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Tax working Group: Interim report.
Concerns in relation to the tentative direction of the TWG in relation to capital gains tax.
•
•

•
•

•

1

Section 6, para. 20 Identifies the lock in effect and economic efficiency costs in terms
of the role a CGT may have in constraining (distorting) savings and investment.
Evidence that economic growth is not affected in any observable sense by the
incidence or rate of CGT seems to place the theoretical burden on those linking CGT
(or CGT rate increases) to costs in terms of savings, investment and lock in1.
In terms of qualifying Section 6, para. 20, I submit the following:
The lock in effect is overstated. It appears to have negligible implications. If it sets
demand for marginally sub-optimal investments at a level higher than a frictionless,
non-distortionary market would support, it might be expected to herd new investment
into those higher risk, higher marginal return investments, and mitigating growth
implications. Further, evidence of the lock-in effect is substantially US based. As the
US re-sets the asset price of inherited capital to the fair value at the point of
inheritance, this substantially aggravates the lock-in effect. Moreover, the US system
historically has been quite unstable, subject to numerous rule and rate changes. This
further elevates the likelihood of lock-in under certain conditions. It seems more
compelling as evidence for system stability, rather than against CGT simpliciter.
Savings and investment: The theoretical link between CGT and the rate of CGT and
investment must, presumably, have economic growth implications if it is to be
presented as a substantial objection to the implementation of a CGT. As empirical
evidence strongly supports the position that no such economic growth implications
have been observed, we have to conclude that either a. other contributions to
aggregate demand are uniformly supportive of economic growth or, more plausibly, a
CGT has no implications for savings and investment. It is no less plausible that reduced
investment returns will compel the taxpayer to save and invest more, to achieve a
given level of future income. As the bog standard neo-classicalist runs the story, CGT
reduces returns, reducing incentives to save, reducing investing, reducing capital
accumulation, reducing productivity, reducing growth in salaries and wages. It has
been such an intuitively compelling, ‘obviously logical’ argument that it is generally
considered common sense. Importantly, it presupposes that the current net saver will,
under a CGT, proceed to consume more currently, being satisfied with less future
income, so not only do they save less, they get a lesser return on what they do save,
and all to consume more than their already satisfactory (saving out of unallocated
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income) level of consumption. This runs counter to central theoretical tenants
regarding economic agents inclination to smooth their income.
In response to tentative proposals, please note the following concerns:
•

•

•

•

The problems associated with the RFRM method have been raised but not fully
expounded. I am not going to detail those identified already except to observe that
the lower indicated necessity for accurate valuation in relation to this method is not
clearly argued for. Surely, the RFRM method would effectively tax the largest part of
an asset’s value, assuming relatively stable asset prices but how does this translate
into a benefit in terms of administrative or compliance costs? Equally, it is not clear
how this lesser need would manifest practically. Would the asset-owning taxpayer be
allowed to interpolate valuation changes, for example, 5 yearly valuations? It is not
clear that the impost on valuation accuracy under RFRM is any lesser than, for example
under an actual accruals’ based system.
Secondly, in light of the weight given in the Interim Report to economic efficiency
effects, it seems likely that the uncritical acceptance of those efficiency concerns may
have played too great a role in determining the RFRM preference. Beyond this, it
makes the case for CGT per se less singularly sound than it actually is. I think the TWG
should be more explicit in subsequent reports in stating that the overwhelming weight
of equity and efficiency considerations lend their support to the taxation of capital
gains.
Thirdly, RFRM does not tax all income. It is unclear why the tax system should tax other
than the capital gain. Conceptually, this is equivalent to taxing labour income at the
level of the minimum wage, allowing that incremental human capital acquisition
should go untaxed. In this sense, it seems the TWG has been too sensitive to revenue
volatility in relation to variable revenue flows over the business cycle. It would be
considerably more practical to impose some prudential requirement on government
to use CGT receipts counter-cyclically so that they could operate as an automatic
stabiliser. The argument that the RFRM would deliver the same ‘risk-adjusted return’
as actual capital gains is not correct. This only arises if risk is viewed narrowly as
volatility. Over extended periods, risky assets have higher yields. Allowing that the
government will, de facto, have an extensively diversified portfolio of risky assets (in
the taxpayer base), idiosyncratic risk is substantially mitigated. Only if we define the
differential returns as the ‘rent’ associated with risk, do we achieve an equality. That
is just one measure of risk. It really is the risk of a trader.
On the basis of these concerns it seems a realisation basis, based on actual values, is
optimal. The risk free return method ignores a great portion of the capital gain, and
provides two competing forces, one that prefers relatively lower risk income
generating assets and one which favours very risky, high potential return assets. It’s
not clear what the net effect will be of these competing incentives.

