Loss multiplication arises where the taxation system recognises a single economic loss more than once. Inter-entity loss multiplication can occur because losses of a company are reflected in the values of direct or indirect interests (e.g. shares and loans) in that company. 

If entities are interposed between individual shareholders and a loss company, the company's losses may be multiplied on the realisation of 'inter-entity' interests in the loss company. In A Tax System Redesigned , the Review recommended that the same business test be retained following a change in ownership of a loss company, subject to the removal of inter-entity loss multiplication. (Recommendation 6.9(b) on page 256 and discussion on page 257). 

This Subdivision implements that recommendation by requiring appropriate reductions to the tax attributes of significant interests in a loss company that undergoes a change of ownership or control or when a liquidator declares that its shares are worthless. 

The restrictions to the duplication, or multiplication, recognition of the realised and unrealised losses of a loss company occur where there is an 'alteration'. An alteration is a change in the company's ownership or control or a declaration by a liquidator that its shares are worthless.   This applies to a company having an alteration on or after 11 November 1999.  In the case of a loss company having an alteration, inter-entity loss multiplication is prevented by reducing reduced cost bases, costs, or deductions for significant direct and indirect equity and debt interests in that company.  

Recommendation  6.11 - Loss cascading 

The New Business Tax System (Integrity and Other Measures) Act 1999 introduced subdiv.170-D.  Subdivision 170-D broadly defers capital losses or deductions in certain linked group transfers.  The Explanatory Memorandum provides the following rationale:

Loss duplication arises when a single economic loss is recognised by the taxation system more than once. This can occur because losses (realised or unrealised) in an entity are reflected in the value of interests (such as shares) in that entity. 

Loss cascading, which is a form of loss duplication, occurs where a loss is artificially duplicated through a chain of companies so that multiple losses are allowed to the same group in respect of a single economic loss. This is facilitated by, among other things, the existence of asset roll-over concessions applying to wholly-owned groups of companies and the ability of groups of companies in general to realise losses (or deductions) by internal transactions. 

For example, a loss may be cascaded where a loss asset (an asset carrying an unrealised loss) is disposed of within a wholly-owned company group. Where this occurs, Subdivision 126-B of the ITAA 1997 may allow a capital loss which would otherwise have been realised on the disposal to be claimed by the transferee when the asset is subsequently disposed of outside the group. 

Subdivision 126-B may therefore effectively allow capital loss transfers between group companies without any of the anti-loss duplication cost base adjustment measures applying on the transfer of realised net capital losses. It may also allow non-residents (including controlled foreign companies) that are specifically prohibited from transferring net capital losses and tax losses to do so indirectly via loss asset transfers. This potentially allows an unrealised loss to be cascaded on interests held directly or indirectly in the transferor company. 

Subdivision 170-D applies to both tax losses and capital losses.
Recommendations 6.12 -6.16 - Implementation of general value shifting rules

The New Business Tax System (Consolidation, Value Shifting, Demergers and Other Measures) Act 2002 introduced the new general value shifting regime in Divs. 723-727 ITAA 1997
.  These rules commenced from 1 July 2002 and replaced the former value shifting provisions (Divisions 138, 139, 140 ITAA 1997).  The Explanatory Memorandum sets out the following purpose:
 

Value shifting rules are needed to prevent: 

· distortion of gains and losses when interests are sold, rendered worthless or otherwise come to an end; and 

· opportunities for inappropriate deferral or avoidance of tax liabilities where the value shift results in an interest decreasing in value, or inappropriate taxation where the value shift results in an interest increasing in value: 

· value shifting makes it possible for a taxpayer to bring forward losses and defer gains by shifting value out of assets which are due to be realised in the short term and into assets which are not due to be realised until some time later; and 

· value shifting arrangements distort the relationship between an assets market value and its adjustable value (e.g. cost base), thereby bringing inappropriate gains and losses to account upon realisation. 

The new rules will prevent related entities from avoiding tax by shifting asset values (including CGT values) between associated entities.  The regime applies mainly to interests in companies and trusts that are not consolidated, but meet control or common ownership tests.  Also, for entities that deal at arms length or on market value terms, the rules will not generally apply.  These rules apply to both tax losses and capital losses.
Recommendation 6.18  Loss duplication prior to entity tax regime

The New Business Tax System (Integrity and Other Measures) Act 1999 introduced sudiv. 170-C to prevent loss transfers between wholly-owned company groups from being duplicated.  The Explanatory Memorandum provides the following context for reform:

Loss duplication arises when a single economic loss is recognised by the taxation system more than once. This can occur because losses realised in an entity are reflected in the value of interests in that entity. 

A form of loss duplication, called loss cascading , occurs where losses are artificially duplicated through a chain of companies. This is facilitated by the existence of loss transfer and asset roll-over concessions applying to wholly-owned company groups. Some forms of loss cascading are prevented under the existing law but others are not. 

An example of where loss cascading is not prevented is where a group company, which has incurred a revenue loss (referred to as a tax loss) for a year of income, transfers the loss to another group company under Subdivision 170-A of the ITAA 1997. Subdivision 170-A allows the transfer of tax losses between companies in the same wholly-owned group. Broadly, the amount of loss that can be transferred under Subdivision 170-A is equal to the amount that can be used by the company receiving the loss in that year of income. 

If the tax loss (transferred under Subdivision 170-A) also reduced the value of direct and indirect interests (e.g. shares) held in the loss company, the tax loss can be duplicated by the sale (or other realisation) of the direct or indirect interests held in the loss company. (Where the loss is wholly attributable to a tax incentive, duplication cannot occur). 

Subdivision 170-C thus prevents loss cascading and loss duplication by reducing the cost bases of shares and debts in the loss company and other companies.  Also, adjustments can be made to increase the cost base of shares and loans in the income company where a value is enhanced through the transfer of a loss.   Thus subdiv. 170-C applies to both tax losses and capital losses.  
Recommendation 8.11 Taxation upon disposal of depreciable asset excluded from capital gains taxation

The New Business Tax System (Capital Allowances) Act 1999 introduced the new s.118-24 that exempts disposals of plant from 21 September 1999 from CGT.  The Explanatory Memorandum provides the following context for reform:

Division 42 of the ITAA 1997 (depreciation of plant) currently requires the disposal of plant to be accounted for by way of a balancing adjustment. This can result in an amount being included in assessable income or a further deduction being available. Subject to rules about double taxation, there can also be CGT implications resulting in a further amount being included in assessable income or a further capital loss being allowed. 

Both the depreciation and the CGT provisions require separate records to be kept for calculating any gain or loss upon the disposal of plant. Removing plant from the CGT provisions will both simplify the law and reduce compliance costs for taxpayers. 

Thus the change results in a broadly similar outcome, that is a gain on the disposal of a depreciating asset constitutes assessable income.  It does simplify the law in that now only one taxing provisions applies
.

Recommendations 13.10-13.11- Ongoing relief for rollovers into entities and transitional rollover for restructuring into different entity form

The Taxation Laws Amendment Act (No. 4) 2002 introduced the new subdiv.124-N, providing a new CGT roll-over relief where a trust restructures into a company on or after 11 November 1999.  The Explanatory Memorandum provides the following policy objective:
 

As a business develops, it may seek to restructure to increase its efficiency and take full advantage of its future potential. The policy objective of this measure is to provide a CGT roll-over to increase the commercial flexibility available in selecting an appropriate business structure for the needs of business. 

The roll-over relief applies to the trust and its beneficiaries. The roll-over relief though does not apply to discretionary trusts.  The trust must cease to exist within 6 months from the time the first asset is transferred to the company to obtain the relief.

Whilst this measure was established as a transitional measure to the new entity regime (where trusts would be taxed as companies), following the abandonment of the entity measures this measure has been retained to provide business structure flexibility.

Recommendation 14.1-14.2  Taxable income of life insurers

The New Business Tax System (Miscellaneous) Act (No. 2) 2000 introduced the new Div. 320 to provide a new system for taxing life insurance companies.  Division 320 replaced Division 8 and Division 8A of the ITAA 1936.  Consequently, from 1 July 2000 life insurance company income is assessable according to the ordinary, CGT and other statutory income provisions as well as Div. 320.  The Explanatory Memorandum provides the following rationale:

5.5 Existing taxation arrangements for life insurers are very complex with income and expenses being allocated to up to 4 classes of business. 

Each class is subject to a different rate of tax. Some classes include components which are exempt from tax or subject to different rates of tax…… 

5.8 Discrepancies in treatment between life insurance companies and other entities are removed so that: 

the taxable income from the risk business of life insurance companies is calculated on the same basis as the taxable income of the risk business of general insurers; and 

the taxable income of the investment business of life insurance companies is calculated on the same basis that applies to calculate the taxable income of the investment business of other investment entities. 

Thus CGT will have a greater application to life insurers.

Recommendation 15.1-15.6 Consolidated groups

The New Business Tax System (Consolidation) Act (No. 1) 2002 provided the first stage of the new consolidated group regime that commenced on 1 July 2002.  A consolidated group of companies and or trusts will be treated as a single entity and thus will only need to lodge one income tax return.  Broadly, this means that the subsidiary entities do not have a separate income tax identity but form part of the head company of the consolidated group for the purposes of determining income tax liability.  

Outside of these provisions, there is the potential for the double taxation of economic gains for intra group transactions.  Additionally, there is the potential for the duplication and cascading of losses.  Also, value shifting rules and loss rules apply to transactions between the members of corporate groups.  Wholly-owned groups of companies could also generally use loss transfer provisions and CGT rollover relief.  Although, from 1 July 2003 the capital loss transfer
 and CGT group roll over
 rules will not apply. 

Under consolidations though, a gain or a loss made within a consolidated group is only recognised once.  Thus, there is no need for the loss integrity and value shifting rules for transactions between the members of a consolidated group.  Also, the loss transfer and CGT rollover relief rules will not generally govern wholly-owned groups.  Relevantly, the pre-consolidation CGT status of assets will carry over into the consolidated group
.

Recommendations 17.5-17.6  Small business CGT relief

The new small business CGT concessions were introduced into the ITAA 1997 (Div. 152) by the New Business Tax System (Capital Gains Tax) Act 1999.  Prior to these reforms small business had limited CGT relief via three measures: roll-over relief, retirement and goodwill exemptions.  The Explanatory Memorandum provides the following rationale for the change:

The interaction between the current roll-over relief, retirement exemption and goodwill exemption provisions is unnecessarily complex and, as a consequence, the law does not operate effectively. 
However, the reforms went much further than a mere simplification, the CGT exemptions for small business were greatly expanded.  To obtain the relief a small business must satisfy the following three conditions:

· $5 million maximum net asset value

Basically the maximum net asset value test requires that the net assets of the taxpayer and related entities must not exceed $5 million
.

· Active asset requirement  

The CGT event must involve an active asset
.  An active asset is an asset owned and: used, or held ready for use by the taxpayer in carrying on a business; or an intangible asset (goodwill); or a share in certain Australian resident companies or trusts (having greater than 80% of their value consisting of active assets).  It does not include financial instruments, rental properties etc.  

· Controlling stakeholder requirement

This condition only applies if the CGT asset disposed is a share in a company or interest in a trust
.  In which case the company or trust, and the taxpayer with the capital gain, must satisfy a complex couple of tests. 

If these requirements are met, any of the following four exemptions are available:

1. 15 year exemption, Subdiv.152-B

Broadly under this exemption a capital gain can be ignored where the CGT asset has been owned for 15 years or more.  There are additional requirements where the taxpayer is an individual (must retire and be 55 years old or greater).  Where the taxpayer is a company or trust the entity must have a controlling individual that retires and that is 55 years old or greater.

2. 50% Reduction, Subdiv.152-C

A 50% reduction simply applies to the capital gain.  Note that the 50% discount may also apply (giving an effective 75% exemption). 

3. Retirement exemption, Subdiv.152-D

A small business an disregard a capital; gain from a CGT event that happens to an active asset where the capital proceeds are used for the taxpayer’s retirement.  This exemption largely mirrored the previous rules under subdiv. 188-F. 

4. Roll over, Subdiv 152-E

This exemption permits a taxpayer to defer a capital gain from a CGT event in respect of a small business active asset where active asset replacements are acquired.  This exemption broadly mirrored the previous rules under Div. 123. 

Amendments were also made subdiv. 124-B (assets compulsorily acquired, lost or destroyed) and subdiv. 126-A (marriage breakdown) to extend roll-over relief in respect of the small business 15 year test and the active asset test in Div. 152.  Otherwise, under the small business 15-year exemption, the CGT asset must have been continuously owned for at least 15 years and a small business must also satisfy the active asset test.

Recommendation 18.1(a) – CGT averaging abolished

Previously, averaging applied to individuals and certain trustees.  The net capital gain for the income year is basically divided by 5 to provide the marginal rate of tax that would apply to the capital gain when added to other income.  That rate of tax (for the one fifth of the capital gain) is multiplied by five to calculate the total gain.  The Explanatory Memorandum 
 reasoned ‘….the concession as doing little to encourage investment or remove inflexibilities in capital markets.’  Consequently, the CGT averaging system was abolished by amendments to the New Business Tax System (Income Tax Rates) Act (No. 2) 1999 effective from 21 September 1999.  

Recommendation 18.1(b) - Indexation frozen at 30 September 1999 for all taxpayers 

Prior to the Ralph reforms, the CGT provisions permitted a taxpayer who owned a CGT asset for at least 12 months to index the cost base of the asset for inflation in calculating a capital gain.  The New Business Tax System (Integrity and Other Measures) Act 1999 amended these rules to deny indexation of the cost base of CGT assets acquired from 21 September 1999.  Additionally, the indexation amount of the cost base of CGT assets acquired at or before 21 September 1999 and disposed of after that time is frozen as at 21 September 1999.  The Explanatory Memorandum provided the following rationale for the reform:

Australia is one of the few countries that allows indexation of an assets cost base. Removing indexation will simplify the law and reduce compliance costs. An alternative relief is provided to individuals, trusts and complying superannuation entities with the introduction of the CGT discount…
Recommendations 18.2-18.3 Capital gains taxation discount for individuals, complying superannuation funds and trusts

The New Business Tax System (Integrity and Other Measures) Act 1999 amended the ITAA 1997 introducing CGT discounts in the new Division 115 in place of the scrapped of indexation relief.  Division 115 provides a CGT discount to individuals, complying superannuation entities and trusts for CGT assets held for 12 months or more.  Under this exemption, individuals and trusts will generally only include fifty per cent of capital gains from their assessable incomes.  Complying superannuation entities will only have to include two thirds of capital gains.  The Explanatory Memorandum explains:
 
These amendments to the ITAA 1997 will provide a broad form of CGT relief that has only a limited relationship to the period of holding of the asset. They will enable an individual, complying superannuation entity or trust to choose to include a set percentage of their capital gain, rather than claiming indexation of the cost base of the asset. 

Recommendation 18.4-18.5 Treatment of capital losses and revenue losses

The New Business Tax System (Capital Gains Tax) Act 1999 amended s.102-5 to incorporate the small business exemptions into the method statement in determining capital gains and losses
.  This provides greater flexibility for taxpayers to take advantage of the CGT discount provisions and the small business CGT concessions.  
Recommendations 19.1 -19.2 Targeted tax relief for venture capital investment

The New Business Tax System (Capital Gains Tax) Act 1999 inserted the new subdiv 118-G providing a CGT exemption for gains made on the disposal of certain Australian venture capital investments by particular non-resident tax exempt superannuation funds.  The Explanatory Memorandum provided the following context for this exemption
:

There is a shortage of venture capital funding in Australia and the current CGT regime is an impediment to the development of this market. As Australia competes with other jurisdictions for foreign venture capital investment, it is necessary to have a competitive tax regime to attract the highly mobile capital of non-resident investors. Australia's tax treatment of capital gains on venture capital investments is seen as being relatively harsh in comparison with that of other countries competing for these investments. 

A significant issue for foreign investors is that they may receive no credits, or only limited credits, for Australian tax because they are tax exempt in their country of residence or generally subject to lower rates of tax. 

To stimulate venture capital funding, it is necessary to make the CGT regime more competitive by targeting CGT relief for such investments. 

Recommendation 19.3 Rollover relief for takeovers

The New Business Tax System (Capital Gains Tax) Act 1999 introduced the new Subdiv 124-M to provide for CGT roll-over relief for shareholders in companies, unitholders in unit trusts or beneficiaries of fixed trusts for exchange of membership interests for comparable interests in the acquisition of an entity in a takeover.  Under the roll-over relief a capital gain made on the disposal of such interests are deferred until the disposal of the replacement interests.  Relevantly, the Explanatory Memorandum asserted:

The existing CGT provisions are an impediment to corporate acquisition activity in Australia. Acquiring an interest in an entity may crystallise a capital gain in the hands of the existing equity holder. Entities seeking to acquire interests often find it necessary to pay a premium to compensate the equity holder for the potential CGT liability. Also, the offer may have to include cash so that the equity holder has funds to pay its tax. 

Recommendation 19.4 Rollover relief for business demergers
The New Business Tax System (Consolidation, Value Shifting, Demergers and Other Measures) Act 2002 introduced the new Division 125, Demerger Relief.  Division 125 took affect from 1 July 2002.  Prior to the demerger relief rules, CGT could apply to the owners of the entity, and to the demerging entity in the event of a demerger.  The Explanatory Memorandum reasoned:
:

The CGT relief and dividend exemption will facilitate the demerging of entities by ensuring that tax considerations are not an impediment to restructuring a business. These amendments are based on Recommendation 19.4 of A Tax System Redesigned , and recognise that there should be no taxing event for a restructuring that leaves members in the same economic position as they were just before the restructuring……….

The policy objective is to increase efficiency by allowing greater flexibility in structuring businesses, providing an overall benefit to the economy. The aim of the measure is also to enhance the competitiveness of Australia’s business sector. 

The demerger relief permits “CGT roll-over when a CGT event happens to original interests in a company or trust under a demerger and new or replacement interests are received in the demerged entity”
. Thus a capital gain or loss made from a CGT event happening to the original interests in a demerger are deferred.  Also, capital gains or capital losses made by members of a demerger group, in a demerger maybe disregarded.

Other Recommendations 

Sections 21 to 23 of the Ralph Report made a number of recommendations in respect of international taxation.  Following an extensive review of the international tax rules a number of changes will have implications for CGT
.  Given the limits of this paper, the CGT aspects will not be considered. 

Additionally, the Ralph Report made numerous recommendations concerning financial arrangements
.  Many of these proposed reforms have yet to pass into law.  Accordingly, these measures but are outside the scope of this paper.  

7.  Assessment of Ralph Reforms

7.1 Equity

The Ralph CGT reforms are classified as tax preferences or integrity measures as follows:

Tax preferences 

A number of exemptions have greatly diminished the equity in Australia’s CGT.  Firstly, the new Division 115 provides a 50% CGT discount to individuals and trusts for CGT assets held for 12 months or more.  Complying superannuation entities receive a 1/3rd discount.  

Although, this is partially offset by the scrapping of the concessionary CGT averaging and indexation systems.  The averaging concession though was of little assistance to taxpayers being largely confined to taxpayers with incomes below the top marginal income tax rate.  Indexation was of considerable benefit as this measure fully exempted capital gains that were in line or below the rate of inflation.  In some cases this would provide a more generous tax concession than the new discounted capital gains.  Clearly though, both short term and large capital gains are generally far better off under the discount system as seen by the following example.  

Example 5

A person with a $100,000 capital gain over a two year holding period has a discounted capital gain of $50,000, pays $11,380 income tax.  If indexation applied with a 5% inflation rate the capital gain would be $90,250, with $29,797.50 of income tax payable.

Secondly, the new small business exemptions greatly extended the operation of the former limited CGT roll-over, retirement and goodwill exemptions.  Under the new subdiv.152-B a capital gain on the disposal of active assets can be ignored where the CGT asset has been owned for 15 years or more.  Also, the new subdiv.152-C provides a 50% reduction to a capital gain on the disposal of active assets.  Since the 50% discount would also apply this means an effective 75% exemption. 

Thirdly, the new subdiv 118-G provides a CGT exemption for gains made on the disposal of certain Australian venture capital investments by particular non-resident tax exempt superannuation funds.  Clearly, such exemptions damage equity as seen by the following examples  

Example 6

X who earns a salary of $50,000 and pays $11,380 in tax will be in a horizontally equitable position with Y who realises a capital gain of $50,000 and pays $11,380 in tax.  However, if Y’s capital gain is only subject to 50% tax, horizontal equity will be breached as Y pays $3,880 tax and X pays $11,380 tax, yet both have the same ability to pay.  

Example 7

This would also damage vertical equity.  A high income earner at the top marginal income tax bracket of 47%, earns $100,000 of taxable income and pays tax of $34,380 income tax in the income year ended 30 June 2003, at an average rate of 34.4%.  A taxpayer earning $30,000 taxable income pays only $5,380 income tax, at an average rate of 17.9%.  Thus vertical equity is maintained.  However, if both taxpayers receive a $10,000 50% discounted capital gain, the high income earner obtains a greater benefit from this exemption, of $2,350, while the middle income taxpayer at a marginal tax rate of 30% only saves $1,500 income tax.  
Further, the new subdiv.124-N, provides CGT roll-over relief where a trust restructures into a company on or after 11 November 1999.  Further, the new subdiv 124-M provides for a CGT roll-over relief for shareholders in companies, unitholders in unit trusts or beneficiaries of fixed trusts for exchange of membership interests for comparable interests in the acquisition of an entity in a takeover.  Finally, the new Div. 125 defers a capital gain or loss made from a CGT event happening to the original interests in a demerger.  Also, capital gains or capital losses made by members of a demerger group, in a demerger maybe disregarded.

It is argued that such deferrals are fair since CGT is generally optional, it should not apply to forced disposals.  However, for the reasons outlined previously
 such deferrals undermine horizontal and vertical equity.

Integrity measures

A number of integrity measures though have improved equity by closing loopholes.  The new subdiv. 165-CD works to stem the duplication, or multiplication, recognition of the realised and unrealised losses of a loss company.  Also, the new subdiv. 170-D broadly defers capital losses or deductions in certain linked group transfers and subdiv. 170-C prevents loss transfers between wholly-owned company groups from being duplicated.  Additionally, the new general value shifting regime
 in Divs. 723-727 ITAA 1997
 will prevent related entities from avoiding tax by shifting asset values (including CGT values) between associated entities.  Further the new Div. 320 provides a new system for taxing life insurance companies, and ensures that CGT is extended to such entities.  

Under the new consolidated group regime a gain or a loss made within a consolidated group is only recognised once.  Outside of these provisions, there is the potential for the double taxation of economic gains for intra group transactions.  Additionally, there is the potential for the duplication and cascading of losses.  The new regime thus improves CGT equity.
7.2  Economic Efficiency

It is apparent that the Ralph CGT tax preferences will have an adverse impact on economic efficiency given the distortions that will follow.  Firstly, the CGT discounts will result in an over allocation of resources into appreciating capital assets such as real estate and marketable securities.   Also, the small business CGT exemptions will provide an advantage to certain types of small businesses that can generate capital gains from active assets.  The larger the size of the small business the greater the tax benefit.  Very small firms, small firms without active assets and larger firms are discriminated against.  Further, the CGT exemption for Australian venture capital investments by particular non-resident tax exempt superannuation funds will mean other types of investment in Australia will be less attractive.  

As previously discussed
 there are counter arguments to the economic impact of taxing capital gains.  Indeed the Explanatory Memorandum’ s concluded that the discount and small business exemptions would
 ‘support a more efficient, innovative and internationally competitive Australian business sector’. 

Also, the Second Reading speech in respect of the venture capital exemption stated:

…. the changes will allow tax exempts from overseas that do not pay any tax in their home jurisdiction to come and invest in Australia, again capital gains tax free. It does not cost revenue because they do not come into the jurisdiction at the moment. If you allow them into the jurisdiction, such as the US pension funds, this will free up a lot of finance for venture capital. They will be able to provide venture capital that can be invested in new sunrise industries and they will be able to do that capital gains tax free. 

The demerger and takeover CGT reliefs may encourage demergers and takeovers and this may provide some overall economic benefit.  The Second Reading speech in respect of the takeover CGT relief, asserted:

The changes in relation to rollover relief relate to where there is a takeover and somebody sells their shares because of the takeover and takes shares in the new company. They are essentially exchanging the scrip they have for the scrip of the company making the takeover. They will be able to do that capital gains tax free. That will give enormous benefits to small shareholders throughout Australia and it will free up the market for competitive takeovers and give an improvement in the economic benefits that that will bring. 

Although it is considered highly dubious whether a tax consideration would really derail a good takeover or demerger proposition. 

The integrity measures will likely have a positive impact on economic efficiency since closing loopholes will mean that corporates will spend less time and resources in avoiding tax.  Certainly the extension of CGT to life insurance companies will enhance economic efficiency.  The Explanatory Memorandum asserted the reform, as
 ‘….Ensuring greater competitive neutrality and consistency with other entities…’
7.3  Simplicity

Compliance Costs

The CGT discount appears simpler to calculate than the indexation and averaging regimes.  As the explanatory memorandum states
 ‘Taxpayers will no longer need to work out an assets indexed cost base for assets acquired after 21 September 1999; a calculation which can be quite complex and time consuming.’  This is offset by the fact that indexation has been retained for pre 21 September 1999 assets, thus a taxpayer needs to make two calculations to ensure that CGT is minimised.  The discount will also lead to various avoidance strategies such as converting income to capital amounts, this will add to complexity.  

The new small business exemptions have streamlined the former CGT reliefs by bringing the exemptions within the one division with common threshold rules.  This would appear to help compliance.  The explanatory memorandum states
 ‘Streamlining the CGT small business concessions will reduce complexity….’  However, the devil is in the detail, Div. 152 consists of 36 pages of highly complex law. 

The Australian venture capital exemptions appear to lead to less CGT paper work for non-resident tax exempt superannuation funds.  The explanatory memorandum notes though that there are registration and reporting requirements:

The venture capital measure will take certain foreign investors out of the Australian tax net in relation to particular investments, thereby reducing their compliance costs. There will be some registration and reporting requirements (to the PDF Board) in order to be eligible for the exemption. However, the information required is collected in the ordinary course of business and will be important in assessing the overall effectiveness of the measure

The explanatory memorandum for the CGT deferral on takeovers, subdiv. 124-M, finds a compliance benefit:

The measure will reduce compliance costs, as relevant shareholders, unitholders and beneficiaries will not need to work out a capital gain or a capital loss when they exchange their membership interests in the course of a takeover.

However, the takeover relief rules run to 20 pages of complex law.

Additionally, all of these exemptions create greater compliance costs as taxpayers move to take advantage of the exemptions and incur costs on getting tax advice and restructure their transactions, investments and businesses.  This will lead to on costs for other taxpayers such as higher levels of taxes, diversion of investment to tax advantaged arrangements, promotion of possible corruption, creation of case law complexity and taxation ruling complexity, greater numbers of disputes, ring fencing and the loss of integrity to the tax system.

The integrity measures have also added to complexity through the vast additions to the pages of tax law.  These measures though have a simplicity benefit as taxpayers will no longer be motivated by tax considerations in setting up complex corporate group structures or restructure transactions, investments and businesses in order to take advantage of loopholes. 

Administration costs

A Ralph CGT Reforms are highly complex involving significant tax policy, design, planning, tax law drafting and enactment costs.  Thus substantial costs flow onto tax administrators in managing new CGT provisions.  In particular the CGT discount opens a massive loophole in the income tax laws.  Consequently taxpayers will convert income into capital amounts so as to minimise their income tax liability.  In turn tax administrators will try to minimise such transactions and schemes with battle lines again drawn on the income capital distinction as seen by the wave of lease incentive cases. Given the difficulty in enforcing the millions of annual CGT transactions in the economy it is very costly to effectively police its compliance. 

7.4  Fiscal Adequacy

The impact on tax revenue of the Ralph CGT reforms is difficult to determine given the inadequacy of economic modelling
 and the affects of other Ralph reforms.  The attached table 2 provides the Government’s initial estimates of the revenue gains and losses of the Ralph CGT reforms.  However, as many of the reforms impact on both CGT and other income tax provisions it is not possible to estimate the overall CGT affect from these figures.

The Government’s 2002 Tax Expenditure statement provided the following estimates of the revenue losses from these exemptions:
 

Extract – Table 5.1  2002 Tax Expenditure statement 

Table 1

	Ralph CGT Reform
	Estimated Revenue Cost 2002/2003 

	CGT discount individuals and trusts

	$1,810m

	CGT exemption on the sale of a small business at retirement 


	$25m

	CGT discount for complying superannuation funds


	No separate figure

	Concession for venture capital manager
	0  (but $10m in 20005/2006)

	Small business 50 per cent CGT exemption


	$125m

	Small business CGT rollover
	$40m

	CGT scrip-for-scrip roll-over relief
	$115m

	Taxation relief for demerger
	No estimate


Clearly the Ralph CGT exemptions have cost billions of dollars in tax revenue.

8.  Conclusion
The Ralph CGT reforms have certainly achieved tax savings for investors and business through the many CGT exemptions.  What are the costs of these on the broader community?  

From an equity point of view, Ralph’s integrity measures are welcome but are offset by the damage done to equity from the new tax preferences.  Additionally, it is considered that the exemptions impede economic efficiency through the distortions that influence taxpayer behaviour.  The Government’s economic argument for these exemptions does not appear to have a solid foundation and conflicts with the Ralph Reports policy framework
.  Whilst the integrity measures may not have great impact on economic efficiency, the influence would be positive.  

From a simplicity perspective, the sheer volume and complexity of the Ralph CGT Reforms make it difficult to argue that any improvement has been made.  Rather, the new rules appear to be far more complex.  Indeed the spate of new CGT tax preferences will cause more on costs for taxpayers and further add to the overall complexity of the Australian tax system.  The exemptions have had a significant impact on tax revenue costing billions of dollars as taxpayers structure their dealings to generate 50% discounted capital gains and taker advantage of the other CGT preferences.  Additionally, fiscal adequacy has suffered under the Ralph CGT reforms.

It is submitted that the CGT provisions need to be reformed in accordance with Ralph’s original ideal of a comprehensive income tax base.  A comprehensive  realisation CGT would be a vast improvement.  If the Government wishes to provide assistance to business or investors, a direct government grant is a superior method that would be available to all.

Table 2

Ralph Committee’s CGT recommendations, subsequent law reforms (excluding international tax changes) and estimated tax revenue impact

	
	
	
	

	
	Ralph Committee’s 

Recommendations
	Reforms to the ITAA 1997
	Estimated CGT revenue impact



	
	6.9 - Preventing a deduction and a capital loss arising from a single economic loss


	subsections 110-55(9) and 110-60(7) 


	No estimate made


	
	6.10 Duplication of unrealised losses 


	Subdiv 165CD
	CGT and non-CGT Revenue Gain

2000-2001 $15m  

2001-2002 $20m  

 2002-2003 $25m  

2003-2004 $20m  

2004-2005 $25m  



	
	6.11 Loss cascading 


	Subdiv 170-D
	CGT and non-CGT Revenue Gain 

2000-2001 $60m  

2001-2002 $50m  

2002-2003 $15m  

2003-2004  $10m  

2004-2005  $5m
   

	
	6.12 -6.16 Implementation of general value shifting rules


	Divs. 723-727


	CGT and non-CGT Revenue Gain

2002-2003 nil

2003-2004 $150 million  

2004-2005 $160 million  

2005-2006 $170 million
  

	
	6.18  Loss duplication prior to entity tax regime
	Subdiv 170-C
	Revenue Gain

2000-2001 $35million 

2001-2002  $20 million 

This measure is expected to cease on commencement of consolidation.


	
	8.11 Taxation upon disposal of depreciable asset excluded from capital gains taxation, gains will be taxed elsewhere as a balancing adjustment


	s.118-24 
	financial impact of this measure is part of the estimate for the balancing adjustment offset measures included in this Bill, but is not separately identifiable


	
	13.10-11 Ongoing relief for rollovers into entities; and transitional rollover for restructuring into different entity form

	subdiv.124-N


	…it is anticipated that the additional cost is likely to be small but unquantifiable
.

	
	14.1-14.2  Taxable income of life insurers
	Div. 320
	Revenue Gain

1999-2000 -$30m  

2000-2001 $200m  

 2001-2002 $180m  

 2002-2003 $235m  

 2003-2004 $255m  

 2004-2005 $275m


	
	15.1-15.6 Consolidated groups


	Divs. 700-721, subdiv.126-B, subdiv 170-B.
	The consolidation measure is expected to cost approximately a billion dollars over the forward estimate period. This cost largely relates to the transitional concessions and the expectation that groups will be able to use their losses faster than is allowed under the current law.


	
	17.5-17.6 Small business CGT relief
	Div. 152; Subdivs. 124-A, 124-B amended  


	There is expected to be a small cost to revenue.


	
	18.1(a) - Averaging abolished from date of announcement 

18.1(b) Indexation frozen at 30 September 1999 for all taxpayers

18.2 Capital gains taxation for individuals-option for individuals to include half of realised nominal gains in income

18.3 Capital gains taxation for complying superannuation and related funds


	Income Tax Rates Act 1986 sec.12 Sch.7 ineffective from 21 September 1999.

s.110-25(7) ITAA 1997 Act 169 of 1999; Cost base

Division 115

Division 115
	Revenue loss

2000-2001 $130m  

2001-2002 $170m  

2002-2003 $90m  

2003-2004 $30m  

2004-2005 $70m


	
	18.4-18.5 Treatment of capital losses and revenue losses
	s.102-5
	New Business Tax System (Capital Gains Tax) Act 1999 

The revenue impact of each measure is dealt with in the General Outline for this Explanatory Memorandum



	
	18.6 Treatment of capital gains from trusts – to be taxed as companies


	No change
	

	
	19.1 -19.2 Targeted tax relief for venture capital investment -capital gains tax exemption


	Subdiv 118-G 


	The measure will have no impact between the 1999-2000 and 2003-2004 financial years inclusive, with a revenue cost of $5million in the 2004-2005 financial year.


	
	19.3 Rollover relief for takeovers
	Subdiv 124-M
	Revenue loss

2000-2001 $2m  

2001-2002 $19m  

2002-2003  $5m  

2003-2004 $11m  

2004-2005 $29m
  

	
	19.4 Rollover relief for business demergers or deconsolidations
	Subdiv 125- 


	


 Table 3

Australian Federal tax Compliance Costs : ATAX research

	
	Income tax (not including capital gains tax)
	Capital gains tax

	PAYE
	Sales Tax
	Prescribed payments system
	Fringe Benefits Tax

	Percentage of total federal compliance costs
	42%
	3.3%
	14.8%
	11.2%
	10.3%
	6.2%

	Percentage of revenue yield
	6.5%
	16%
	1.3%
	4.7%
	22%
	10.5%


Table 4

Capital gains tax elasticity estimates provided to the Australian Senate Inquiry

	Researcher
	Short term elasticity
	Long term elasticity

	Ralph Report
	-1.7
	-0.9

	Gravelle
	-0.6
	-0.2

	Auerbach
	-<1.0
	-0.25


The Ralph Report
 expected that a cut in the capital gains tax rate would increase the realisation of assets.  The elasticities of realisations were estimated at 1.7 in the short term and 0.9 in the long term, meaning that the capital gains tax rate reductions would be revenue positive
.  Gravelle
, a senior economic specialist in the Congressional Research Service in Washington concluded though that the Ralph Report’s long run elasticity figure was too high.  She estimated that the long run elasticity was around 0.2 and the short run elasticity was about 0.6.  Auerbach
 had similar findings.   Both Gravelle and Auerbach considered that Reynolds findings were inadequate, as he relied on methodologies containing significant flaws and was unable to distinguish between transitory responses to temporary tax changes, short run responses to permanent tax cuts and long run permanent effects
.  Other evidence seems to suggest that lock in may in fact not be significant
.
� Under a progressive tax, the income tax rate increases as one’s ability to pay rises.  Whilst the Australian individual income tax rates are highly progressive, rising from a 0% marginal tax rate for taxable income below $6,001 to a 47% marginal income tax rate for taxable income above $60,000, this is offset by the significant levels of indirect taxes, for example: Australian Treasury, Pocket Brief to the Australian Tax System, 2003, � HYPERLINK "http://www.treasury.gov.au/documents/564/RTF/pocket.rtf" ��http://www.treasury.gov.au/documents/564/RTF/pocket.rtf� ,  in the 2001 income tax year, income tax accounted for  56.5% of total Commonwealth, State and Council taxes.  Included in this, the individual income tax comprises 36.2% of total taxes and company income tax and superannuation fund income tax 18.9% of total taxes.  Indirect tax though, constituted the other 43.5% of taxes.   These indirect taxes include: the goods and services tax, taxes on financial and capital transactions, excises and levies, gambling taxes, insurance and motor vehicle taxes.  These taxes are regressive since one’s effective tax rate falls as one’s ability to pay rises.


� Dowrick, S., ‘Explaining the pick up in Australian productivity performance’ in Australian Productivity Commission ‘Microeconomic reform and productivity growth workshop proceedings’, Australian National University, (1998) Ausinfo, Canberra, 134; Dowrick notes that the high productivity growth of the 1990s has not translated into rising incomes and welfare for society as a whole.  This trend appears to be at least partly explained by the growing share of capital income and decline of labour income.  Also see Stillwell, F., 1993, Economic inequality, Who gets what in Australia, Pluto Press, Leichhardt, NSW, 19; and Australian Productivity Commission, ‘Distribution of the economic gains of the 1990s’ (2000) Staff Research paper, Ausinfo, Canberra, 81; Australian Council of Social Services, ‘Tax figures show growing gap between rich and poor’ ACOSS INFO 202,21 January 2000, � HYPERLINK http://www.acoss.org.au/info/2000/info202.htm> ��www.acoss.org.au/info/2000/info202.htm>� , 91: this paper refers to United Nations research that shows Australia is one of the most unequal of all developed countries, having slipped from 7th to 15th place in their index of human development.


� All of the recent Australian income tax inquiries agreed, at least conceptually, on the neutrality advantages of a comprehensive income tax base.  Unlike the current income tax system such a tax base would comprehensively tax capital gains and other forms of wealth.  See Asprey,  K.W., (Chairman of Com.) Taxation Review Committee, Full Report,  (1975) AGPS, Canberra, 414; Australian Government, Reform of the Australian Taxation System, RATS, Draft White Paper Reform of the Australian Taxation system. (1985) AGPS, Canberra, 78; Ralph, J., (Chairman of Comm.) Review of Business Taxation, Final Report, A Tax System Redesigned, (1999), AGPS, Canberra (known as the Ralph Final Report) 112. 


� Ralph Final Report fn. 3 at v. 


� For example, a 50% discount for capital gains tax was generally available to individuals per sub-div. 115-A Income Tax Assessment Act 1997; also exemptions were provided for small business per Div. 152 and venture capital per sub-div. 118-G.


� This paper considers a comprehensive CGT as being exemption free.  CGT broadly applies to all appreciating assets such as real estate, marketable securities, commercial rights, antiques, art work etc.


� Ralph Final Report fn. 3 at 13.


� Ibid 105.


� Ibid 16.


� Kenny P.L., ‘Capital gains taxation for New Zealand’ (2001) Vol. 7 No.4 New Zealand Journal of Taxation Law and Policy 265, 266.
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� Waincymer, J.,1993,  Australian Income Tax principles and policy 2nd edition, Butterworths, Sydney, 30.
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