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Preface

International Evidence on the Effects of Having No Capital Gains Taxes
represents the second part of my ongoing effort to study the costs
and benefits of capital gains taxation in Canada. The first part of
this effort involved a colloquium among 25 economists and entre-
preneurs from Canada and the United States who met in June 1999
for the Fraser Institute 1999 Symposium on Capital Gains Taxation.
We discussed the question: “Resolved that Canada’s capital gains
tax rate should be equal to that of the United States.” Drawing on
this discussion, I wrote a monograph entitled Unlocking Canadian
Capital: The Case for Capital Gains Tax Reform (Vancouver, BC: The
Fraser Institute, 2000). The main conclusion of my study was that
the capital gains tax rate in Canada was too high and that lowering
it would increase revenues, have little effect on the distribution of
personal income, and bring large economic benefits. 

During 1999 and early 2000, the Senate of Canada held a se-
ries of hearings about the merit of the capital gains tax. Unlocking
Canadian Capital included the proceedings of five of these Senate
hearings, all of which supported and expanded on the arguments I
had presented in the first half of the volume. During the same peri-
od, the Financial Post published a number of articles by economists,
including myself, who argued the case for lower capital gains tax
rates in Canada.

The Liberal government in Ottawa did not respond officially
to the arguments made in these studies. However, it acted as if it
had been persuaded by them. It lowered the effective rate of capital
gains taxation by about one-third in two distinct steps. The first, an-
nounced in the February 2000 Federal Budget, lowered the percent-
age of realized capital gains that had to be included in personal
income tax returns from 75% to 66.66% for gains realized after Feb-
ruary 28. The second was announced in the mini-budget leading up
to the election in November 2000. It reduced the inclusion rate fur-
ther to 50% for gains realized after October 17, 2000.
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In effect, these policies reduced the maximum rate of person-
al capital gains taxation to between 23% and 25% from about 40%
at the highest marginal tax rate on Canadian federal and provincial
taxes combined. As a result, the Canadian rates came close to those
of the United States, though comparisons are complicated. Canada
applies the same rate to all gains regardless of the holding period of
the assets while the United States rates for short-term gains are
higher than those for long-term gains.

The first of the rate reductions was welcomed immediately by
the investment community in Canada. The criticism normally ex-
pected from the political left did not materialize. The positive public
reaction to the first cut undoubtedly encouraged the government to
make the further reductions later in the year. It is somewhat sur-
prising that these policies also failed to elicit any negative response
from the political left or the general public.

It is not clear why Canadians were so ready to accept these
lower capital gains tax rates passed in 2000. It is possible that the
cuts were acceptable because they were part of a broader range of
tax reductions made while the fiscal surplus was high and forecast
to grow rapidly. A further cause for the lack of public protest may
have been the fact that the cuts merely reduced the capital gains tax
rates to the level that had prevailed until the 1994 Budget. These
rates presumably had been arrived at after much debate and consul-
tation and had become accepted as a necessary part of a fair and ef-
ficient tax system. 

In addition, it is almost certain that the barrage of studies of
the harmful effects of capital gains taxation noted above has played
an important role in the government’s decision to lower rates. In my
view, most of the arguments presented in these publications made a
persuasive case not only for lower rates of capital gains taxation but
for the complete elimination of the tax. Almost everyone present at
the symposium agreed that such a policy would increase the rate of
capital formation, foreign investment, and growth in productivity
and, therefore, raise the living standards of all Canadians. However,
these benefits are seen by many to bring some important costs in
terms of lower overall government revenue, requiring higher taxes
on other forms of income. The elimination of the capital gains tax is
also considered to make the income distribution less equal and,
most important, cause strong incentives for tax avoidance.
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The question for public policy therefore is: Do the benefits
from the elimination of the tax in terms of higher income outweigh
the costs of lower revenues, greater inequality of income, and incen-
tives for tax avoidance? Unfortunately, the answer to this question
must be based to a large extent on judgements rather than solid em-
pirical evidence, in part because the history of capital gains taxation
in Canada is too short and involves too few changes in rates and
coverage to allow the kinds of econometric studies needed to mea-
sure the important changes objectively.

This state of affairs did not prevent the Senate Committee Re-
port to reach the following conclusion, after it had listened to a
number of expert witnesses:

For all of the above reasons, the Committee believes that a
further, substantial reduction in the capital gains tax rate is
warranted. Indeed, as markets for goods and services become
increasingly globalized, and because international competi-
tion for capital rests ultimately on after tax rates of return,
Canada cannot ignore developments elsewhere in the world.
Therefore, at a minimum, we recommend that the Canadian
capital gains tax rate should quickly be lowered to match the
rate in the United States. However, this is probably insuffi-
cient. A tax rate even lower than the American rate is more
appropriate, as other nations have concluded . . . Thus, the
Committee also recommends that international competitive-
ness be the criterion guiding the choice of a capital gains tax
regime, and that the federal government be prepared to lower
the tax until that criterion is met. (Senate Banking Committee
Report on Capital Gains Taxation 2000: 22)

Table 1 provides information about the capital gains tax re-
gime of major foreign countries. This information is not easy to ob-
tain and has been compiled by Arthur Andersen through a special
survey and from information from Deloite Touche and KPMG. The
table has been adapted by me by drawing on Appendix A of the Sen-
ate Banking Committee Report on Capital Gains Taxation (2000).

This table not only is important in understanding the need for
Canada to consider international competitiveness in setting policy
on capital gains taxation. It also shows that there are a number of
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Table 1: Capital gains tax provisions in selected countries (rates 
on individuals, maximum rates on gains from equities) 

Source: Adapted from Senate Banking Committee (2000), Appendix A. See source
for more details and source of data.

Short-term Long-term Holding 
period

Argentina Exempt Exempt No

Australia 24.5 24.5; inflation indexing No

Belgium Exempt Exempt No

Brazil 15.0 15.0 No

Canada 23–25 23–25 No

Chile 45.0; exclusion $6,600/yr 45.0; exclusion $6,600/yr No

China 20.0; specific shares 20.0; specific shares No

Denmark 40.0 40.0; some exemptions 3 years

France 26.0; exclusion $8,315/yr 26.0; exclusion $8,315/yr No

Germany 55.9 Exempt 6 month

Hong Kong Exempt Exempt No

India 30.0 20.0 1 year

Indonesia 0.1 0.1 No

Ireland 20.0 20.0 No

Italy 12.5 12.5 No

Japan 1.25% of sales price or 
20% of net gain

1.25% of sales price or 
20% of net gain

No

Korea 20.0; share traded on major 
exchange exempt

20.0; share traded on major 
exchange exempt

No

Mexico Exempt Exempt No

Netherlands Exempt Exempt No

Poland Exempt Exempt No

Singapore Exempt Exempt No

Sweden 30.0 30.0 No

Taiwan Exempt Exempt No

United Kingdom 40.0; some exemptions 10.0 to 40%; Rate depen-
dent on holding period

Sliding 
scale

United States 39.6 20.0 1 year
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countries in the world that have considerable experience in running
a tax system without capital gains taxation. Because this experience
is useful in shedding light on the likely consequences of adopting a
capital gains tax rate of zero in Canada, in September 2000 The
Fraser Institute held the 2000 Symposium on Capital Gains Taxa-
tion (September 15, 2000) at which economists from nine countries
addressed a number of issues that I consider important in assessing
the consequences of having no capital gains tax. Some of the papers
discussed countries’ experiences with the use of indexing of capital
gains due to inflation.

Part 1 of the present study presents my views on the merit of
eliminating Canada’s capital gains tax and is based on the existing,
traditional literature. It also summarizes the main findings of the
papers presented at the gathering. Part 2 contains seven papers
written by the participants at the symposium.

Herbert G. Grubel
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The case for the elimination of 
capital gains taxes in Canada

HERBERT G. GRUBEL

Introduction

In this part of International Evidence on the Effects of Having No Capital
Gains Taxes, I present theoretical arguments about the economic
benefits and costs that may be expected to arise from the elimina-
tion of the capital gains tax in Canada. I also consider the effects of
such a policy on the distribution of income and on the incentives by
taxpayers to shift taxable income into non-taxable capital gains.

Throughout the chapter, I refer to material contained in the
papers printed in Parts 2 and 3 of this volume and presented at the
2000 Fraser Institute Symposium on Capital Gains. My chapter con-
cludes with the case for, and the case against, the full indexation of
capital gains. In doing so, I summarize the main findings from some
of the papers found in Part 2.

Optimal tax theory and capital taxes

The economic theory of optimal taxation was developed during the
last 25 years and the Oxford economist James Mirrlees received a
Nobel Prize for his contributions to this body of knowledge. This
theory argues that the economic cost of taxation is higher the more
easily the tax can be avoided by those required to pay it. By these
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standards, the capital gains tax is the worst tax of all. Taxpayers can
avoid paying it simply by not realizing their capital gains. They can
reduce their level of savings and invest in assets with low probabil-
ities of generating capital gains. Foreigners, especially Americans,
keep their assets at home or come to Canada only if the pre-tax re-
turns make up for the taxes they have to pay.

All of these tax-induced changes reduce the rate at which
gains in labour productivity—and, therefore, living standards—is
increased. Capital that is “locked in” earns lower economic returns.
Less investment by Canadians and foreigners reduces labour pro-
ductivity directly and slows the introduction of new technology em-
bodied in capital. Less investment is made in high-risk projects and
the engine of innovation and growth is starved.

The Canadian Department of Finance has published esti-
mates of the losses in output resulting from an extra dollar of tax.
Unfortunately, the estimates do not include the capital gains tax but
the corporate income tax may stand as a proxy for the capital gains
tax since both fall on the capital and create very similar incentives
and opportunities to avoid them. The estimates, published by the
OECD (1997), suggest that an extra dollar raised by the corporate
income tax costs $1.55 in output. The analogous figures are $.56 for
the personal income tax, $.27 for the payroll tax and only $.17 for
the sales tax. These data suggest strongly that the elimination of the
capital gains tax and a simultaneous increase in other taxes to main-
tain total revenue would cause national income to increase—and
lead to overall higher tax revenues as people with higher incomes
paid more taxes.

How big is the effect on output?

It is very difficult, however, to make reliable, reproducible, quanti-
tative estimates of the direct effects of capital gains taxation on pro-
ductivity and living standards. In Canada and other economies there
are too many other influences operating on productivity and output.
These confounding influences are a function, for example, of the
level and structure of the personal and corporate income taxes, the
effects of terms of trade, environmental legislation and other regu-
lations, labour market flexibility, inflation, interest rates, and
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shocks like the energy crisis. There are not enough observations and
too few changes in the rate of taxation, and the interrelationships
are too complex to permit separating out the effects of high capital
gains taxes on economic growth in Canada.

However, there are two ways, less rigorous but still useful, to
shed light on the empirical effects of capital gains taxes on econom-
ic performance. The first involves the judgement of persons who
have access to input from a wide range of practitioners. The follow-
ing quotations are from two distinguished persons in this position.

The tax on capital gains directly affects investment decisions,
the mobility and flow of risk capital . . . the ease or difficulty
experienced by new ventures in obtaining capital, and there-
fore the strength and potential for growth in the economy.

President John F. Kennedy, Special Message to the Congress
on Tax Reduction and Reform, January 24, 1963

(quoted in Joint Economic Committee 1999)

The point I made at the Budget Committee was that if the cap-
ital gains tax were eliminated, that we would presumably, over
time, see increased economic growth . . . Indeed, its major im-
pact is to impede entrepreneurial activity and capital forma-
tion. While all taxes impede economic growth to one extent or
another, the capital gains tax is at the far end of the scale. I ar-
gued that the appropriate capital gains tax rate was zero.

Federal Reserve Chairman Alan Greenspan in testimony
before the Senate Banking Committee on February 25,

1997 (quoted in Joint Economic Committee 1999)

The second method for obtaining information about the ef-
fect of capital gains taxation on economic growth is to consider the
experience of countries with different capital gains tax regimes.
Simple and imperfect as the evidence might be, it is interesting to
note that according to my own calculations (Grubel 2000: 39), five
countries without capital gains taxes (Hong Kong, the Netherlands,
New Zealand, Singapore and Switzerland) during the years 1990 to
1997 had average annual rates of growth in real per-capita income
equal to 2.2%. The remaining member countries of the OECD grew
at only 1.2% annually during the same period.
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Objections to abolishing the capital gains tax

If we accept the evidence that the abolition of the capital gains tax
will increase economic growth in Canada, what are the objections
to this policy? I discussed these objections in Unlocking Canadian
Capital. Below is a summary of my findings, supplemented by new
information obtained through the recent symposium and the pa-
pers in this volume.

What effect on revenue?

The first justification for capital gains taxes is that they are needed
to raise revenue and thus permit lower taxes on personal and busi-
ness income and sales (the GST). This justification is valid only in
a static view of the world. In fact, in most countries, lower capital
gains taxes have increased the realization of capital gains and thus
resulted in higher revenues. The evidence on this process is very
strong for the short run but many analysts insist that it also works
in the longer run because of the effect of lower capital gains taxes
on economic growth.

The higher growth rates of countries without capital gains
taxes discussed above imply that if Canada abandons the tax, reve-
nues from other taxes will eventually increase enough to compen-
sate for the lost revenues. According to our estimates explained in
table 1 of Grubel (2000), the 1992 capital gains tax revenues were
only $716 million or 0.3% of all Canadian government revenues of
$277.5 billion. Therefore, if the elimination of the capital gains tax
raises the level of income and, therefore, the tax base by a mere
0.3%, the losses will be wiped out and remain at zero into the in-
definite future. If the rate of growth is raised, the losses will also be
eliminated and surpluses will arise thereafter.

How likely is it that the elimination of the capital gains tax
will bring such benefits? The data on OECD countries with and
without taxes has already been presented above in support of the
notion that growth will increase. However, the relevance of these
data for Canada might be questioned because of the special charac-
teristics of the countries without the tax. Hong Kong and Singapore
are regarded increasingly as countries with such unique conditions
that their experience is irrelevant for the industrial countries of the
West. The success of the Netherlands is based on policies that
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would be considered unacceptable in Canada and may well have
brought only short-lived benefits.

Evidence from Switzerland by Kugler and Lenz 
It is important, therefore, that the chapter by Peter Kugler and
Carlos Lenz (p. 55) presents unique, powerful empirical evidence
on the effect the elimination of the capital gains tax has had on in-
come in Switzerland. According to the authors, the federal govern-
ment of Switzerland does not impose a capital gains tax. However,
most cantons in that country have had such taxes for some time
but, in recent years, some of these cantons have eliminated the cap-
ital gains tax and others retained it. These conditions supply us
with a rare opportunity in the social sciences, the equivalent of a
controlled experiment. One sample of countries changes one policy
while the control group of countries does not, all while other poli-
cies and external conditions affecting economic conditions in the
country as a whole remain unchanged.

Kugler and Lenz calculated the trend in the economic growth
rates of all cantons before and after the elimination of the capital
gains tax. They then calculated average growth rates for two groups
of cantons, one in which capital gains taxes remained unchanged
and one in which they were eliminated. They found that the cantons
that eliminated the capital gains tax enjoyed an average short-run
2.2% jump in the level of national income relative to the other group
of cantons. In the longer run, the jump in income is 3.1%.

It is possible that the cantons increased their incomes simply
as a result of drawing capital and labour from cantons that had re-
tained the capital gains tax. If this is true, the higher output in the
gaining countries is matched by lower output in the losing coun-
tries and overall Switzerland is no better off. Moreover, if the argu-
ment is true, the process involves the inefficient relocation of the
resources and, therefore, an actual reduction in output of all can-
tons. The authors examined their data for evidence on such shifting
of capital and labour and found none. 

What about the effect of the removal of the capital gains tax on
economic growth rates rather than levels? The authors note that the
time series available to them is too short to estimate such an effect.

In spite of the limitations of the study of the Swiss experience,
the results are consistent with so-called “supply-side economics”
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and its hallmark “Laffer curve.” According to this theory, it is not
surprising that the recent tax cuts of Ireland, the United States and
the continued low taxes in Hong Kong and Singapore resulted in
more rapid economic growth than that experienced in countries
with higher levels of taxation. The incentives to working, invest-
ment, risk-taking and innovation activated by lower taxes are almost
certain to bring higher economic growth.

I believe that the available evidence makes a good case for the
elimination of the capital gains tax in Canada. However, many econ-
omists and politicians argue against this policy because it is seen to
have socially adverse effects on the distribution of income and it re-
sults in tax avoidance maneuvers as taxpayers attempt to shift tax-
able income into non-taxable capital gains.

What effect on income distribution?

The argument in favor of a capital gains tax has two aspects. First,
it suggests that increases in the value of assets upon realization pro-
vide their owners with resources that can be used, just like higher
salaries, interest, or dividend incomes, to raise consumption expen-
ditures. Horizontal equity in taxation requires that all increases in
spending power be taxed equally, regardless of their origin. This
reasoning underlay the recommendation by the Carter Commission
in the 1960s that a capital gains tax be imposed, using the catchy
slogan “a buck is a buck.” The Commission’s report in turn drew on
the academic analysis of Simons (1938) and Haig (1921), which
made a theoretical case for a comprehensive definition of the tax-
able income base, which included capital gains.

The second argument in support of the capital gains tax rests
on the principle of the “ability to pay.” This seductive slogan is the
rallying cry of the political left, which considers it self-evident that
persons earning $100,000 a year can afford to pay a higher proportion
of their income than those earning only $20,000. The argument from
the “ability to pay” has resulted in the progressive income tax system
in Canada. It forces high-income earners to pay more than 50% on
marginal increases in income while those at the bottom of the scale
pay no taxes at all or rates on extra income of only about 20%.

It is widely believed that only high-income earners make sub-
stantial capital gains on the grounds that lower income earners do
not have savings to accumulate wealth and enjoy the capital gains it
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can bring. For these reasons, the capital gains tax is believed to fall
mainly on high-income earners able to pay it.

What arguments can be made in response to these justifica-
tions of a capital gains tax? First, the “buck is a buck” slogan is seen
faulty by many because it does not distinguish an essential feature
of capital gains that make them different from ordinary income. The
following slogan makes this point succinctly: “tax the fruit of the
tree but not the tree itself.” The idea that captial gains are different
from income in this sense and, therefore, should not be taxed long
dominated the tax policies of the United Kingdom and countries of
its former empire like Australia, New Zealand, and Canada. The
idea lost its grip only after the end of the second World War, when
governments everywhere took on a much larger role in society. It
was also used for a long time to fight against the imposition of a
capital gains tax in the United States.

The economic analysis underlying this notion of “fruit and
tree” is that taxation should fall only on sources of income that are
not part of society’s future productive capital essential to the main-
tenance of living standard. Under this principle, it is all right to tax
profits, interest, and dividends but not the financial and real capital
that give rise to this income. In a world without inflation, all capital
gains by definition are equal to increases in the present value of the
future income stream flowing from the asset. Therefore, a capital
gains tax reduces an economy’s productive capacity and the future
stream of income. 

In the presence of inflation, some capital gains simply reflect
the higher cost of reproducing the capital. The taxation of such
nominal capital gains reduces the country’s productive capacity
even more severely than does the taxation of real capital gains. In
addition, the taxation of such phantom capital gains is unfair since
such a punitive confiscation of real property is inconsistent with the
principles of horizontal equity and ability to pay.

The “fruit-and-tree” analogy and the fact that capital gains
taxation reduces the stock of productive capital provides another
explanation of empirical phenomenon, noted above, that countries
without capital gains have larger capital stocks and correspondingly
higher labour productivity and incomes.

Canadian politicians embraced the “buck-is-a-buck” slogan
very happily when it first was developed in the Carter Commission
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Report in the late 1960s. It allowed them to defend their support for
the tax by appealing to an easily understood and populist idea.
Public-choice theory explains why demands for such a tax bring
large electoral support. The number of voters with incomes below
average and without capital gains in the 1960s was much greater
than the number of voters with high incomes and potential capital
gains. In effect, the politicians offered voters with lower incomes a
transfer of income at the expense of the “rich.” The electoral success
of the advocates of the tax led to its adoption in 1971. The same rea-
sons that made the tax attractive to politicians in the first place pre-
vent its elimination now. The conventional wisdom suggests that
the number of voters with low incomes and no capital gains is much
greater than that of voters with high incomes and capital gains.
Therefore, no political party can expect to win with a policy propos-
al that violates the interest of the largest segment of the population.

How correct is this conventional wisdom? Simple statistics
support it. Canadians with incomes of more than $100 thousand in
1992 represented 7.9% of all taxpayers. They paid 77.9% of all cap-
ital gains taxes. The remaining 92.1% of voters paid few or no cap-
ital gains taxes.

However, this figure and the conventional wisdom are incor-
rect for two reasons. First, the ownership of mutual funds has
spread enormously in recent decades, especially among those with
modest incomes. Canadian tax laws require that capital gains made
as a result of the operation of mutual funds have to be reported and
are subject to taxation in the owners’ annual income-tax return.
This tax burden tends to come as a complete surprise to most new
owners of mutual funds. (It should be noted that the tax is not pay-
able on mutual funds held in tax-exempt Registered Retirement
Savings Plans). It is clear that the tax on the realized gains falls to a
considerable degree not on the rich but on Canadians with modest
and even low incomes, who in recent years have increasingly be-
come the owners of mutual funds both in, and outside, their tax-
sheltered retirement plans.

Second, income earners in the highest income bracket often
have such high taxable income because in the particular year they
realized large capital gains. Their other, normal income before and
after the year in which they realized their gains often put them into
the middle-income and even lower-income brackets. Here is how
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this happens. Consider a person with a modest income, who has ac-
cumulated some shares and real estate to provide an income upon
retirement. When such a person dies, the capital gains are deemed
realized and the tax is due. Another example involves a person who
owns a small business, like a restaurant or a garage. Upon retire-
ment, the business is sold. After much hard work and plowing prof-
its back into the business over a long time, the sale gives rise to a
substantial taxable capital gain and tax obligation. Yet the often-
modest income of the owners of such small businesses hardly qual-
ifies them as “rich.”

Capital gains arising from circumstances like these certainly
are not in the conventional wisdom, which has it that capital gains
taxes are paid by the very rich. The analysis in the preceding para-
graph suggests that the elimination of the capital gains tax would
not allow the “rich to get richer.” Instead, it would permit many Ca-
nadians with moderate incomes to enjoy a higher living standard in
their old age. 

How important is the challenge to the conventional wisdom
implicit in the above examples? Joel Emes at The Fraser Institute
quantified the phenomenon, using statistics supplied by Revenue
Canada for 1992 (SPSD/M 6.1). He subtracted capital gains from
taxpayers’ reported incomes and then classified these taxpayers ac-
cording to the size of their remaining other income. He found that
Canadians with such other income above $100,000 paid only 26.8%
of all capital gains taxes. People with other incomes below $50,000
paid 52.1% of the total.

In sum, the equity arguments in favour of capital gains taxa-
tion—“a buck is a buck” and “ability to pay”—are politically appeal-
ing and explain why Canada enacted a capital gains tax. However,
this appeal is reduced substantially by the little-known fact that the
bulk of capital gains taxes is paid by people who have modest in-
comes and hold mutual fund shares. More important, many taxpay-
ers have modest incomes in years other than the one in which they
enjoy large capital gains. In addition, for anyone concerned about
the absolute living standards of the low-income earners, “taxing the
tree as well as the fruit” in the longer run reduces the living stan-
dards of the very people the tax is supposed to help.

I believe that for these reasons, the traditional equity argu-
ment in favour of retaining the tax has lost much of its validity and
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political appeal in recent years as Canadians in increasing numbers
have become capitalist holders of financial assets directly or
through their pension funds. The political appeal has also declined
along with the much-diminished rhetoric about social classes of
workers and capitalists that occurred with the end of the Commu-
nist empires. Politicians might well be surprised to find strong elec-
toral support for the removal of the tax, especially if they explain
effectively the basic facts about who pays the tax and what effects it
has on income in the longer run. The absence of public objections
to the lowering of the tax in 2000 supports this conclusion.

What is the incidence of the tax?

Ideologues concerned about the distribution of income between
capital and labour—one of the central concerns of Karl Marx—con-
sider the capital gains tax to be beneficial because it reduces the in-
come of capitalists and increases that of workers. According to
Marx, such a redistribution of income is considered to be essential
for economic prosperity since it raises spending on consumption by
workers and reduces the savings of capitalists. These results pre-
vent the regular crises of unemployment brought on by overall un-
der-consumption and too much saving. It also prevents imperialism
and the opportunity it brings for industrial countries to unload sur-
plus production on developing countries and thus prevent over-pro-
duction and unemployment—while destroying the indigenous
industries of these countries.

The idea that capitalism is prone to unemployment crises due
to too little spending has been made respectable by Keynesian eco-
nomics and still dominates the thinking of the political left in Can-
ada. It is used to argue in favour of higher taxes on the rich and
capitalists and more government spending to raise the income of
the lower-income classes and workers.

At the first (1999) Fraser Institute symposium on capital gains
taxation, Professor John Chant pointed to a puzzling phenomenon in
the theory of tax incidence. Public-finance textbooks make much out
of the proposition that tax burdens often are shifted away from pro-
ducers and sellers of products and in the end are borne by consumers.
For example, a tax on the sale of wood products may appear to lead
to lower incomes for their producers. In fact, almost all of the cost of
the tax is passed on to consumers through higher prices of the goods.
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Chant pointed out that these same books do not apply an
equivalent analysis of the incidence of the capital gains tax. Yet, if
they did, it would be obvious that the traditional incidence model
produces clear and simple results for a small country. Since Canada
is a small country and capital is imported freely, the rate of return
on capital is set abroad. Now, if the government of Canada imposes
any tax on the holders of capital—including a capital gains tax—re-
turns in Canada are lowered below the world level. Foreigners
refuse to accept the lower rate and Canadians shift more of their
capital abroad. As a result, the stock of capital in Canada is lowered
and pre-tax rates of return increase correspondingly until post-tax
rates of return reach those prevailing in the rest of the world.

In this new equilibrium, the capital per worker in Canada is
lower than it was before the tax was imposed. The lower capital en-
dowment reduces the productivity and, therefore, the income of
workers. Through this process, the tax on capital ends up being
borne by workers, which is not at all the effect desired by the ideo-
logues mentioned above who want the capitalists’ share of income
to be reduced to assure higher spending on consumption. And, it
certainly is not the effect desired by those who are concerned about
the absolute standards of living of workers at all levels of income.

Professor Zane Spindler, who participated in both Fraser In-
stitute symposiums on capital taxation, recently has entered the de-
bate over the institution of a capital gains tax in South Africa
(Spindler 2001). He uses a model based on the incidence analysis
just presented to show how a capital gains reduces the stock of do-
mestic capital. He then goes on to argue that this lower capital stock
has two additional negative effects on welfare not accounted for by
the lower labour productivity associated with the smaller stock of
capital per worker. 

The rigorous analysis of these additional costs is too technical
to be presented here. Suffice it to note that one of these effects is
what economists call the deadweight loss caused by the govern-
ment tax. Deadweight loss tends to be relatively small because it re-
flects essentially the lost opportunity of individuals to trade freely.
A Canadian who would have borrowed capital at 8% in New York in
the absence of a capital gains tax, is forced to pay 10% to a domestic
lender. At this interest cost, the project might not be undertaken at
all. The Canadian turns his or her labour to other investment
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projects that, by definition, are inferior to that prevented by the ex-
istence of the capital gains tax.

The second negative effect of the capital gains tax is that it
gives rise to government revenue, which is matched by costs to the
taxpayers. As Professor Gordon Tullock (1967) has pointed out,
these taxes invite payers to lobby with politicians and bureaucrats
to exempt them from the payment. This activity by taxpayers is
called “rent seeking” and uses up real resources in the form of la-
bour and other resources spent on persuading the bureaucrats and
politicians to provide the special concessions. The invitations to
fancy entertainment and travel, the offer of lucrative positions in
the private sector, and so on are well known in principle but difficult
to observe directly. However, Tullock argues persuasively that as
long as there are taxes payable, it pays to lobby to be exempted. The
process ends only once all of the potential tax revenue is matched
by the costs of lobbying.

It may well be that the theoretical Tullock model overesti-
mates the real resource costs of lobbying for exemption from gov-
ernment taxes and regulations. But, as a former elected member of
the Parliament of Canada, I can testify to the fact that anyone in
such a position can be entertained over dinner virtually every day of
the week. My experience as a member of an opposition party surely
is only indicative of the costly lobbying that goes on with members
of Parliament who serve in cabinet and have real power to influence
the bureaucratic administration of laws and regulations.

Finally, it is worth noting that in the preceding analysis it was
assumed implicitly that the real investment undertaken by foreign-
ers or financed by Canadians with borrowed funds only yields re-
turns reflected in profits and dividends. This is not true, according
to the modern theories of economic growth and trade (Porter et al.
1988) and Romer 1986). Direct foreign investment brings knowl-
edge and training to domestic workers that they can use in other
employment. Some former workers of multinational businesses use
their knowledge and skills to form companies that compete with
their former employers, fill the need for specific inputs used by the
foreign company, or offer specialized marketing services. These new
activities of former employees of foreign direct investment raise
overall productivity in Canada in ways that are not attributed to the
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initial foreign investment. These so-called externalities are lost to
the extent that a capital gains tax reduces the magnitude of direct
foreign investment.

Another form of externality arises from the cluster of indus-
tries in related activities (Porter 1980). Outstanding examples of
such clusters are the centers for high-tech firms in the Silicon Valley
in California and the Ottawa Valley in Ontario. In these areas, the
technical, financial, marketing, and other experts of individual firms
meet regularly in formal or informal gatherings. Valuable informa-
tion, the driving force of modern industry, is exchanged in, often
subtle, ways and raises the productivity of all firms in the areas. Di-
rect foreign investment, especially by multinationals, contributes to
these externalities, often by contributing knowledge gathered at
other clusters around the world. These externalities raise produc-
tivity and incomes in Canada. They are lost to the extent that capital
gains taxation reduces the inflow of direct foreign investment.

What are the administrative and efficiency costs?

One of the most important objections to the removal of the capital
gains tax is that it would create powerful incentives for taxpayers to
shift taxable income into non-taxable capital gains. Such practices
cause the misallocation of resources and greater income inequali-
ties since people with lower incomes would not have opportunities
to reduce their overall tax burden.

Many economists consider the argument over the shifting of
taxes very important. The practice allegedly was widespread in the
years before the creation of the capital gains tax and the Depart-
ment of Revenue in Canada had to spend large amounts of resourc-
es to stem the practice. A review of capital gains taxation by the
Department of Finance (1980) summarized the issues in the follow-
ing quotation, which is italicized in the original publication: “The
inability of the government to check surplus stripping abuses was,
in fact, the primary impetus for the comprehensive review of the tax
system in the early 1960s. It led to the establishment of the Royal
Commission on Taxation.”

Some leading investors and fund managers working in the
Canadian capital market during the 1950s and 1960s have told me
that the problem of surplus stripping was quantitatively relatively
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minor. They believe that the creation of the Royal Commission and
its recommendation for the creation of a capital gains tax was sym-
bolic of a swing towards larger government and the need for higher
revenues to finance it. The alleged economic success of Commu-
nism in the Soviet Union and Cuba and of Social Democracy in Swe-
den had created an intellectual and political environment in all
industrial countries, including Canada, for the expansion of govern-
ment and higher taxes.

The present opposition to the elimination of the capital gains
tax in Canada focuses strongly on the problems raised by surplus
stripping. It is important, therefore, to understand the concept fully.
For this purpose I present the following theoretical illustration of
how such “surplus stripping” would operate. It was given to the
economists at the Fraser Institute symposium in the hope that they
would be able to report the extent to which the practice is used in
the countries that do not have a capital gains tax and how local rev-
enue authorities have coped with it.

Surplus stripping
Table 1 illustrates how surplus stripping would work. In all parts of
the table it is assumed that there is no tax on capital gains and that
the marginal rate of taxation on personal income is 50%. The busi-
ness tax is assumed to be 25%. (For the sake of simplicity the anal-
ysis disregards the fact that Canada uses a complicated system to
reduce the double taxation of business income.)

The first part of the table shows the amount of taxes payable
if earnings of the business are distributed and enter into the own-
er’s personal income tax return. The second part shows what hap-
pens if the dividend is not paid out but reinvested. I then describe
the legal maneuvers involved in stripping the reinvested dividends
as tax-free capital gains. 
The illustration in table 1 demonstrates clearly the incentives to re-
duce taxes by otherwise legal maneuvers in a tax regime that taxes
personal income from assets but does not tax capital gains on such
assets. The illustration also suggests that the incentives are an in-
creasing function of the rate of taxation on personal income and a
decreasing function of the tax rate on business profits, facts that
help to explain Hong Kong’s benign experience with zero capital
gains taxes described in chapter below by Hsu and Yuen (p. 39).
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Table 1 : Surplus stripping—the avoidance of personal 
income taxes in the absence of a capital gains tax

(1) Pre-tax income of Company A $100.00

(2) Less corporate income tax at 25% $25.00

(3) Equals corporate surplus available for distribution to owner $75.00

(I) Withdrawal of corporate surplus as dividends

(4) Dividend received by shareholder $75.00

(5) Less personal income tax at 50% 37.50

(6) Total corporate and personal income taxes (lines 3 + 5) 
paid by Smith, the owner of the business $62.50

(II) Withdrawal of corporate surplus as capital gains (with capital 
gains tax rate at zero)—stylized facts.

(1) In line 3 above, it is assumed that $75 of after-tax business income 
is distributed to Smith. The tax evasion strategy requires that this 
sum is reinvested in Company A, which then shows in its balance 
sheet $X in real assets and $75 in cash.

(2) Smith incorporates a new Company B, which borrows a sum of mon-
ey from a bank. The cash is used to buy all shares of Company A. The 
price of the shares does not matter. Company B now is the sole owner 
of all of A’s real assets plus $75.

(3) Company A uses the cash it has obtained through the previous trans-
actions to repurchase its shares held by Company B. But B returns 
to A only the real assets keeps the $75 in cash.

(4) Company A has the same balance sheet as before the reinvestment 
of the $75. The value of its shares matches that of its real assets.

(5) However, Company B in the end has all the cash borrowed from the 
bank plus the $75 in cash. B repays the bank loan and keeps the $75 
residual. This sum is a capital gain, which arose from the perfectly 
legal purchase and sale of the shares of A. It is paid to the owner in 
cash. Company B is dissolved or kept as a legal shell.

(6) The owner reports this capital gain in his personal income tax return, 
but owes no tax.

(7) Total tax paid on $100 corporate income and 
under the surplus stripping policy: $25.00

Conclusion: Taxes avoided by reinvestment of profits 
and accompanying legal maneuvers: $37.50
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Converting personal income into capital gains
The absence of a capital gains tax also creates incentives to convert
ordinary taxable income normally paid as a salary into non-taxable
income. The opportunity to avoid taxes through this process tends
to be open to professionals like physicians, lawyers, and accoun-
tants and to plumbers, carpenters, and other skilled craftsmen who
conduct their affairs through a wholly owned and controlled corpo-
ration. Table 2 illustrates how under these assumptions tax burdens
can be reduced. 
Again, it should be noted that the amount of savings from the eva-
sion strategy is an increasing function of the personal income tax
rate. It is also less the higher the rate of business taxation.

Evaluation

The preceding analysis makes it clear that the elimination of the
capital gains tax in principle opens perfectly legal opportunities for
the evasion of taxes, which has important implications for the over-
all fairness of the taxation system. However, in practice, the use of
the method is limited by two factors.

First, as the description of the process shows, tax evasion
through these methods is complicated and costly for small and
wholly owned businesses. Second, widely held and publicly traded
firms face accounting rules and market discipline, which make it
virtually impossible to engage in such maneuvers.

As John Dobson, a successful Canadian portfolio manager
pointed out during the symposium, the real world importance of
surplus stripping and income shifting as an argument against the
elimination of the capital gains tax in Canada cannot be settled by
reference to the theoretical analysis alone. Needed is empirical in-
formation about the phenomenon.

As was noted above in the context of the effects of the capital
gains tax on productivity, answers to complex empirical questions
for which sophisticated studies cannot be made can be sought
through two methods. The first involves the judgement of practical
people working in the field of investment. Thus, the following quo-
tation taken from Jude Wanniski:
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Alan Greenspan has labored in the Wall Street vineyards be-
fore he got his academic degrees in economics. He told me he
had spent decades trying to figure out how to convert ordi-
nary income to capital gains, and couldn’t figure out how to
do it. As he put it in a conversation in his office at the Fed,
perhaps a decade ago, any tax on capital gains is a tax on the
national standard of living. (Wanniski 1999)

The second approach to the gathering of empirical information
is to study history and the experience of foreign jurisdictions. As the
papers in this volume show, the shifting of ordinary income into non-
taxable capital gains can readily be prevented by appropriate legisla-
tion. The following are the main findings of economists who studied
their countries’ experience with a zero capital gains tax regime.

Table 2: Income Shifting: The Avoidance of Personal Income Taxes 
in the Absence of Capital Gains Taxes.

Assume that Smith owns an incorporated business A, which receives 
all of his professional income and which pays all expenses. To sim-
plify the illustration, assume that after the payment of $100 as a sal-
ary to Smith, the company has no profits.

(I) No Tax Avoidance

(1) The corporation pays Smith a salary of $100.

(2) Smith faces a marginal tax rate of 50% and therefore pays taxes of $50.

(II) Tax is Avoided

(3) The corporation A does not pay Smith a salary and, therefore, shows 
a profit of $100. It pays a corporate income tax of $25, leaving the 
business with all of its assets and liabilities plus $75 in cash.

(4) Smith now goes through the same legal maneuvers of creating Com-
pany B, taking out a cash loan, buying and selling Company B and so 
on described in Table 1. After the maneuver is completed, Company 
B is left with a capital gain of $75, which goes to the professional as 
a non-taxable capital gain.

(5) Total taxes paid under strategy II: $25

Conclusion: Income shifting results in tax savings of $25.
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What is the evidence from abroad? 
Countries without capital gains taxes.

All of the papers printed below convey an important message. In
practice, the tax systems of all countries are extremely complex and
are in constant flux. Readers should be warned that for this reason
alone, the summaries to be presented by their very nature involve
much simplification and cannot tell the full story. 

Hong Kong

The chapter on Hong Kong by Berry F. C. Hsu and Chi-Wa Yuen, Tax
Avoidance Due to the Zero Capital Gains Tax: Some Indirect Evidence
from Hong Kong (p. 39), is perhaps the most definitive in docu-
menting that a zero capital gains tax does not bring major distor-
tions and problems for the tax authorities. In that special
administrative region of China, the battlefront between tax collec-
tors and those wanting to reduce their tax burden is found in the
operational definition of gains from trading and capital gains. The
following excerpts from their paper make the main points:

Problems arise when assets are traded as a matter of routine
business, as in the case of a real estate firm specialising in the
purchase and resale of buildings and land. Profits from such
trade in assets are taxable. In principle, profits from the in-
crease in the value of such property held as trading inventory
are not taxable. In practical law, however, the concept of
“trade” has not been precisely defined in the Inland Revenue
Ordinance. As a result, courts are often asked to adjudicate
disputes between citizens who claim that income is from cap-
ital gains rather than from trade and the tax authorities who
argue that the income is due to trading.

Believing in the basic principle of simplicity, the Inland Reve-
nue Ordinance from the outset has been designed to contain
very little strict anti-avoidance legislation. However, over
time, the growth of sophisticated tax planning arrangements
has led to the introduction of many sub-sections in the Inland
Revenue Ordinance aimed at closing loopholes. Now the In-
land Revenue Ordinance contains two general anti-avoidance
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provisions. The first sets out to disregard any 'artificial or fic-
titious' transactions that do not in fact take place and any that
reduce or would reduce the amount of tax payable. The sec-
ond applies a 'sole or dominant purpose' test to determine
whether a transaction is conducted mainly for the purpose of
obtaining tax benefits through the avoidance or postpone-
ment of the liability to pay tax or the reduction in the amount
thereof.

In fact, the court decisions…have not prevented attempts to
avoid taxes through transactions that turn income into non-
taxable capital gains. This is at least in part due to the fact
that it is not always clear whether a given transaction is de-
signed to avoid taxes or whether it is a genuine commercial
activity that only appeared to involve tax evasion. As a result,
a number of rulings by the Commissioner of Inland Revenue
that specific transactions are for tax avoidance have been ap-
pealed to the Board of Review of the Hong Kong Inland Rev-
enue. These appeals may be considered to reflect the extent
to which the absence of a capital gains tax has induced shift-
ing of ordinary income into capital gains.

After a review of the nature and magnitude of these appeals, the au-
thors come to the following overall conclusion:

On the basis of the indirect evidence available to us we con-
clude that the absence of a capital gains tax in Hong Kong has
resulted in little, if any, inefficiencies and inequities.

Important in the light of my analysis above, they also conclude:

Casual empirical evidence suggests to us that only small busi-
nesses tend to make efforts to avoid taxes by increasing capital
gains through excessive reinvestment of profits and low per-
sonal compensation of owners. The economic importance of
such small businesses is relatively minor in Hong Kong.

While the conclusions of Hsu and Yuen support the arguments of
those in favour of eliminating the capital gains tax in Canada, there
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are questions about the relevance of evidence drawn from the Hong
Kong experience. Hong Kong is unique in many ways. Most impor-
tant for the present analysis is the fact that the zone’s personal in-
come tax rates are about 15% and, therefore, are very low relative
to those of most other industrial countries of the world, including
Canada. Because of these low personal income tax rates in Hong
Kong, the incentives to shift ordinary income into capital gains cer-
tainly is less than it would be in countries with higher rates.

On the other hand, this condition raises a point discussed
widely among economists. To maximize the incentives for savings
and capital formation, which increase economic growth, more of a
given amount of revenue should be raised through the increased
use of indirect taxes, like value-added taxes and a decreased use of
direct taxes, like those on personal and business income. If Canada
would adopt such a mix of taxes, its personal income tax rate could
be much lower than it is and the incentives to income shifting
would be reduced correspondingly.

Switzerland

In Capital Gains Taxation: Evidence from Switzerland (p. 55), Peter
Kugler and Carlos Lenz note that the federal government of Swit-
zerland does not have a capital gains tax but that such a tax is im-
posed by some of the cantonal governments. What makes this paper
most interesting is that some of these cantonal governments in re-
cent years have abandoned the tax while others have retained it.
This virtually controlled experiment has provided important empir-
ical information about the effects of the tax on economic growth. As
noted above, the evidence suggests that the cantons without the tax
experienced an increase in cantonal income not matched by those
cantons that retained the tax.

The authors did not discuss the problems faced by the Swiss
government due to the incentives to shift ordinary taxable income
into non-taxed capital gains at the federal level. They report that the
Swiss federal government has for some time faced political pres-
sures to impose a capital gains tax. However, these pressures have
not come from the revenue department or others concerned about
the problems created by these incentives. Instead, they have come
from the political Left concerned over the large inequalities in
wealth and income created by the stock-market boom of the 1990s.
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In this sense, Switzerland is like Canada and most of the oth-
er industrial countries. Its government faces pressures from citizens
with a very static view of the world. These citizens are inclined to
focus on income distribution and the living standards of the poor in
the short run. They neglect or minimize the negative effect capital
gains taxes have on economic growth. Switzerland’s per-capita in-
come is one of the highest in the world. According to my analysis
presented above, at least some of this higher living standard should
be attributed to the historic absence of a capital gains tax at the fed-
eral level.

New Zealand

Robin Oliver brings to the writing of his chapter extensive experi-
ence as a tax consultant and as an adviser to the revenue depart-
ment of the government of New Zealand. His chapter, Capital Gains
Tax: The New Zealand Case, reflects this background. He reports at
length on the nature of tax planning and legal maneuvers employed
by New Zealanders trying to reduce their tax burden through the
shifting of income.

His analysis reflects the conditions that existed in Canada be-
fore the introduction of the capital gains tax. As noted in the quo-
tation from Department of Finance 1980 (above, p. 15), these
conditions were one of the main justifications for the introduction
of the tax in Canada.

Oliver concluded that the zero capital gains tax regime in
New Zealand is very costly. There are many lawyers and tax consult-
ants paid to find ways for their clients to avoid taxes through the
conversion of other income into capital gains. The government’s ef-
forts to prevent these practices in turn results in additional costs. In
spite of these government efforts, it is impossible to prevent some
tax avoidance, which reduces the efficiency and equity of the entire
tax system. It seems that the private sector’s ingenuity always finds
legal and institutional ways to create new loopholes after old ones
have been closed by appropriate changes in government regula-
tions. For these reasons, Oliver recommends the introduction of a
capital gains tax in New Zealand:

I would assert, after my long experience with the New
Zealand tax regime as a private consultant and government
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adviser, that the best possible system is not one, which sim-
ply excludes capital gains from taxable income.

However, he tempers this recommendation by pointing to the par-
ticular bias he brings to the issue through his professional back-
ground and current position:

This paper has canvassed the problems posed for New
Zealand’s tax system by the absence of a general capital gains
tax. Undoubtedly, if we had a capital gains tax, the paper would
have canvassed the problems posed by having such a tax.

In my view, Oliver’s analysis is an important reminder about
a fact well known to economists: there is no free lunch. In this
sense, his analysis is consistent with the general arguments made
above. It reminds us that the merit of moving to a zero capital gains
tax rate depends on the outcome of a set of complex calculations.
These calculations involve the benefits in terms of greater economic
growth against the costs of dealing with attempts to avoid taxes and
the effects of incomplete success on the horizontal equity of the sys-
tem. The weights that analysts put on the costs and benefits are de-
termined to a large extent by their personal and professional
backgrounds, which is quite benevolent as long as readers are aware
of the analysts’ background.

Mexico

Francisco Gil Diaz, the author of Capital Gains Taxation in Mexico
and the Integration of Corporation and Personal Taxes (p. 89),
brings to his analysis a background entirely different from that of
Robin Oliver. He holds a PhD in economics from the distinguished
University of Chicago. Under President Roberto Salinas, he served
as his country’s Minister of Revenue, in which capacity he has been
credited with increasing the integrity of the system, lowering taxes,
broadening the tax base, and increasing enforcement of tax laws
and regulations. When he wrote and presented his paper, he was
the chief executive officer of a large telecom company in Mexico. Af-
ter the election of President Vincente Fox, he was appointed Minis-
ter of Finance.

On the issue of capital gains taxation, Diaz takes a different
approach, as is evident from the following, selective quotations.
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If distributed profits and capital gains are taxed differently,
people will tend to engage in tax arbitrage and to choose the
lower taxed vehicle. Therefore, the correct, neutral and equi-
table goal is not a favored treatment for capital gains, but
rather to strive for a symmetrical treatment of distributed
profits and of capital gains. If the first are taxed twice so
should the other and, if the first are not adjusted for inflation,
it is not clear why the other should. 

On the other hand there are no efficiency or equity
grounds to double tax corporate profits, if dividend and cor-
porate profit taxation were integrated, that is, if only the in-
dividual shareholder were considered the unit of taxation,
capital gains taxation would virtually disappear. 

Under such a scheme a corporate income tax is solely
an individual income tax withheld at the source, just as it is
frequently done with wage or interest income. In this vein, in-
dividuals add-up their various sources of income, including
dividends, albeit grossed-up to determine the before corpo-
rate income tax profit, but then the corporate income tax
would be creditable as a withheld tax in order to arrive at the
individual income tax.

The end result of this procedure is that corporate prof-
its would be taxed only once at the individual’s level. Such a
design requires parallel corrections in the way capital gains
are taxed. The seller of a share would be allowed to modify its
purchase price when calculating the difference between the
sale and purchase prices to arrive at the taxable capital gain.
The required adjustment would be to allow for taxed rein-
vested profits to be added to the purchase price of the share
and to deduct corporate losses.

However transparent and non-distorting, the integra-
tion solution has serious drawbacks. The accounting require-
ments are complex and many years of information and
documentation are needed.

Diaz expands on these problems of information and documen-
tation and refers to several issues arising from the policy of taxing
personal and business incomes at different rates, which was intro-
duced recently under President Zedillo’s regime. However, it appears
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that Diaz strongly supports eliminating double taxation of business
income and, implicitly, the elimination of capital gains taxation. 

New Zealand, like Mexico, has a fully integrated system of tax-
ation for personal and business income. It also does not have a cap-
ital gains tax. The reasoning of Mexico’s Minister of Finance and the
experience of New Zealand should be studied carefully. In my view,
such a study will increase the support in Canada for the elimination
of the capital gains tax and the double taxation of business income.

Inflation indexing

The preceding analysis implies that Canadians would gain large
benefits from the elimination of the capital gains tax. However, if
such a policy is not adopted, the following analysis suggests ways in
which the present system can be made more efficient, transparent,
and equitable.

Logical consistency is not the hallmark of the Canadian or any
other country’s system of taxation. Thus, the argument that a buck
is a buck implies that capital gains should fully enter taxable in-
come. There is no reason why capital gains should be treated the
way they are in 2001—taxable at only one half of their value. After
all, there is no analogous adjustment to wage income or dividends
and interest and they give rise to a buck just as capital gains do.

So why are 50% of all capital gains in Canada excluded from
taxable income? The official reason is that this practice eliminates
the unfairness and inefficiencies resulting from inflation. To see the
importance of these considerations consider someone who owns
stocks bought at 100. Assume that the general inflation over the fol-
lowing 10 years has doubled the price level and wages so that the
real income of the investor and of every other worker remained con-
stant in inflation-adjusted real terms. Now assume that the value of
the stocks also doubled to 200 and that they are sold for a realized
and taxable gain of 100.

The taxation of these purely nominal gains in that year results
in a decrease in the investor’s real income. This outcome is not the
intention of the capital gains tax legislation but is due to the taxa-
tion of phantom capital gains caused by general inflation. In the
context of the analogy used above, the holding of the stocks has not
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produced a taxable fruit and the tax on the nominal gains falls en-
tirely on the tree. In terms of the populist slogan, a buck really is
not a buck unless the capital gains are adjusted for inflation.

The logical method for handling problems of inflation is to
adjust nominal values correspondingly. However, for reasons that
are not clear to me, to adjust for inflation the government of Canada
has decided instead to use a blanket approach. All capital gains
presently are subject to a 50% inclusion rate. The remaining capital
gains then become part of total taxable income and are subject to
the investor’s personal marginal income tax rate.

It is easy to see that, by the standards of the buck-is-a-buck
principle, the 50% inclusion rate results in a fair and efficient ad-
justment only when over the investors’ holding periods the cumu-
lative inflation is exactly 50%. For any given level of inflation, this
rule clearly favours capital gains made in the short run. Consider an
annual, average inflation rate of 3%. An asset sold after one year is
over-compensated for the inflation. On the other hand, at that infla-
tion rate, nominal asset values increasing at the same rate double in
24 years. Assets held over 24 years bring nominal capital gains
greater than is compensated for by the 50% inclusion rate.

It is interesting to note that the Canadian system of adjusting
for inflation encourages the realization of capital gains in the short
run. The United States and many other countries have systems de-
signed to tax short-term more heavily than long-term gains. This
approach is used to reduce the magnitude of short-term speculative
bubbles in stock and real estate markets.

The injustice created by the broad approach to inflation ad-
justment for capital gains may be illustrated by an example from re-
cent Canadian history. Between 1972 and 1991, consumer prices in
Canada rose 3.8 times while the Toronto Stock Exchange Index of
300 Companies rose 2.9 times. As a result, consider what happened
to the financial conditions of a person who bought a representative
sample of stocks in the TSI worth $100,000 in 1972. This invest-
ment in 1991 was worth $290,000. Its sale that year brought a cap-
ital gain of $190,000 and, at the 50% inclusion rate, resulted in
taxable income of $95,000. Assume that the gain was taxable at the
investor’s 50% marginal tax rate on personal income and resulted in
a tax payment of $47,500. The investor was left with $242,500 from
the sale of the stocks. However, because of the inflation, the real
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goods and services worth $100,000 in 1972 cost $380,000 in 1991.
Our investor suffered a loss of 36.2% of the initial wealth in 1972.

This loss in real wealth has two components. First, there is a
decline of 24% due to the excess of the rate of inflation over the
growth in the asset value experienced during the years from 1971
to 1992. The second component of 12.2% was due to the tax paid
on the fictitious capital gains during the period. Whereas the gov-
ernment cannot control the real decline in asset values directly, it
could eliminate the unfair taxation of phantom gains.

To achieve this objective, the Government of Canada needs to
index all gains to the actual rate of inflation. This can be done very
simply by sending to all taxpayers a table that allows them to read
off the cumulative inflation in the consumer price index experienced
during the time they bought and sold their assets. Taxpayers can eas-
ily adjust their capital losses correspondingly. Under such a system
of indexation, the present 50% inclusion rate should rationally be
raised to 100%. The outcome of these policy changes would be a fair,
efficient, and transparent system of capital gains taxation fully con-
sistent with the principle underlying the slogan that a buck is a buck.

It is possible that such a policy would raise effective rates of
capital gains taxation in the future and that it might have meant
higher rates in the past compared with what they were under exist-
ing 50% inclusion rates and actual inflation. Unfortunately, the es-
timation of such revenue effects is complicated by the need to make
assumptions about the length of holding periods as well as by the
assumed rates of future inflation. I have not seen any estimates of
this sort made by private scholars though the task should not be be-
yond the capability of the Canadian government.

The indexing and the full inclusion of capital gains may result
in politically undesirable changes in revenues and tax burdens. Un-
der these conditions, revenues can be kept unchanged through the
adoption of the American system, which has a special rate for capi-
tal gains completely separate from the personal income tax and has
generally lower rates for long-term than it has for short-term capital
gains. Under this approach, the progressivity of the present Cana-
dian capital gains tax would be eliminated. However, because of the
close integration of the two countries’ financial markets, the adop-
tion of the same rate in the two countries would provide desirable
incentives for the efficient allocation of capital.
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Capital gains taxes in the United States are not adjusted for
inflation. This has led Alan Greenspan, the Chairman of Board of
Governors of the Federal Reserve in Washington to make the fol-
lowing statement:

Actually I’d go to indexing. And the reason I would is that it’s
really wrong to tax a part of a gain in assets which are attrib-
utable to a decline in the purchasing power of the currency,
which is attributable to poor governmental economic policy.
So, for the government to tax peoples’ assets which rise as a
consequence of inferior actions on the part of government
strikes me as most inappropriate. (quoted in Joint Economic
Committee 1999: 35)

If Canada taxed capital gains tax at the same rate as the Unit-
ed States and if they were indexed, investors would be induced to
place more of their capital in Canada. From a narrow Canadian
point of view, this would be a desirable development because it
would raise the country’s capital stock and productivity of labour.
The Canadian policy might also give more urgency and weight to
Greenspan’s recommendation and cause the United States to adopt
inflation indexing.

What is the evidence from abroad? 
Countries with inflation indexing

The indexing of capital gains to inflation is seen by many to cause
costly administrative complexities. Three chapters in this volume
consider indexing in Britain, Ireland, and Australia.

All three authors conclude that, at the level of individual tax
payers, the indexing of capital gains is not a very complex process.
As already noted, taxpayers face the simple task of using a table,
which the government provides, together with general tax forms
and instructions. The table allows taxpayers to read off the amount
of inflation in the country in the years elapsed between the initial
purchase of the asset and the realization of the gains. The actual cal-
culation of the real taxable gain is very simple and involves the mul-
tiplication of two numbers.
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However, as in most seemingly simple forms of taxation,
there are many devils in the details. These devils often stem from
the need to translate a principle into operational instructions for
taxpayers. More often they originate with revenue authorities and
politicians. Some of the details are introduced in response to the
need to counter avoidance techniques used by taxpayers. Some are
due to changes in the environment like high levels of inflation,
which led to indexation in Britain in the early 1980s. Others are in-
troduced by politicians dissatisfied with the economic and social ef-
fects of existing legislation.

United Kingdom

In Capital Gains Taxation in Britain: The Merit of Indexing and Ta-
pering (p. 107), Barry Bracewell-Milnes notes that the indexation of
capital gains was introduced in 1982 largely in reponse to the eco-
nomic distortions and inequities caused by the inflation of the late
1970s, which peaked at over 25%. The system of indexation was
gradually made more comprehensive. In 1985, it was extended to
cover losses. One important operational problem involved the cal-
culation of gains on assets in a portfolio, which were acquired at dif-
ferent prices and times. Until 1982 investors could use the FIFO
(first in, first out) principle. Thereafter, they were required to use
LIFO (last in, first out) accounting. There was also a rule for aver-
aging prices, which lasted until 1998.

In 1998, indexation was replaced by a system of tapering un-
der which the taxable percentage of a nominal capital gain was made
a decreasing function of the time over which the asset was held. Un-
der this rule, only 25% of any gain was taxable if a business asset was
held for 10 or more years. This means that a person with a high mar-
ginal tax rate effectively pays only a 10% capital gains tax rate. For
non-business assets, the maximum effect of tapering is much less
generous and makes taxable 60% of gains after 10 years. The 10-year
period was reduced to 4 years for business assets in 2000.

The author’s view on indexation in his own words is: 

Income and capital gains are as distinct as day and night, even
though there are short periods of ambiguity at dawn and
dusk. If it were right to tax capital gains as income, indexation
would merely remove the additional burden imposed by price
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rises. But I believe that it is not right to tax capital gains as
income. In my view, therefore, indexation is a means of light-
ening the burden of an excessive and damaging tax. As such,
it reduces public demands for the elimination of the unjust
tax and it prevents the adoption of superior alternative meth-
ods like tapering for reducing the burden.

The following is the author’s final, summary conclusion:

The main thesis of the present paper is that capital gains tax-
ation is an economically damaging tax. Short of the ideal of
its abolition, the damage done by the tax can be mitigated by
measures to reduce its burden and inefficiencies, like index-
ation or tapering.

However, these two measures do not have equal merit.
Those who view capital gains tax as necessary for reasons of
equity and efficiency consider indexation desirable. Index-
ation makes the tax fairer and less distorting. Tapering gener-
ally appeals to those who believe it desirable to have low rates
of taxation to minimize the efficiency cost, especially the
lock-in effect. Tapering, which ultimately lowers the tax to
zero appeals most to those who oppose the Simons definition
of income. These analysts, including myself, believe that cap-
ital gains are distinctly different from other sources of income
and in particular that all certain gains should be taxed and un-
certain gains should not.

Australia (Freebairn)

John Freebairn is an economist at the University of Melbourne, spe-
cializing in public finance and taxation. In his chapter, Indexation and
Australian Capital Gains Taxation (p. 123), he notes that Australia
adopted a capital gains tax in 1985 mostly to broaden the tax base
and eliminate the tax avoidance maneuvers used to avoid paying in-
come and profits taxes. The 1985 law allowed realized capital gains
to be adjusted for inflation during the holding period of the asset.
Real gains were taxable fully at the payer’s personal income-tax rate.

In 1999, indexation was abandoned and Australia adopted a
system equivalent to that used in Canada—only one-half of realized
gains was taxed at the personal income-tax rate of the owner. Why
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was indexing abandoned? According to Freebairn, it was not be-
cause of any problems inherent in the system:

The indexing of capital gains for inflation to determine real
capital gains is a trivial and low cost exercise once the data
on acquisition costs and sales values are known. The Austra-
lian Taxation Office provides taxpayers with a table of the
general consumer price index along with instructions on
how it has to be used. For this reason, high compliance costs
associated with the measurement of real capital gains, as op-
posed to nominal capital gains, has not been a part of any dis-
cussions about changes to the Australian system of capital
gains taxation.

The reason for the change from indexation to the lower inclusion
rate is found in The Review of Business Taxation, quoted by Freebairn:

Though indexation provides a significant reduction in effective
rate for many taxpayers, this is probably not well recognized,
especially among foreign investors. Indeed the perception has
been that the Australian tax system imposes tax at full income
tax rates. Such perceptions are not easily corrected and a
change in the form of concession or something more akin to
the types of concessions available abroad would, in the Re-
view’s judgement, be more effective in attracting investors to
Australian assets.

The concluding section of Freebairn’s paper provides the following
assessment of the effects of the 1999 tax reforms:

The stated objectives of these reforms of the capital gains tax
were to encourage innovation, promote domestic and over-
seas investment in Australian business and achieve greater
equity. It is not clear that these objectives of the reform will
be achieved. Their attainment depends on questionable as-
sumptions about the rationality of investors, especially that
they do not understand the benefits of indexing and put great
weight on the fact that only one half of their nominal capital
gains are taxable.
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The shift from indexing to the halving of the inclusion rate affects
the effective tax burden and government revenues in ways dis-
cussed above and elaborated on by Freebairn. If, over any given
holding period, cumulative inflation exceeds 50% of the nominal
capital gain, effective tax rates and revenues are increased. If infla-
tion is below 50%, they are reduced. Since future inflation is not
known, it is impossible to know whether the 1999 capital gains tax
reforms have increased or lowered effective rates.

Ireland

Capital Gains Taxation in Ireland (p. 141) by Moore McDowell con-
tains a long and detailed history of capital gains taxation in Ireland.
Readers will find it interesting how the details of the tax code
changed frequently in response to external developments, changes in
economic theory, and new political trends. Of greatest interest to the
present analysis is the country’s experience with inflation indexing:

The high inflation rates of the 1970s resulted in high capital
gains taxes on assets held for long periods. In response to
protest over this unfair tax, some major changes in the origi-
nal capital gains tax regime were introduced. The first of
these was in 1978 an inflation adjustment mechanism de-
signed to limit the tax liability to changes in the real rather
than the monetary value of assets. This adjustment took the
form of what was termed an “inflation multiplier,” which was
simply the percentage change in the Consumer Price Index in
the year up to the beginning of the current financial year be-
ginning on April 6. In practice, the procedure requires an in-
crease in the purchase value of assets by the rate of inflation.
The resultant adjusted purchase value is subtracted from the
disposal value to arrive at the taxable capital gain.

The 1978 Finance Act also introduced differential tax
treatments depending on the length of time an asset had been
held. This arrangement can be seen as a form of inflation re-
lief, which already had been granted through the inflation
multiplier provision just discussed. So, why was it considered
necessary to add this new provision? The authorities offered
the argument that the capital gains tax was a disincentive to
long term “genuine” investment. Such investment was needed
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to encourage capital formation, which would relieve Ireland’s
chronic problem of underemployment and foster structural
change needed in the wake of accession to membership in the
European Economic Community. On the other hand, accruals
of wealth based on mere “speculation” were considered to be
a legitimate target of taxation on the grounds of equity. Since
assets held for longer time periods were already subject to in-
flation indexing, the lower rate of taxation for them means
that were over-compensated for inflation.

McDowell explains some fundamental and sophisticated theoretical
issues raised by the practice of indexation. Readers must judge for
themselves the extent to which these criticisms imply that inflation
indexing is economically undesirable.
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Notes will be found on pages 51–53.

Tax avoidance due to the 
zero capital gains tax

Some indirect evidence 

from Hong Kong

BERRY F. C. HSU AND CHI-WA YUEN 

Consistent with its image as a free-market economy with minimal
government intervention, Hong Kong is a city with low and simple
taxation. Unlike most industrial and developed economies with
full-fledged tax structures, Hong Kong has a relatively narrow tax
base. It has direct taxes, which account for about 60% of the total
tax revenue. These direct levies fall on earnings and profits and in-
clude an estate duty. Hong Kong also has indirect taxes, which ac-
count for the remaining 40%. These consist of rates, duties, and
taxes on motor vehicles and so on.1 Nonetheless, Hong Kong has
neither a sales or value-added tax nor a capital gains tax. In this
paper, we explain the absence of the capital gains tax and provide
some indirect evidence on the tax-avoidance effects induced by
this fact.
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Why is there no capital gains tax in Hong Kong?

Under the British colonial rule, no tax was levied on capital gains in
Hong Kong.2 This continues to be the case since the Chinese gov-
ernment took over in 1997.

During the pre-1997 (colonial) period, the tax structure in
Hong Kong was based on the British tax system, which uses the
source concept of income for the taxation of different kinds of in-
come. This concept originated in Great Britain in the late eighteenth
century. It argues that only incomes derived from identifiable sourc-
es—rather than the sources themselves—are subject to tax. In this
sense, income generated by a capital asset is taxable while the cap-
ital asset itself is not.

Historically, countries with common-law regimes have ad-
hered to the source concept and have not had capital gains taxation.
However, there are a few exceptions to this rule. Capital gains are
taxed in Australia, Canada, and Great Britain, all of which are com-
mon-law jurisdictions. The capital gains taxes in these countries are
justified on the highly debatable ground that capital gains are a part
of capital income, do not represent the source, and therefore are
taxable even if the source principle is followed. This is one of the
few areas where the Hong Kong tax system diverges from its British
counterpart. In this sense, history and convention alone cannot ex-
plain the absence of the capital gains tax in Hong Kong.

After the 1997 hand-over, the Basic Law provided for the re-
tention by the Hong Kong Special Administrative Region (HKSAR)
of the tax structure already existing.3 Until recently, the fiscal bud-
gets in Hong Kong have been surplus prone.4 Thus, there has been
little need for the government to introduce new taxes—including a
capital gains tax—to finance its expenditures. The taxing authority
has not given any official explanation for the absence of that tax
and no tax reform or review committees have been created to look
into the issue.5, 6 Circumstantial evidence suggests that the main
reason for not introducing the capital gains tax stems from the HK-
SAR government’s obsession with the simplicity and efficiency of
the existing low tax policy—even at the expense of the no less im-
portant principles of vertical and horizontal equity. However, the
reluctance to introduce a capital gains tax may also be due to the
well-known problems of valuing capital assets, avoiding the lock-
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in effects, and eliminating inflation-induced distortions, which ac-
company the administration of the tax.

Although there is no capital gains tax in the HKSAR, there are
two distinct types of taxes on capital. They fall on property rather
than on gains from property, and they are levied under different
conditions. First, stamp duties are charged on documents relating
to the transfer of certain types of property (e.g., leases, shares, and
immovable properties). Second, estate duties are a form of inherit-
ance tax imposed on the value of property located in the HKSAR
and passed on to heirs at the death of a person. Stamp duties bring
in more than 10% of the total operating revenue for the government
whereas estate duties account for only 1%.

Trading profits versus capital gains

The absence of the capital gains tax does not mean that all incomes
generated in the process of asset transactions are tax-free. Under
section 14 of the Inland Revenue Ordinance, the profits tax express-
ly excludes “profits arising from the sale of capital assets” (i.e., prof-
its from capital sources). More precisely, such a sale must involve
“assets.” But, profits arising otherwise than from “the sale of capital
assets” are not excluded from profits tax liability.

There is, however, no legal authority to impose tax on these
profits either, unless they arise in the ordinary course of a “trade,
profession, or business.” The exclusion provided by this provision
is to avoid doubt more than anything else. What constitutes a “sale”
and what is an “asset” are nonetheless not always clear. On the oth-
er hand, profits arising from a trade or the practice of professions
(i.e., profits from non-capital sources, or profits of a revenue nature)
are taxed. In addition, a tax may be charged on the profits of spec-
ulative transactions if they can be shown to constitute an adventure
in the nature of trade.7

Problems arise when assets are traded as a matter of routine
business, as in the case of a real estate firm specializing in the pur-
chase and resale of buildings and land. Profits from such trade in as-
sets are taxable. In principle, profits from the increase in the value
of such property held as trading inventory are not taxable. In prac-
tical law, however, the concept of “trade” has not been precisely
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defined in the Inland Revenue Ordinance. As a result, courts are of-
ten asked to adjudicate disputes between citizens who claim that in-
come is from capital gains rather than from trade and the tax
authorities who argue that the income is due to trading.

Hong Kong courts have often been asked to rule on such ambi-
guities. These rulings constitute the common-law base for deciding
whether a particular transaction is a trade or involves a capital gain.
Six basic factors called “the badges of trade” have emerged from these
rulings and have been summarized in the Final Report published in
1955 by the British Royal Commission on the Taxation of Profits and
Income. The “badges of trade” considered by courts are:

(1) the subject matter of realization,

(2) the length of the period of ownership, 

(3) the frequency or number of similar transactions by the same
person,

(4) supplementary work on, or in connection with, the property
realized, 

(5) the circumstances that were responsible for the realization, 

(6) the motive for the realization.

It is beyond the scope of this paper to discuss trade in greater detail.
For our purpose, it is sufficient to note that many appeals concern-
ing profits tax assessment by the Inland Revenue Department are
related to disputes over the issue whether profits earned are trading
profits (which are taxable) or capital gains (which are tax-exempt).
Almost always, the verdict whether a transaction is deemed to have
given rise to a taxable profit is based on the “badges of trade” test.

Tax avoidance and the Hong Kong 
Inland Revenue board of review

Although there is no capital gains tax in the HKSAR, in the 1998/
1999 fiscal year, tax on gains from the property sector accounted for
32% of the total profits tax collected (equivalent to 14% of total
government tax revenue). Together with revenues from stamp duty
and estate duty, tax on capital-related income accounted for some
25.5% of the total tax revenue. Accordingly, there is a very strong
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incentive for taxpayers to shift their income into capital gains while
adhering to anti-avoidance provisions in the code.

Believing in the basic principle of simplicity, the Inland Reve-
nue Ordinance from the outset has been designed to contain very lit-
tle strict anti-avoidance legislation. However, over time, the growth
of sophisticated tax planning arrangements has led to the introduc-
tion of many sub-sections in the Inland Revenue Ordinance aimed at
closing loopholes. Now the Inland Revenue Ordinance contains two
general anti-avoidance provisions. The first sets out to disregard any
“artificial or fictitious” transactions that do not, in fact, take place
and any that reduce or would reduce the amount of tax payable. The
second applies the test of “sole or dominant purpose” to determine
whether a transaction is conducted mainly for the purpose of obtain-
ing tax benefits through the avoidance or postponement of the lia-
bility to pay tax or the reduction in the amount thereof.

Among the specific anti-avoidance provisions of the Inland
Revenue Ordinance, the most relevant to our analysis is section
15A. It is intended to counteract the following type of transaction.
A person sells the right to a stream of taxable income to another
person for a lump sum. This lump sum is claimed to be a tax-free
capital gain. However, as long as the seller retains the ownership of
the underlying asset, such a lump-sum sale of a stream of income is
deemed to have been undertaken to avoid the payment of income
taxes on the income and the alleged capital gain is taxed as income.
Such an arrangement was the subject of a legal procedure in Austra-
lia (FC of T v. Myer Emporium Ltd. (85 ATC 411)). Initially a court
held that the receipt was indeed of the nature of a capital gain and
thus not taxable. However, a higher court in Australia later reversed
that decision on appeal.8 The money received through the transac-
tion was considered to be trading profit and hence taxable. Al-
though the court decision has become a common-law precedent,
section 15A of the Inland Revenue Ordinance code has been re-
tained to avoid any ambiguities. 

In fact, the court decision and section 15A have not prevented
attempts to avoid taxes through transactions that turn income into
non-taxable capital gains. This is, at least in part, due to the fact that
it is not always clear whether a given transaction is designed to
avoid taxes or whether it is a genuine commercial activity that only
appeared to involve tax evasion. As a result, a number of rulings by
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the Commissioner of Inland Revenue that specific transactions are
for tax avoidance have been appealed to the Board of Review of the
Hong Kong Inland Revenue. These appeals may be considered to re-
flect the extent to which the absence of a capital-gains tax has in-
duced shifting of ordinary income into capital gains.

Table 1 contains some statistics about appeals to the Board of
Review against the decisions made by the Commissioner of Inland
Revenue that the transactions involved were revenue in nature
(hence, taxable) rather than capital in nature (hence, not taxable).
The table also distinguishes whether these appeals involved trans-
actions in land or other assets. Note that under the statutes of the
Board of Review, the onus of proving that the receipts are capital in
nature rests with the appellant taxpayers.

The second column in the table shows in parenthesis the total
number of appeals filed in the years concerned. The numbers reveal
that about 40% of the appeals are related specifically to the dispute
about “revenue versus capital” or “profits versus capital gains.”
Table 1 also shows that during the three years under consideration,
in cases involving land, more than 3 times as many appeals (49)
were dismissed than were allowed (15). In the case of non-land the
ratio was 2.1, with 85 appeals dismissed and 40 allowed. Although
we have not reported data on the values of the transactions involved
in these appeals, the high rates of unsuccessful appeals suggest that
many taxpayers would have devised schemes to avoid tax liabilities
by shifting their assets from trading stock to capital. Had they been
successful, there would be substantial tax savings.9

In this context, it is worth noting that taxpayers filing appeals
face fees charged by lawyers and accountants, which tend to be small
relative to the gains expected from a favourable ruling. At the same

Table 1: Appeals to the Board of Review 

Source: Board of Review Decisions 1997–99.

Total number of cases Appeal dismissed Appeal allowed

Land Non-land Land Non-land

1997 54 (out of 126) 12 23 8 11

1998 77 (out of 179) 25 29 7 16

1999 58 (out of 152) 12 33 0 13
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time, the downside risk of an unfavourable ruling is also relatively
small. The assessed tax has to be paid and the amount is the same as
it would have been without the appeal. Furthermore, the Board im-
poses only rarely a deterrent penalty of US$640, which in principle is
payable upon unfavourable Board rulings. For these reasons, we be-
lieve that taxpayers have strong incentives to appeal. Therefore, the
numbers in the table represent a reasonable estimate of the number
of times Inland Revenue agents decide to rule against taxpayers and
force them to treat claimed capital gains as taxable other income.

However, this conclusion is mitigated to some degree by the
fact that some taxpayers do not go to the appeal board and instead
settle their perceived grievances through direct deals with the Inland
Revenue Department. They have strong incentives to do so since the
Department has the authority to impose a penalty on incorrect re-
turns of up to three times the tax owed. Unfortunately, there are no
estimates of the number and value of appealed rulings settled
through direct dealings with the Inland Revenue Department.

Techniques for converting income into capital gains

The most popular technique used in converting ordinary income
into non-taxable capital gains involves the use of “creative” ac-
counting. This practice is limited by the fact that under the Compa-
nies Ordinance auditors must certify accounting documents to
show a “true and fair view” of the company's affairs. Auditors have
some room for subjective view of such conditions to suit a client’s
interest but the actions based on such views must comply with ac-
cepted accounting standards.

Of course, such compliance can be ambiguous and can lead to
legal challenges. For example, in Case No. D180/98 it was alleged
that with the approval of an auditor, a taxpayer shifted property
from trading to capital in the “current assets” account in 1991, 8
years after its acquisition. The taxpayer argued that this accounting
measure was proper since the original acquisition of the asset as a
trading property had been a mistake from the very beginning and,
since it was not sold after 8 years, it had become a balance-sheet as-
set. The Inland Revenue Department argued that there was a
change of intention only after the taxpayer failed to find a purchaser.
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The Board of Review held that there must be strong evidence
to substantiate a mistake. After considering all the surrounding cir-
cumstances, it concluded that the taxpayer’s transfer of the proper-
ty from trading stock to capital took effect on the date upon which
the revaluation of the property was based, i.e., 1991 instead of 1983
(the acquisition date). This revaluation, which was done in 1991
rather than 1983, would be unnecessary had there not been a
change of intention. In other words, while the conversion was
granted, the taxpayer would still have to pay taxes due to the change
in the property’s value between 1983 (when it was treated as a trad-
ing asset) and 1991 (when it was reclassified as a long-term fixed
asset). In relation to this revaluation issue, see also the discussion
about Sharkey v. Wernher below.

As another example of a strategy used to convert income into
capital gains that led to a legal challenge, consider case No. D108/
97. In this case a taxpayer claimed to have acquired a property for
building for use as storage facility (which made it an investment for
general business purposes) because of the serious traffic problems
he was facing in existing storage spaces. However, the taxpayer en-
countered a change of cost conditions that made it infeasible to use
the property for storage. The property was sold and claimed to have
resulted in a capital gain. The taxpayer submitted evidence in the
form of reports from chartered surveyors used to plan the construc-
tion of the storage and also submitted detailed statistical evidence
on planned sales and logistics.

The cost of preparing this evidence was insignificant in rela-
tion to the tax savings realized if the sale was considered to have re-
sulted in a capital gain rather than taxable income from ordinary
business investment. The Board of Review argued that the taxpayer
had to prove that his intention was genuine, realistic, and realiz-
able. It dismissed the appeal on the grounds that the estimated traf-
fic congestion was unrealistic and the change in business
environment not valid as a reason for changing the intended use of
the property. 

Another example of the importance of accounting records in
determining whether income constitutes a capital gain is found in
Case No. D64/98. In this case, one firm compensated another for
the early termination of an agreement to distribute capital goods.
The recipient of the funds claimed that this payment was a non-
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taxable capital gain. The payer of the funds claimed it as a loss,
which should reduce its income for tax purposes. The Board of Re-
view agreed with the firm receiving the money because it was mere
coincidence that the present value formula used to estimate the
compensation (a stock) yielded a level that was roughly equal to
one-year’s foregone profit of the distributor (a flow). It went on to
argue that the early termination of the distribution contract was a
loss or sterilization of the taxpayer’s capital asset. It amounted to
an enduring destruction of its profit-making potential. The com-
pensation payment was therefore a once-only capital gain, which
compensated for this loss. By the same token, the Board decided
that the payer of the compensation could not claim the payment as
business losses for tax purposes. 

Difficulties in deciding whether a transaction gives rise to
capital gains or ordinary income can arise when the shift of assets
from trading to capital uses takes place while the ownership of the
property has not changed. According to a legal precedent (Sharkey v.
Wernher), the property should be revalued at the time it is shifted.
The value is to be determined by applying the doctrine of imputed
income from trading use and compared its value as a capital asset to
determine whether there is taxable profit involved. But arguably
this doctrine is not applicable when the taxpayer is in only one type
of business and there is no real change in the services derived from
the asset by redefining it as capital. 

In Commissioner of Inland Revenue v. Quitsubdue, the Board of
Review held that there was a change of intention by the taxpayer
when trading stock was converted into fixed assets; but that, since
the property in question had never been disposed of by the taxpayer,
there was no profit. The Court of First Instance said obiter that Shar-
key could not generally apply in the HKSAR because a person cannot
trade with himself and earn a profit in the process. In this case, the
property had always been in the possession of the same enterprise.

It is interesting to note that in Sharkey the taxpayer trans-
ferred racehorses from her stud farm to her racing stables, which
were separate taxing entities and the exchange did not strictly in-
volve a trade with oneself. It was a misfortune that the Court of
First Instance did not address this distinction.

In many appeals, the taxpayer would argue that the sale of an
asset is related to a long-term or permanent investment and gives
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rise to a non-taxable capital gain. In Case No. D28/98, a private lim-
ited company claimed that it had initially intended to acquire a
property as a long-term investment for use as an office for the com-
pany. Profits arising from the subsequent sale of this property
should be treated as a capital gain. The Board found the taxpayer’s
explanations for the sale of the property somewhat contradictory
and dismissed the appeal. This was a clear case in which the taxpay-
er tried to exploit the absence of the capital gains tax to avoid the
tax on profits, which had arisen from an ordinary business deal.

In Case No. D117/97, a taxpayer took out a mortgage of
HK$4,000,000 to purchase a property worth HK$8,500,000. Within
half a year, the property was sold for HK$11,650,000. The Board de-
cided that this transaction involved speculative trading rather than
an investment. The profits were subject to income taxation. 

All of the preceding cases involved real estate property. But,
as table 1 reveals, there were also quite a few non-land cases. In
Case No. D113/98, for instance, a private, incorporated company
was engaged in retail and wholesale business. It sold shares of two
listed companies operating in the property sector and argued that
these shares had originally been acquired as long-term investments
so that profits from the sale should be treated as non-taxable gains
rather than taxable profits. The appeal was dismissed by the Board
on the ground that the shares were claims on firms whose business
was unrelated to that of the taxpayer. It rejected the taxpayer’s
claim of being on the constant lookout for good investments in its
own areas of business and ordered that the profits from the sale of
the shares gave rise to taxable trading income

There are many more cases of similar nature. We believe,
though, that these examples are sufficient to illustrate the main
methods used by Hong Kong taxpayers to avoid the payment of in-
come taxes by converting income from trading into non-taxable
capital gains. 

Conclusions

In the absence of capital gains taxes, businesses and private taxpay-
ers have incentives to shift taxable profits or incomes into non-
taxable capital gains. These practices reduce economic efficiency



Tax avoidance in Hong Kong 49

and cause inequities in the incidence of taxes. However, direct ev-
idence on the frequency and quantitative importance of such prac-
tices is impossible to obtain because by the very nature of the
transactions, they are highly confidential and unpublicized.

In this paper, we used some indirect evidence to assess the ex-
tent of the shifting of other income into non-taxable capital gains.
We considered appeals to the Board of Review of the Hong Kong In-
land Revenue about the classification of income on which the tax is
levied as revenue or capital.

Based on this indirect evidence and our common sense about
the Hong Kong economy we have reached the following conclusions:

• Few businesses “invest” in properties for the long term or for
their own business use. Such investment in real estate is
speculative and bets on the soaring property values. The in-
vestments have often been financed through mortgage loans
rather than retained profits. The returns to such speculative
investments were properly treated as taxable profits. 

• Before the Asian crisis, when the property market was still
booming, the absence of the capital gains tax probably stim-
ulated some businesses to buy office or factory buildings
rather than rent them.10 While some of these investments
may have been for the medium or long term, it is disputable
whether profits made from their sales should then be consid-
ered as non-taxable capital gains.

• Tax avoidance through the claim that purchase of property is
long-term investment, hence profit so derived is capital
gains, imposes relatively low costs on taxpayers. It is, there-
fore, attempted by some, but the Revenue authorities often
disallow these attempts and the Board of Review tends to up-
hold these rulings.

• Firms have the option to reinvest earnings and take tax-free
capital gains rather than pay tax on the earnings. However,
such excessive reinvestment of business earnings by defini-
tion implies investment in projects or assets with lower risk-
adjusted expected rates of return than can be earned by plac-
ing the funds in outside investments. It makes sense only if
the gains from tax avoidance exceed the losses from the low-
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return internal investments. Since personal and corporate in-
come taxes in Hong Kong are very low, the incentives to rein-
vest earnings and take the implicit losses are relatively minor.

• Casual empirical evidence suggests to us that only small busi-
nesses tend to make efforts to avoid taxes by increasing capi-
tal gains through excessive reinvestment of profits and low
personal compensation of owners. The economic importance
of such small businesses is relatively minor in Hong Kong.

On the basis of the indirect evidence available to us we conclude
that the absence of a capital gains tax in Hong Kong has resulted in
little, if any, inefficiencies and inequities.11
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Notes

 1 Rates are levied on landed properties at a fixed percentage of their
ratable value in order to finance the various public services provid-
ed by the provisional municipal councils. Duties include stamp du-
ty, betting duty, and duties on four types of commodities (i.e.,
hydrocarbon oil, alcoholic beverages, methyl and ethyl alcohol, and
tobacco).

 2 As capital gains are not taxable, capital losses are not tax-deductible
either.

 3 According to Article 108 of the Basic Law, “. . . [t]he HKSAR shall, tak-
ing the low tax policy previously pursued in Hong Kong as reference, enact
laws on its own concerning types of taxes, tax rates, tax reductions, allow-
ances and exemptions, and other matters of taxation.” For a more detailed
description of the background on the HKSAR tax system and the
source concept of income, see Hsu (1996) and (2000). See also One
Country Two Systems Economic Research Institute Ltd. (1992).

 4 For the past two decades, deficits have only been recorded in 5
years, and they were covered by the fiscal reserves accumulated
from the surplus years. In keeping with the living-within-our-
means rule, the following guiding principles of financial manage-
ment have been used repeatedly by the financial secretaries in Hong
Kong in drawing up budgets: (a) spending constraints: public spend-
ing should be sufficiently covered by revenue and should not grow
faster than the economy; and (b) adequate reserves: the fiscal reserves
should provide a sufficient cushion to meet known commitments
and to guard against future uncertainties. This conservative philos-
ophy has been re-emphasized in Article 107 of the Basic Law, accord-
ing to which “[t]he HKSAR shall follow the principle of keeping
expenditure within the limits of revenues in drawing up its budget, and
strive to achieve a fiscal balance, avoid deficits and keep the budget commen-
surate with the growth rate of its gross domestic product.”

 5 A few years ago, there were some discussions about whether the
capital gains tax should be introduced as a device to curb specula-
tive activities in the Hong Kong property market. Despite support
from some political parties, many people (economists included)
were concerned about the potentially harmful effects of introduc-
ing a capital gains tax or some kind of anti-speculation tax on prop-
erty. A capital gains tax may choke off speculative demand for
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housing and bring down property prices in the short run. However,
if the capital gains tax rate is sufficiently high, it would ultimately
discourage developers from increasing the supply of new housing
units, reduce the liquidity of the property market, and perhaps
slow down the growth of the whole economy through its negative
effect on the property and banking sectors. (For example, see Siu
1997.) It was suggested instead that the surging property prices
would be contained better through a long-term policy of increasing
land supply, which was actually adopted by the HKSAR govern-
ment at the time. This so-called “85,000” policy was later aban-
doned due to the collapse of the property market following the
onset of the Asian crisis.

 6 Owing to the growing problem of fiscal deficits, the HKSAR govern-
ment has started to consider measures to broaden its tax base. The
introduction of a sales tax is currently under serious consideration
but that of the capital gains tax is still not in the picture.

 7 Section 2(1) of the Inland Revenue Ordinance provides that “trade
includes every trade and manufacture, and every adventure and con-
cern in the nature of a trade.” This definition is not exhaustive. Ba-
sically, the Ordinance looks for whether the taxpayer engages in an
“adventure and concern,” which is similar to a trade, or has the na-
ture and special characteristics of a trade. The majority of litigation
in this regard is related to transactions involving an “adventure and
concern in the nature of a trade.” This is a grey area of law on the
borderline. Whether a particular activity is a “trade” fundamentally
is a question of fact. Members of the Board of Review and judges are
only human so that idiosyncrasies inevitably filter into their find-
ings of fact. Therefore, it may sometimes be difficult to reconcile re-
ported cases on the definition of “trade.” In Kowloon Stock Exchange
Ltd. v. Commissioner of Inland Revenue, for instance, the Privy Council
adopted the principle that trade denoted “operations of a commer-
cial character by which the trader provides to customers for reward
some kind of goods or services.” An isolated transaction may trigger
“an adventure and concern in the nature of a trade.” Accordingly,
section 14(1) of the Inland Revenue Ordinance may operate to tax
a person even though he does not carry on a “trade” or “manufac-
ture.” In Rutledge v. Inland Revenue Commissioners, it was held that a
one-off transaction without a continuous series of trading opera-
tions could trigger a trade.
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 8 One may wonder why an Australian decision should be relevant to
Hong Kong. Article 84 of the Basic Law provides that the courts of
the HKSAR “. . . may refer to precedents of other common law jurisdictions
. . .” in adjudication cases.

 9 For the transaction of a residential flat of 1,000 sq.ft. at average
mid-1990s prices and under a profits tax of 15%, say, such tax-
avoiding appeal could easily save the owner a tax liability of
HK$900,000.

 10 Purchases of residential properties might have further been stimu-
lated by tax-deduction benefits for depreciation allowances and for
mortgage payments applied to first-time purchases.

 11 It does not, therefore, follow that a zero capital gains tax is totally ef-
ficient. As is familiar from the theory of optimal taxation, the inabil-
ity to collect tax revenue from capital gains implies that some other
activities have to be taxed more heavily in order to finance fiscal
spending, thus resulting in excessive distortions at other margins.
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Capital gains taxation

Evidence from Switzerland

PETER KUGLER AND CARLOS LENZ

Capital gains taxes on the sale of company shares and other so-
called movable property, which were collected by most cantons in
the past at the household level, were completely abolished in Swit-
zerland in recent years. However, the persistent stock market boom
of the 1990s generated pressure by trade unions and the social dem-
ocratic party to reintroduce capital gains taxation at the confedera-
tion level. Nevertheless, the federal government did not include a
capital gains tax in its 1998 measures to close loopholes in income
taxation. The outbreak of the Asian crisis and the resulting stock-
market crash in the autumn of 1998 led to a decreasing interest in
capital gains taxation but the stock market recovery of the last two
years brought this issue again on to Switzerland’s political agenda.
The trade unions and the social democratic party recently started an
initiative referendum to introduce this tax at the confederation lev-
el; the initiative referendum, if supported by a sufficient number of
citizens, will be the subject of a future referendum.

In this chapter, we describe the experience of Switzerland with
capital gains taxation. First, we discuss briefly the very complex



56 International evidence on capital gains taxes

Swiss tax system with its taxes at the confederation, cantonal, and
community levels and provide some details concerning taxation of
capital income that are of interest in the present context. Second, we
present the results of a statistical analysis of the effect on real in-
come and tax revenues at the cantonal level of abolishing capital
gains tax in eight cantons between 1986 and 1990. Third, we report
the results of an empirical analysis of the determinants of capital
gains tax revenue in the canton Basel-Stadt, for which separate cap-
ital gains tax data are available for the period from 1965 to 1990. The
chapter closes with a summary and conclusions.

Capital gains taxes in the Swiss tax jungle

The Swiss tax system is so complex that some authors called it a tax
jungle (Duss and Bird 1979). The system reflects the institutional
features of this country: namely, a highly decentralised government
structure and direct democracy. In particular, direct taxation (of in-
come and wealth) is very heterogeneous as these taxes are collected
by the confederation, the cantons, and the communities at the
household and business level according to different schemes with
different rates and definitions of the tax base. Indirect taxation is
much simpler as the federal (confederation) government only col-
lects the value-added tax (VAT) and there is no overlap among the
taxes levied by the different levels of government.

Before turning to the details concerning taxation of capital in-
come, some general remarks on the level and the structure of the
Swiss tax revenues are warranted. The total tax burden in Switzer-
land (including social security) is now over 35%. This value is still
lower than in all major continental European countries but higher
than that of the United Sates. There was a strong increase in the tax
burden in the 1990s, which was greater than the growth of tax rev-
enue in major European countries.

Another important special feature of the Swiss tax system is
that it mainly relies on direct taxation. The VAT is collected at a
standard rate of 7.5%, which is very low compared to the European
Union standard rate of nearly 20%. Thus the tax burden on con-
sumption is low (around 8%) and the effective tax burden on labour
(including social security contributions) and capital income (in-
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cluding all business and household taxes on capital income and
property as well as financial transactions) is relatively high. Accord-
ing to a recent IMF study by Jaeger, Hviding and Purfield (1999),
the effective tax burden1 on labour has increased from slightly
above 30% in 1985 to nearly 40% in 1996. However, this trend is
shared with all other major European countries and Switzerland is
still one of the countries with the lowest tax burden on labour in-
come in Europe.

It is no longer true that Switzerland has the lowest tax rate
for capital income for two reasons. First, many European countries
have recently lowered the tax burden on capital income through re-
forms that reduced the dual taxation of business and household in-
comes. Second, tax burden on capital income has risen from 28% to
33% since 1985. As a result, only one major European Union coun-
try, the United Kingdom, has a higher tax burden on capital income
than Switzerland. 

A closer look at capital income taxation reveals that the con-
federation, the cantons, and the communities each tax incorporated
businesses and households. Each jurisdiction applies its own taxa-
tion scheme, which often differs greatly from that of others. A de-
tailed account of the subject would cover the tax codes of the
confederation, 26 cantons, and around 3000 communities. Thus,
the following discussion can only give a broad overview of capital
income taxation in Switzerland and omits details.2

It should be noted that the tax burden varies greatly within
the country. Data from 1996 show that in the low-tax canton, Zug,
the burden is only 44% of that in the high-tax canton, Jura. This
condition is accompanied by large differences in real-estate prices
and the levels of public goods provided by the cantonal government.
There is also only a limited mobility of labour, caused by language
differences,3 among other things.

Since 1997, company profits are taxed by the confederation at
a constant rate of 8.5%. In earlier years, the tax rate was progressive,
depending on the ratio of profits to equity. In many cantons, profits
are still taxed according to rates depending on this ratio. Only eight
cantons levy a constant tax rate on profits. The highest average rates
of company profits charged by cantons and communities4 vary from
12% to 35%, with sometimes strange changes in the marginal rate
caused by piecewise linear schemes in profit-to-equity ratios. Thus,
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cantonal taxes result in some obvious non-neutralities of the tax sys-
tem, which favour financing investment by equity issues and re-
tained earnings. Moreover, there are marked differences in the tax
treatment of investment according to its type and financing. Real-
ized capital gains are taxed in this framework as far as they are re-
flected in profits.

Households see their capital income taxed again at all three
levels of government. Interest and dividends are taxed progressively
as part of total family income. The confederation levies taxes at a
maximum rate of 11.5% with a very strong progression for family
incomes between 60,000 and 150,000 Swiss Francs. The highest in-
come-tax rates imposed by cantons and communities vary greatly
from more than 10% to slightly above 30%. Allowable deductions
also differ greatly among cantons, which further contributes to a
varying income-tax burden. Most cantons and communities collect
a progressive wealth tax with a maximum rate ranging from 0.2%
to 1%. As mentioned in the introduction, there was capital gains
taxation on movable property at the cantonal level in the past,
which was collected either as a separate tax or by a corresponding
increase in taxable income. Today, a capital gains tax is collected
only on capital gains realized through the sale of non-movable prop-
erty like land and buildings.

The initiative for the introduction of a capital gains tax

At the turn of the millennium, Switzerland faces a political initia-
tive designed to introduce a federal tax on realized capital gains on
movable property at a constant rate of 20% to 30%. This political
initiative should be seen in the light of many general and widely
known arguments against taxing realized capital gains. As Stiglitz
(1983) and Grubel (2000) note, such taxes affect the financial be-
haviour of households and companies, mainly through locking in
and locking out invested capital subject to capital gains taxation.
In addition, there are many well-known arguments against in-
creasing the tax burden on capital. There is already double taxa-
tion of savings, interest, and dividends through taxes imposed on
both the incomes of business and persons. Capital is highly mo-
bile internationally and readily leaves countries with high capital
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taxes for countries with low capital taxes. Thus, further increases
in the tax burden on capital may well result in reduced capital for-
mation and real income.

With this general background in mind,5 we can make the fol-
lowing specific points against the introduction of a capital gains tax
on movable property in Switzerland.

First, the effective tax burden on capital is relatively high by
international standards and in comparison to that on consumption.
In particular, the difference between the effective tax burden on la-
bour and capital is relatively low by international standards. This is
clearly a strong argument against the introduction of a capital gains
tax as an additional burden on the internationally highly mobile fac-
tor capital. 

Second, both realized and non-realized capital gains on mov-
able property are already implicitly taxed in the framework of the
cantonal and community wealth tax. Assuming a pre-tax rate of re-
turn of 5%, a wealth tax of 0.5% implies a 10% tax on all capital
gains. Taking into account that only a fraction of capital gains are re-
alized, this figure may well imply an implicit taxation of realized
capital gains at a rate between 20% and 30%.

Third, the introduction of the proposed capital gains tax
would lead to inefficiencies in the financial behaviour of households
and companies in order to avoid this tax. Moreover, this tax would
increase the already high administrative costs of the very complex
Swiss tax system and is likely to provide relatively low revenues,
given the incentives and possibilities to avoid this additional tax.

Empirical evidence on the effects of abolishing capital 
gains tax in eight cantons from 1986 to 1990

As mentioned in the introduction, until 1996 a capital gains tax on
realized gains on movable property existed in most Swiss cantons.
As a result, data on income, tax revenues for the years 1986 to 1990
offer a unique opportunity to study empirically the effects of abol-
ishing the capital gains tax. The data are available for the eight can-
tons of Bern (BE), Basel-Land (BL), Basel-Stadt (BS), Jura (JU), St.
Gallen (SG), Solothurn (SO), Thurgau (TG), and Valais (VS).6 We
used these data for the following analysis.
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Effects on income

First, we checked whether abolishing the capital gains tax led to a
break in the deterministic trend in real cantonal national income,
which was obtained by deflating nominal income by the consumer
price index.7 We used a log linear trend model with a break in 1990,
accounting for the prolonged stagnation of the Swiss economy in
the 1990s. The abolishment of the capital gains tax was represented
by an additional dummy variable, which takes the value one from
the year of abolishment onwards. Lagged adjustment of real income
to its trend level is represented by the lagged endogenous variable.
The system for all eight cantons was estimated with annual data
covering the period from 1978 to 1995 by the Seemingly Unrelated
Regression method.

Second, we did the same exercise for the real direct tax reve-
nue of the eight cantons. Nominal tax revenue is deflated by the
consumer price index.

The results from our regressions for the canton income data
are presented in table 1. As can be seen, all cantons exhibit a strong
break in the slope of the trend function at the beginning of the
1990s. In our context, we are mainly interested in the estimates of
the coefficient of the capital gains taxation dummy variable. For
seven of the cantons,8 the estimate is positive, statistically signifi-
cantly different from zero in most cases and is about the same size
for all cantons. The same result holds for the coefficient of the
lagged dependent variable. Statistical tests of the hypothesis that
these coefficients are the same across cantons cannot be rejected
since the corresponding chi-squared values reported in table 1 are
below the critical value for any reasonable significance level. The es-
timation results for the accordingly restricted system are reported
in table 2. The coefficient of the dummy variable for the abolish-
ment of the capital gains tax is statistically highly significant. The
long-run effect calculated with the coefficient estimate of the lagged
dependent variable amounts to 3.2%.

The data presented in tables 1 and 2 suggest that abolishing
the capital gains tax has had positive and economically significant
effects on the level of real income in the cantons. According to the
New Growth Theory, abolishing the capital gains tax should also
raise the growth rate of real income.9 Our data suggest that if there
is such an effect on the growth rate, it is too small to be detected
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Table 1: Effect of capital gains tax on real national income, 
1978–1995: Unrestricted estimates  

yit = βi1C7890 + βi2T7890 + βi3C9195 + βi4T9195 + βi5DAKGS + βi6yi, t–1

/ βi1 βi2 βi3 βi4 βi5 βi6

βi5

1–βi6 R2 D.W. SEE

BE 9.15 0.0137 9.43 –0.0089 0.0292 0.018 0.0297 0.95 1.75 0.014

(1.56) (0.0029) (1.63) (0.0042) (0.0104) (0.168)

BL 10.90 0.0217 11.29 –0.0058 0.0208 –0.159 0.0179 0.99 2.05 0.009

(2.13) (0.0042) (2.20) (0.0024) (0.0079) (0.227)

BS 7.11 0.0104 6.88 0.0214 — 0.271 — 0.82 2.36 0.024

(1.60) (0.0032) (1.62) (0.0063) — (0.165)

JU 7.46 0.0169 7.95 –0.0222 0.0188 0.184 0.0230 0.90 1.62 0.022

(2.48) (0.0047) (2.63) (0.0087) (0.0220) (0.271)

SG 5.89 0.0136 6.06 –0.0010 0.0164 0.364 0.0258 0.98 1.68 0.011

(1.19) (0.0027) (1.24) (0.0030) (0.0082) (0.129)

SO 7.95 0.0173 8.32 –0.0126 0.0198 0.144 0.0231 0.83 1.52 0.033

(2.23) (0.0052) (2.43) (0.0122) (0.0230) (0.239)

TG 7.60 0.0159 7.90 –0.0085 0.0135 0.181 0.0165 0.94 2.14 0.018

(1.80) (0.0048) (1.90) (0.0055) (0.0146) (0.194)

VS 6.85 0.0159 7.45 –0.0287 0.0083 0.250 0.0111 0.91 1.97 0.023

(1.70) (0.0031) (1.83) (0.0087) (0.0207) (0.185)

H0:
βBE, 5 = βBL, 5 = βJU, 5 = βSG, 5 = βSO, 5 = βTG, 5 = βVS, 5

X2
13 = 12.3

βBE, 6 = βBS, 6 = βBL, 6 = βJU, 6 = βSG, 6 = βSO, 6 = βTG, 6 = βVS, 6

yit : log national income in canton i (real per capita)

C7890, T7890 : constant and trend for the period 1978–1990

C9195, T9195 : constant and trend for the period 1991–1995

DAKGS : dummy variable for the abolishment of the capital gains tax in canton i

βi5

1–βi6 
: long-run level effect of the abolishment of the capital gains tax 
on national income

Standard errors in parentheses
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Table 2: Effect of capital gains tax on real national income, 
1978–1995: Restricted estimates 

yit = βi1C7890 + βi2T7890 + βi3C9195 + βi4T9195 + β5DAKGS + β6yi, t–1

/ βi1 βi2 βi3 βi4 βi5 βi6

βi5

1–βi6 R2 D.W. SEE

BE 6.56 0.0096 6.72 –0.0045 0.95 2.02 0.013

(0.63) (0.0014) (0.66) (0.0035)

BL 6.62 0.0124 6.85 –0.0046 0.98 2.51 0.011

(0.63) (0.0015) (0.65) (0.0027)

BS 6.86 0.0100 6.62 0.0212 0.82 2.39 0.024

(0.65) (0.0020) (0.67) (0.0063)

JU 6.43 0.0148 6.85 –0.0194 0.89 1.80 0.023

(0.62) (0.0020) (0.66) (0.0059) 0.0224 0.297 0.0319

SG 6.51 0.0146 6.70 –0.0015 (0.0043) (0.067) 0.98 1.76 0.012

(0.62) (0.0016) (0.65) (0.0030)

SO 6.54 0.0141 6.77 –0.0067 0.84 1.72 0.032

(0.63) (0.0025) (0.69) (0.0086)

TG 6.53 0.0125 6.76 –0.0068 0.94 2.31 0.019

(0.62) (0.0019) (0.66) (0.0049)

VS 6.43 0.0136 6.97 –0.0270 0.92 2.36 0.022

(0.62) (0.0019) (0.67) (0.0062)

yit : log national income in canton i (real per capita)

C7890, T7890 : constant and trend for the period 1978–1990

C9195, T9195 : constant and trend for the period 1991–1995

DAKGS : dummy variable for the abolishment of the capital gains tax in canton i

βi5

1–βi6

: long-run level effect of the abolishment of the capital gains tax 
on national income

Standard errors in parentheses
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within the few years after the abolishment of the tax for which data
exist. However, in the long run even a very small increase in the
growth rate would be much more important than the level effect we
detected with the data available.

Our estimates of the effect on real income levels caused by
abolishing capital gains taxation is subject to the following criticisms.
First, the abolishment of the capital gains tax did not create new in-
come but only shifted income from cantons with such taxes to can-
tons without them. Second, dummy variables only catch the strong
economic growth in Switzerland in the second half of the 1980s.

To check the validity of these arguments, we estimated our
trend model for the income for the remaining 18 cantons with the
dummy variable starting in 1986. The results of this exercise are re-
ported in table 3. As can be seen, the coefficient of the dummy vari-
able of interest is statistically insignificant. This result implies that
the cantons that retained capital gains taxes experienced neither a
reduction nor an increase in real income. This finding clearly sup-
ports our main conclusion that abolishing the capital gains tax has
a positive effect on the level of income.

Table 3: Effect of capital gains tax on real national income, 
1978–1995: Dummy for boom years after 1986

yt = β1C7890 + β2T7890 + β3C9195 + β4T9195 + β5D1987 + β6yt–1

βi1 βi2 βi3 βi4 βi5 βi6

βi5

1–βi6 R2 D.W. SEE

3.53 0.0096 3.63 –0.0016 0.0094 0.626 0.0251

(2.49) (0.0053) (2.64) (0.0061) (0.0172) (0.265) 0.98 2.12 0.012

yit : log national income in 18 cantons without abolishment of capital gains tax 
(real per capita)

C7890, T7890 : constant and trend for the period 1978–1990

C9195, T9195 : constant and trend for the period 1991–1995

DAKGS: dummy variable for the abolishment of the capital gains tax in canton i

βi5

1–βi6

: long-run level effect of the abolishment of the capital gains tax 
on national income

Standard errors in parentheses
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A third objection to our main findings is that the abolishment
of capital gains taxation is just one of many new measures intro-
duced by newly elected liberal cantonal governments. However, this
was not true in the eight cantons considered. As in all Swiss can-
tons, governments in these eight were formed through coalitions
with directly elected members. Such coalitions tend to develop eco-
nomic policies smoothly rather than through sudden, major chang-
es. In addition, there is evidence that capital gains taxation was
abolished because it was considered to be a tax that produced low
revenues and required high administrative costs.

Effects on tax revenue

Second, we estimated a trend model for real direct tax revenue in
the eight cantons. The basic hypothesis is that the elimination of
the capital gains tax results in lower tax revenues for the relevant
cantons. Following the approach developed in the study of income,
we obtained the results reported in table 4 in the test of this hypoth-
esis. As can be seen, abolishing the capital gains tax has had no sta-
tistically negative effect on real tax revenues. This result is due to
the fact that the increases in real income caused by abolishing the
tax caused a corresponding increase in other tax revenues, which re-
placed those lost through abolishing the capital gains tax.

The revenue of the capital gains tax: 
Empirical results for Basel-Stadt

Proponents for the imposition of a capital gains tax at the federal
level in Switzerland support their arguments by optimistic forecasts
of the revenues generated by such a tax. These forecasts are calcu-
lated simply by multiplying the increase in the value of outstanding
stocks by the tax rate proposed. Such estimates are biased upward
for two main reasons. First, a significant proportion of all stocks is
owned by companies and is, therefore, already subject to profit tax-
ation. Second, the realization of stock-market capital gains is at the
discretion of households.

To study the effects of a capital gains tax on revenues, it is
necessary to have separate revenue data of this tax. Such data do not
exist for most cantons, but they are available for Basel-Stadt for the
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Table 4: Effect of capital gains tax on real tax revenue, 1978–1995 

sit = βi1C7890 + βi2T7890 + βi3C9195 + βi4T9195 + βi5DAKGS + βi6s0i, t–1

/ βi1 βi2 βi3 βi4 βi5 βi6

βi5

1–βi6 R2 D.W. SEE

BE  8.12 0.0186  8.19  0.0123 –0.0258 –0.238 –0.0426 0.60 1.85 0.037

(0.97) (0.0038) (0.97) (0.0094) (0.0264) (0.147)

BL 8.39 0.0151 8.22 0.0206 0.0947 –0.230 0.0770 0.84 1.79 0.032

(0.71) (0.0032) (0.73) (0.0082) (0.0215) (0.104)

BS 4.90 0.0173 5.06 0.0021 — 0.363 — 0.82 1.27 0.042

(1.08) (0.0042) (1.11) (0.0107) — (0.140)

JU 10.65 0.0279 11.32 –0.0214 –0.0307 –0.682 –0.0183 0.70 1.81 0.029

(1.22) (0.0042) (1.34) (0.0081) (0.0226) (0.194)

SG 5.58 0.0324 5.47 0.0321 –0.0073 0.099 –0.0081 0.90 1.66 0.044

(0.76) (0.0048) (0.81) (0.0111) (0.0304) (0.122)

SO 10.69 0.0221 11.62 –0.0420 0.1619 –0.680 0.0964 0.87 2.76 0.036

(0.85) (0.0035) (0.93) (0.0096) (0.0290) (0.134)

TG 6.60 0.0193 6.82 –0.0035 0.0185 –0.036 0.0179 0.84 2.55 0.027

(1.04) (0.0038) (1.12) (0.0073) (0.0199) (0.163)

VS 4.15 0.0013 4.33 –0.0144 0.0425 0.363 0.0667 0.35 2.29 0.042

(1.38) (0.0054) (1.56) (0.0132) (0.0348) (0.214)

yit : log total direct tax revenue in canton i (real per capita)

C7890, T7890 : constant and trend for the period 1978–1990

C9195, T9195 : constant and trend for the period 1991–1995

DAKGS: dummy variable for the abolishment of the capital gains tax in canton i

βi5

1–βi6

: long-run level effect of the abolishment of the capital gains tax 
on national income

Standard errors in parentheses
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years from 1965 to 1995, covering revenue estimates from the cap-
ital gains tax on movable and non-movable property. We used these
data to study the revenues from the capital gains tax on movable
property in Basel-Stadt in the hope of shedding light on the likely
revenues from imposing such a tax at the federal level.

The simplest approach to estimating the revenue potential of
the tax on movable property consists of subtracting the mean value
of the period from 1990 to 1995 (with the tax on all property) from
the mean for the period from 1965 to 1989 (with the tax on non-
movable property only). However, this approach results in an inef-
ficient estimate since tax revenue measured as a share of business
and property income is strongly autocorrelated. We account for this
correlation by estimating an autoregressive model for the revenue
indicator from the capital gains tax. We used a dummy variable
which takes the value 1 for the years 1990 to 1995 and is 0 before
1990 to represent the change in mean by the abolishment of the tax
on movable property in 1990. The first panel of table 5 shows the
estimation results for this model. The AR(1) coefficient estimate
(0.73) indicates a high persistence of the capital gains tax revenue
indicator. The intercept term estimate (1.25) means that the long-
run mean of the revenue is slightly above 1% before the abolish-
ment of the tax on movable property. The coefficient estimate of the
dummy variable (–0.99) indicates that abolishing the tax in 1990
led to a long-run reduction of the tax revenue by nearly 1%. There-
fore, the revenue potential of a capital gains tax on movable proper-
ty is approximately 1% of business and property income according
to the data for Basel-Stadt. If we apply this share to total Swiss busi-
ness and property income, we arrive at a revenue potential of
around 700 million Francs, which is only one fifth of the revenue
forecasts put forward by the proponents of a capital gains tax. 

It could be argued this estimate is biased downwards as the
data analyzed do not reflect the stock-market boom of the 1990s
and a perhaps permanently higher growth-rate of stock-market pric-
es. In order to check this argument, it is important to know how re-
alized capital gains are influenced by the development of stock-
market prices. On the one hand, capital-gains realizations may be a
function of the average growth rate of stock prices. On the other
hand, realizations may be a function of gains due to price increases
above the longer-run trend.
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Table 5: Capital gains tax revenue, business and property income 
in Basel Stadt and stock market prices 

KGS KGS
—— = (1–β3)β1 + β2(DAKGS(–1) – β3DAKGSt–2) + β3—— 
 VE t  VE t–1

β1 β2 β3 R2 D.W. SEE

1.25 –0.99 0.73 0.67 1.77 0.29

(0.21) (0.29) (0.13)

KGS KGS
—— = β1 + β2∆AIt–1 + β3——
 VE t  VE t–1

β1 β2 β3 R2 D.W. SEE

0.132 0.00684 0.875 0.58 1.78 0.29

(0.199) (0.00294) (0.150)

KGS KGS
—— = β1 + β2DTAIt–1 + β3——
 VE t  VE t–1

β1 β2 β3 R2 D.W. SEE

0.512 0.00944 0.596 0.78 2.34 0.22

(0.133) (0.00176) (0.100)

KGS KGS
—— = β1 + β2DTAIt–1 + β3(∆AIt–1 – β4∆AIt–2) + β4——
 VE t  VE t–1

β1 β2 β3 β4 R2 D.W. SEE

0.611 0.0106 -0.0018 0.514 0.78 2.22 0.21

(0.183) (0.0024) (0.0029) (0.138)

KGS
—— : Capital gains tax revenue/business and property income canton Basel-Stadt
 VE t

DAKGS: Dummy variable, from 1990 onwards = 1

∆AIt, DTAIt v: Growth rate of real Swiss stock prices and deviation from linear trend, respectively

Standard errors in parentheses 
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To test these competing hypotheses, we estimate a dynamic
model for our capital gains tax-revenue variable. Besides the lagged
endogenous variable in the first variant, the lagged growth rate of
real Swiss stock prices is included. In the second model, this vari-
able is replaced by the lagged deviation from a log linear trend. The
lag reflects the fact that taxes have to be paid with a one-year lag in
Basel-Stadt. The results reported in the second, third and fourth
panel of table 5 show clearly that the trend-deviation specification
performs better than the growth-rate specification. Thus, linking
the expected return of a capital gains tax to the growth of stock pric-
es may be very misleading.

Conclusions

In 1996, the capital gains tax on movable property, like shares, was
abolished completely at the cantonal level in Switzerland. The
strong increase in stock market prices in the second half of the
1990s led to an initiative referendum to reintroduce such a tax at
the confederation level in 1999. However, general economic reason-
ing on the features of the Swiss tax system and empirical evidence
from cantonal data provide strong arguments against the introduc-
tion of such a tax. 

First, the effective tax burden on capital in Switzerland al-
ready is relatively high compared to that of other countries and
compared to that on consumption. In particular, the difference be-
tween the effective tax burden on labour and capital is relatively low
by international standards. Moreover, an empirical analysis of the
abolishment of the capital gains tax on movable property in eight
cantons in the period from 1986 to 1990, shows that this measure
increased the level of real cantonal income and did not reduce over-
all tax revenues. An additional argument against the imposition of
a capital gains tax is that all capital gains on movable capital, wheth-
er they are realized or not, are already taxed implicitly through can-
tonal wealth taxes.

Second, the introduction of the proposed capital gains tax
would lead to inefficiencies through induced changes in the behav-
iour of households and companies aimed at the avoidance of the
tax. In addition, the proposed tax would increase the already high
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administrative costs of the very complex Swiss tax system. These
additional costs are likely to be high relative to the expected low
revenues from the additional tax. We expect the federal tax on mov-
able capital gains to be much smaller than is suggested by the advo-
cates of the tax. Our expectations are based on an empirical analysis
of the tax revenue generated by the capital gains tax in the canton
Basel-Stadt in the years from 1965 to 1990. We found that in this
canton the capital gains tax raised revenues of only 1% of business
and property income. This result is easy to understand, as we know
that, in reaction to such a tax, there will be locking in and locking
out of capital gains by households and companies. Thus, inefficien-
cies in private financial behaviour and low tax revenues are the re-
sult of such a tax. In addition, we found that realizations tend to be
made only on temporary deviations from the trend and not the level
of stock-market prices, so that revenue estimates based on recent
average prices are seriously biased upward.
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Notes

 1 These figures are calculated using the method developed by Mendo-
za, Razin and Tesar (1994)

 2 For the details the reader is referred to Federal Tax Administration
(1999).

 3 Income taxes are clearly higher in the French-speaking cantons .
 4 Community income taxes are linked directly to cantonal income

taxes; they are paid as a percentage of canton taxes, which varies
from community to community.

 5 Some references on the taxation of capital are Atkinson and Sandmo
(1980), Chamley (1986), Jones, Manuelli and Rossi (1997), Razin
and Sadka (1989). Some special references with respect to capital
gains taxation are Auerbach (1989) and Poterba (1987, 1989).

 6 Years when capital gains tax was abolished: BE 1987, BL 1987, BS
1990, JU 1989, SG 1987, SO 1986, TG 1987 und VS 1987.

 7 Of course, alternatively we could adopt the hypothesis of difference
stationary series. However, if we calculate the Dickey-Fuller Statis-
tic with the AR(1) coefficient estimate in table 2, we obtain a value
of –10.5, which is very large in absolute value and, therefore, at
odds with the difference stationarity hypothesis, even if we account
that our SUR estimate with broken trend does not correspond to
the standard Dickey-Fuller framework.

 8 We excluded the estimate for the canton Basel-Stadt since the break
in the trend function coincides with the abolishment of the capital
gains tax in 1990.

 9 The level effect is consistent with the Solow growth model where-
as, in new or endogenous growth models, a growth-rate effect is
to occur.
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The views expressed in this paper are those of the author and not necessar-
ily those of the New Zealand Inland Revenue Department or of the New
Zealand Government. Note will be found on page 87.

Capital gains tax
The New Zealand case

ROBIN OLIVER

New Zealand does not have a general capital gains tax, nor does it
levy tax on inheritances. This makes New Zealand unusual among
member countries of the OECD. We inherited our lack of capital
gains taxation, along with most of our other legal and constitutional
framework, from the English. But, in contrast with other countries
(the United States, United Kingdom, Canada, and Australia) with a
similar inheritance, we have retained an income tax that does not
include capital gains in the taxation base. This paper, therefore,
uses New Zealand as a sort of case study of what life is like when
capital gains are not taxed. I comment on this from my personal
perspective, which is that of someone who was a tax practitioner
and is now a tax enforcer and a tax-policy adviser. 

As a general rule, capital gains in New Zealand are not income
for the purposes of our income-tax system. Indeed, our courts have
held that our income tax law does not even recognize the concept of
capital gains. In our law, capital gains are not exempt or untaxed
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income; they have no legal recognition. This means, for example,
that there is no requirement to apportion interest expenses to the
derivation of taxed income and untaxed capital gains.

Nevertheless, our income tax legislation (the Income Tax
Act 1994) includes in taxable “income” many forms of gain that,
in the absence of specific legislation, would generally be consid-
ered capital gains. Each such provision has its own history. Very
broadly, since the income tax was first introduced in New Zealand
in 1891, our Parliament has considered it necessary to prevent
people from characterizing otherwise taxable income as untaxed
capital gain. The result is detailed and often complex legislation,
as described below.

The tax regime in New Zealand is not easily classified. On one
hand, we have no explicit capital gains tax. On the other hand, we
include in taxable income many items that, in other jurisdictions,
would be treated as capital gains. In other words, New Zealand does
not have an explicit capital gains tax but taxes some capital gains as
conventionally defined.

In my view, New Zealand’s treatment of capital gains is due
to the fact that any income-tax system that leaves all capital gains
tax-free is essentially unworkable. On the other hand, I am not
aware of any income tax system that taxes all capital gains under all
circumstances. The issue, therefore, is the extent to which capital
gains are taxed. Different countries have positioned themselves at
different points along a spectrum from fully untaxed to fully taxed.
New Zealand is near the untaxed end of the spectrum. However, the
spectrum is not one-dimensional. Depending on the type of assets
under consideration, New Zealand can be located near the fully
taxed end of the spectrum. Debt instruments and certain overseas
equity holdings of residents are examples of these asset types. In
these cases, New Zealand’s legislation can tax all capital gains on a
full accrual basis.

Bearing these points in mind, this paper focuses on the ef-
fects of a tax system that does not tax capital gains explicitly. One
of the most important conclusions to be reached is that conditions
in New Zealand totally refute Professor Herbert Grubel’s claim
that: “If the capital gains tax were abandoned completely, many
government employees, and private sector tax accountants and
lawyers could be re-employed to produce goods and services val-
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ued by society more than the enforcement and manipulation of the
tax code” (Grubel 2000: 30).

As an experienced accountant and lawyer, I have found that,
even in the absence of a capital gains tax, many people are employed
both in manipulating and enforcing tax legislation. Often the main
job of these people is specifically to deal with problems of defining
and enforcing the border between taxed income and untaxed gains
that is due to the very absence of the capital gains tax. 

Simplicity has not been the outcome of a lack of capital gains
tax in New Zealand. Nor, is there much evidence to suggest that the
absence of taxes on capital gains has had a marked effect on invest-
ment, capital markets, and overall economic performance. A possi-
ble but unlikely exception here is the propensity for New
Zealanders to hold their wealth in the form of real property. From
my perspective, the most marked effect of not having a specific cap-
ital gains tax has been to introduce a host of inconsistencies and
complexities into our income-tax rules.

In the remainder of this paper I will focus on the way in which
the absence of capital gains taxes has created incentives to change
behaviour in order to reduce overall tax obligations. I will also dis-
cuss how efforts of the government to reduce such incentives have
resulted in illogical and inconsistent policies, which turn out to be
resistant to improvement. 

Personally, I am neither for nor against a capital gains tax in
New Zealand. The issue requires a detailed weighing up of argu-
ments for and against such a tax. However, as my analysis will show,
for those who oppose all capital gains taxation, New Zealand’s ex-
periences illustrate that the grass is not always greener on the other
side of the fence.

New Zealand income-tax law

New Zealand has two main forms of taxation, the income tax and
the Goods and Services Tax (a VAT). The income tax is levied uni-
formly on all personal, business, and investment income. There is
no separate set of tax rules for the corporate or any other sector.

New Zealand’s income tax legislation leaves the term “in-
come” undefined. The judiciary has instead provided the operational
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definition of income. The judiciary turned to trust law and other pre-
cedents for the definition of income. In general, this meant that most
increases in the value of assets, other than trading stock, were ex-
cluded from the tax base. This outcome relied on concepts from
trust law that differentiated the interests of the life tenant (entitled
to income) from the interests of the remainder man (entitled to cap-
ital and so to the realization of capital assets of the trust). 

Our assertion that New Zealand has no capital gains taxation
rests on these principles of trust law. It is obvious that the trust law
is devoid of economic concepts and principles. As the New Zealand
Royal Commission on Social Policy commented: “With hindsight it
seems surprising that concepts of trust law were considered an ap-
propriate substitute for a direct focus on economic efficiency and
equity concerns in the raising of taxes” (New Zealand Royal Com-
mission on Social Policy 1988: 450).

In practice, it is difficult to distinguish between income and
assets. The Privy Council noted in BP Australia Limited v FCT that the
distinction is “sometimes difficult to draw and leads to distinctions
of some subtlety between profit that is made ‘out of ’ assets and
profit that is made ‘upon’ assets or ‘with’ assets” ([1964] AC 244
at 262).

An example of this difficulty can be found in the area of in-
vestment and financial intermediation. Thus, a mutual fund manag-
ing a portfolio of shares is usually taxed on profits from the sale of
shares in its portfolio. The rationale for this interpretation is that
the selling of shares is a normal part of the business of such an en-
tity. A small investor holding shares directly, on the other hand, is
not taxed on capital gains realized through the sale of shares. How-
ever, these general rules have been modified through rulings by
New Zealand’s Inland Revenue Department in relation to the oper-
ation of index funds. The Department has ruled that an index fund
does not hold shares on revenue account and can make tax-free cap-
ital gains, mainly because its share purchases and sales are not part
of a business but determined by the requirements of the index. This
ruling provides a tax incentive for investments in passive rather
than actively managed funds.

The poorly defined boundary between income and capital
provides many opportunities for tax advisers and many problems
for the revenue authority. In the case of trusts, the courts have de-
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cided that the increase in trust assets can be classified as income or
capital according to the intention of the person who originally
transferred assets to the trust. It is obvious that, in general, taxpay-
ers will attempt to define profits as capital gains and consider all ex-
penses deductible from profit producing revenues. For this reason,
the tax authorities have been faced with the need to define as tax-
able income many items that would otherwise have been tax-free
capital gains.

The following are some examples of how New Zealand has
legislatively broadened what is included in taxable income.

Gains from the sale of personal property

The legislation taxes profits or gains from the sale of property
where the taxpayer is a dealer in such property. Interpreted literally,
this legislation would apply even where the property on which the
profit was made was held for purposes other than dealing. However,
the courts have restricted the provision to assets held for trading
purposes. Thus, the provision does not make taxable what would
normally be considered to be capital gains.

Legislation also makes taxable all profits or gains from the
sale of property acquired for the purpose of sale. This means that
shares acquired for their dividend yield give rise to untaxed gains,
while those acquired for their capital yield do not. In practice, this
distinction has given rise to lengthy case law, which sets out more
precisely under what conditions property is considered to be ac-
quired with the purpose of sale and, therefore, taxable; and under
which it is acquired without the intention of sale and, therefore,
not taxable.

Legislation has also made gains from profit-making undertak-
ings or schemes taxable. However, the courts have interpreted this
provision so strictly that it does not tax anything that would other-
wise be considered a capital gain.

Land transactions

New Zealand income-tax legislation has detailed and complex provi-
sions bringing many gains on land transactions into the tax net. This
legislation was designed to counter the situation whereby land devel-
opers and builders claimed all of their income to be non-taxable cap-
ital gains so that developers and builders became in effect untaxed
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occupations. In broad terms, New Zealand taxes gains on the sale of
land acquired with an intention of resale by land dealers, developers,
and builders, including gains due to the rezoning, subdivision, or de-
velopment of land. There are exceptions to these rules for private res-
idences, business premises, and farmland.

Income from debt instruments

The difficulty of sustaining the traditional distinction between prof-
its and capital gains is particularly acute with respect to debt instru-
ments. If lenders can make a return that is taxable by way of coupon
payments or tax-free by way of a redemption payment, they will al-
ways prefer the latter. In the United Kingdom, realized profits on
discounts of financial instruments were made taxable profits as ear-
ly as 1805. Since 1986, New Zealand has gone further and put a
similar law in place, which taxes all gains from the holding of debt
instruments as they accrue.

Foreign investment fund rules

New Zealand aims to tax the worldwide income of its residents, in-
cluding income derived by offshore companies and similar entities.
Since it is not possible to subject foreign entities to a national tax,
New Zealand levies an accrued capital gains tax on all foreign port-
folio equity investments. This rule does not apply to companies res-
ident in Australia, Canada, Germany, Japan, Norway, the United
Kingdom, and the United States. Non-portfolio gains are subject to
controlled foreign company rules. These require the shareholders of
subsidiaries to return as income their proportion of the profits of
those foreign subsidiaries. The profits of foreign subsidiaries are
calculated in accordance with normal New Zealand tax laws so that,
for non-portfolio investments, capital gains remain tax-free.

The results

It is difficult to know what effect New Zealand’s lack of a capital
gains tax has had on her capital markets. The New Zealand stock ex-
change has not been noted for its high performance in recent years
with a price index still below the high it achieved in October 1987.
It is also worth noting that New Zealand’s listed share prices are
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strongly influenced by non-resident investors who hold up to 40%
of the value of total market capitalization. Such shareholders have
been the marginal investors and, while they have played an impor-
tant role in the determination of share prices, they tend not to be
affected by not having to pay New Zealand’s capital gains taxes.
That is because, even if New Zealand had a capital gains tax, in most
cases foreign investors would not be subject to such a tax under
New Zealand’s double-tax agreements. 

There is also little evidence that the absence of capital gains
taxes has encouraged entrepreneurial endeavours in New Zealand.
The country’s business expenditure on research and development
and its post-war economic performance have been well below the
OECD average. In 1997/1998, our business expenditure on re-
search and development was 0.32% compared with an OECD aver-
age of 1.48% of GDP. 

It is not clear what role New Zealand’s tax system plays in the
pattern of asset holdings by households. Direct equity is most
favoured by the tax system yet it constitutes a very small proportion
of household assets. Debt instruments and equity held through in-
termediaries are not tax-favoured to the same extent but constitute
a much higher proportion of wealth. Average annual real capital
gains on housing since 1960 have been around 1% while untaxed,
imputed, annual real increases in housing income amounted to
about 2% to 2.5%. The practice of not taxing imputed rental income
is a feature of most tax systems and in New Zealand it is significant-
ly clawed back by not allowing the deduction of mortgage interest.

For many years until the later 1980s, New Zealand experi-
enced high rates of inflation, paid government subsidies on many
investments, and controlled interest rates, which often were nega-
tive in real terms. It is likely that these conditions have played a
greater role in setting the pattern of private investment than did the
tax system. Similarly, the country’s economic growth rates have
probably been influenced more by inflation and other government
policies than by the absence of a capital gains tax. 

It has been argued that the absence of a capital gains tax cre-
ates a strong incentive for the excessive reinvestment of business
profits, which erodes the tax base and causes the inefficient with-
holding of funds from potentially higher yields in other employ-
ment. There is no evidence that such excessive reinvestment of
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profits has taken place in New Zealand in spite of the absence of a
capital gains tax. The average dividend yield of New Zealand’s listed
companies is about 5% to 7% annually, which is high by world stan-
dards. That high yield indicates that the lack of capital gain taxation
does not lead to excessive corporate reinvestment. Smaller compa-
nies tend to distribute most of their available income to the owners.

The reasons for these high-dividend returns on business in-
vestment are likely to lie in the overall structure of the tax system,
in particular, the fact that salaries are deductible from the business
income-tax base and dividends carry credits for taxes paid at the
corporate level.1 Until April 1, 2000, the company rate was at 33%
and equal to the top personal marginal tax rate so that there were
no incentives to retain profits. In fact, because personal income-tax
rates are progressive, a positive incentive exists to distribute rather
than retain income whenever the effective personal income-tax rate
is less than the corporate income-tax rate.

From April 1, 2000, New Zealand’s top personal marginal tax
rate was increased from 33% to 39%. The company and trustee tax
rates remained at 33%. It is likely that this will lead to increased re-
tention of profits. That will be balanced by the increased advantage
from income splitting by making distributions to family members
with low tax rates. 

In general, however, it is the overall nature of the tax system,
such as the rate structure and the manner in which dividends are
taxed, that can lead the tax system to encourage excessive profit reten-
tion. The presence or absence of a capital gains tax seems peripheral.

Problems created by not taxing capital gains

The conclusion of the previous section was that the absence of a cap-
ital gains tax has not had an easily identifiable impact on the econo-
my. Earlier, however, I described some of the complexities of New
Zealand’s income-tax legislation caused by not taxing capital gains.
Why the legislative complexity in the absence of discernible impacts?

The main reason for the complexity of the tax laws is that the
absence of a capital gains tax reduces the income-tax base and re-
sults in the following consequences. First, artificial boundaries are
required between what is taxable and what is not taxable. Defining
those boundaries leads to complex tax legislation. It also leads to
policy inconsistencies and unintended incentives built into the tax
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structure. These problems cannot be resolved without moving clos-
er to a concept of economic income and the consequent removal of
the distinction between capital and the revenue it produces. Sec-
ondly, working on these distinctions is the life-blood of tax planners
and a prime hunting ground for tax-planning schemes. The remain-
der of this paper considers these two issues by way of examples
drawn from the New Zealand experience.

Structural problems created by the distinction 
between capital and income

The problems created by the need to distinguish between capital
and income from capital can best be illustrated by the inconsistent
tax rules affecting individuals’ choices of investment in shares or
bonds. This choice can be made directly or indirectly through an in-
termediary such as a mutual fund. The lack of a general capital gains
tax has resulted in a series of rules that generally encourage direct
over indirect investment and equity over debt instruments. 

First, dividends are taxable as ordinary income. The problem
of double taxation of corporate income is overcome by allowing the
dividend recipient to get a credit for tax paid at the corporate level.
However, when a company distributes to its shareholders a capital
gain, no tax credit is available because no company tax has been
paid. The end result is that the capital gains exemption provided at
the company level is clawed back when the gain is distributed as a
dividend. If, on the other hand, the shareholder holds equities di-
rectly and not through an intermediary company, the shareholder
retains the benefit of tax-free capital gains.

Trusts are not subject to this dividend claw-back, so an invest-
ment made through a trust retains the benefit of tax-free capital
gains. That clearly places trusts at an advantage over companies as
an investment intermediary. In response, New Zealand legislation
deems certain trusts to be companies subject to the dividend rules,
which prevent the tax-free realization of capital gains to its owners.
Trusts treated in this way solicit investments much as mutual funds
do in North America. Although this particular treatment of trusts
shores up the tax base, it creates a bias against the use of trusts and
the financial intermediation they provide. 

The same incentive against financial intermediation is creat-
ed by the general common-law rule that profits from the sale of
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shares held in a managed portfolio are taxable as ordinary business
income. This rule makes it impossible for most intermediaries to
make capital gains even if they can distribute the profits tax free.

As noted above, capital gains made by index funds are not
subject to the same rule. They are considered not to be trading
shares and, therefore, capital gains are not seen to be arising from a
taxable trading activity. It is clear that this special treatment of in-
dex funds creates incentives for investors to invest in them rather
actively managed or ordinary passively managed funds. Such incen-
tives cause economic inefficiencies and therefore are undesirable.

As a government policy adviser, I can say that there was never
a deliberate intention to design a set of tax rules that exhibit the bi-
ases just noted: the discouragement of intermediation and the en-
couragement of passively over actively managed equity portfolios.
These rules have arisen from the need to protect a tax base that is
eroded by the failure to tax capital gains.

A second example of a problem caused by the lack of a capital
gains tax involves share repurchases by the issuing company. Con-
ceptually, a share repurchase is equivalent to the distribution of a
dividend by a firm because both methods result in the transfer of
corporate assets to shareholders. However, dividend payments are
taxable while the capital gains realized through the repurchase of
shares are not. This asymmetric tax treatment of company reserves
distributed to shareholders introduces incentives to favour share
repurchase over the distribution of dividends. Other countries deal
with this issue by taxing share repurchases either as a dividend or
as a capital gain. New Zealand does not have that option and had to
adopt complex rules and somewhat arcane legislation. Under these
rules, some taxpayers are taxed on gains they have not made, while
others are not taxed on gains they have made.

Depreciation creates a further problem for New Zealand’s tax
system because it has no capital gains tax. It is well known that the
depreciation of assets imposes an often unrealized decline in wealth
on its owners and implicitly on the net income earned from the as-
set during the relevant period. Since New Zealand’s income-tax sys-
tem was based on the non-recognition of changes in asset values,
the original income-tax system did not provide for the depreciation
of assets in the calculation of tax obligations. However, soon after
the initial legislation was passed, it was realized that the absence of
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depreciation allowances resulted in the over-taxation of business
income. Consequently, Parliament corrected this mistake and
passed legislation that allowed depreciation to be treated as a spe-
cial allowance. Unfortunately, the use of depreciation as an allow-
ance creates an asymmetry in a tax system that does not tax capital
gains. Declines in asset values give rise to deductions while increas-
es are tax-free. 

Tax planning problems created by distinction 
between capital and income from capital

The preceding section contained a number of examples of special
rules in New Zealand’s tax code that were adopted to deal with per-
verse incentives stemming from the absence of a capital gains tax.
These rules give rise to many opportunities to plan financial affairs
for the avoidance of taxes by attempting to get all accretions to
wealth on tax-free capital account and all expenditure on deductible
revenue account. There are many, ingenious methods to achieve
this; the following are a few examples.

The average salary earner has few opportunities to earn tax-
free capital sums. One opportunity is a redundancy payment re-
ceived upon losing a job. Traditionally, such a payment was con-
sidered a tax-free capital payment to the employee. Since in many
circumstances such payments could be traded off for taxable sala-
ry, the New Zealand Parliament made redundancy payments tax-
able. However, payments for humiliation on redundancy have
retained their tax-free status. As this opportunity has become
more widely known, New Zealand employers have shown a ten-
dency to ensure that redundant staff have been subject to increas-
ing levels of humiliation.

In a similar way, employers have shown an increasing tenden-
cy to provide workers with capital payments to induce them to leave
their previous occupations or to accept restrictive covenants, which
limit their ability to work elsewhere. Courts have decided that such
payments are not taxable. The apparent ability to substitute in this
way tax-free for otherwise taxable remuneration has led the Gov-
ernment recently to introduce legislation to prevent these practices.

Another example of a practice that turns taxable income into
non-taxable capital gains involved an international accounting firm,
which received a lump-sum payment in return for leasing for very
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high rental payments floors of a commercial building. The receipt of
the up-front lump sum offset the high annual rental payments so
that in present value terms the net effect was a lease cut at prevail-
ing market levels. The Privy Council held that the lump-sum pay-
ment was a tax-free capital gain, even though the firm then received
deductions for its above-market annual rental payments.

Another, even more imaginative method for turning taxable
income into capital gains involves the fact that New Zealand levies
tax on the worldwide income of residents, including that generated
through offshore subsidiaries. To avoid this tax on foreign income a
New Zealand company can pay an unrelated non-resident bank a
sum of money. In return for this money, the company receives the
option to purchase, for a minimal amount, shares in a New Zealand
subsidiary of the non-resident bank created especially for this pur-
pose. The bank then invests the sum tax-free in a haven and even-
tually invests the capital plus tax-free interest in its New Zealand
subsidiary. The New Zealand company then sells the shares that
give it ownership of the foreign bank subsidiary and makes a tax
free-capital gain.

Another practice for tax avoidance is used by very wealthly in-
dividuals who borrow funds offshore. The funds are used to invest
in a New Zealand company. The loan is “back-ended” so that no
payments are required until the loan matures, although accrued in-
terest on the borrowings is deductible. The New Zealand company
expends the funds on a high-risk venture (in which the lender also
has an interest), giving rise to further tax deductions. The loan plus
interest is repaid at maturity as investors exercise an option to put
their interest in the venture entity for the principal plus interest.
The profit is a tax-free capital gain. The investor, for an up-front in-
vestment, receives a return by way of substantial tax deductions.

There are many other examples I could present to illustrate
the sophisticated methods used by New Zealanders to turn income
into capital gains. Suffice it to note that human ingenuity and the
profit motive are likely to come up with new schemes, whatever ef-
forts are made by the tax authorities to prevent the abuse. This dy-
namic process and the cost of monitoring it certainly are highly
undesirable and inefficient consequences of a tax system that fails
to tax capital gains. 
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Proposals for reform in New Zealand

The structural problems that the lack of tax on capital gains poses
for our income tax system have not gone unnoticed. A number of
reviews of the tax system have considered the extent to which New
Zealand should tax such gains. 

In 1966, the Government established a committee of inde-
pendent experts (the Ross Committee) to undertake a comprehen-
sive review of all aspects of central government taxation in New
Zealand. The committee reported in October 1967 (Government of
New Zealand 1967). It noted that there was a strong justification
for taxing realized capital gains, although it considered the issue
needed further study and any reforms in this area should follow
implementation of other reforms such as lower marginal income-
tax rates.

In 1982, a task force on tax reform reported (New Zealand
Government 1982). It concluded that, although there was no reason
in principle not to tax capital gains, it did not recommend the intro-
duction of a capital gains tax at that time. The task force’s views
seemed to be influenced by its view that introducing a capital gains
tax during a period of high inflation, as then prevailed, would create
more problems than it would cure.

In 1989, the then Labour Government did propose the taxa-
tion of capital gains, along with across-the-board indexation of the
income tax base (New Zealand Government 1989). With the defeat
of that Government in a General Election late in that year, the pro-
posals did not proceed.

In 1998, the then Government established a “Committee of
Experts” to review a number of aspects of the tax system, including
compliance costs and how to make the tax system more robust
against avoidance. The committee reported in December 1998
(New Zealand Government 1998). Whether capital gains should be
taxed was outside the Committee’s terms of reference. The commit-
tee did comment, however, that the benefits of a capital gains tax
would depend on the proposed package of taxation reform of which
it was a part.

Finally, the Labour-Alliance Coalition Government formed at
the end of 1999 has stated that it will not introduce a capital gains
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tax in its first term of office. The Government has announced an in-
quiry into the tax system. Questions that will be posed to the Inqui-
ry include whether the tax system can be made fairer and whether
the income-tax base should be broadened. This may involve consid-
eration of the issues surrounding the taxation of capital gains.

Conclusion

This paper has canvassed the problems posed for New Zealand’s tax
system by the absence of a general capital gains tax. Undoubtedly,
if we had a capital gains tax, the paper would have canvassed the
problems posed by having such a tax. Certainly, designing an effi-
cient capital gains tax raises a number of issues for policy makers.
They include the following:

• whether the tax base needs to be indexed for inflation; 

• whether gains should become taxable upon accrual or realiza-
tion (or disposal) 

• the range of capital gains to which the tax is to be applied,
especially whether is should include private residences;

• the treatment of capital losses;

• the appropriate rate of tax.

The basic issue in practice is not whether or not, but the extent to
which, capital gains should be taxed. The extent should be chosen
after careful analysis of what optimizes fairness and efficiency, all
within the context of each country’s tax structure and system. There
is probably no unique and perfect design for such a tax system.

However, I would assert, after my long experience with New
Zealand’s tax regime as a private consultant and government advis-
er that the best possible system is not one that simply excludes cap-
ital gains from taxable income. For practical, if not economic,
reasons, nor would an optimal tax system be likely to include the
full taxation of capital gains on an accruals basis. 
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Note

 1 Small, family-owned companies can pay out dividends from income
on which no company tax is payable (such as capital gains) tax-free
under the qualifying company rules.
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Notes will be found on page 104.

Capital gains taxation in Mexico 
and the integration of corporate 
and personal taxes

FRANCISCO GIL-DÍAZ

Within the economics profession and in journalistic pieces, the tax-
ation of capital gains has been the subject of continuous debate. On
one extreme is the Henry-Simons1 camp that insists on taxing in-
come defined comprehensively, however impracticable, choice dis-
torting, lifecycle inequitable and unrealistic it may be. On the other
side is the consumption-based tax camp that includes most modern
economists. In the middle is the camp that serves up all kinds of sal-
ads depending on the tastes of the proponents (or, to put it more
elegantly, social engineers).

This paper will deal first with the tax-base issue to show how
far removed from a practical reality is the ideal of so-called compre-
hensive income taxation. From this conclusion, the jump to con-
sumption-based taxation is natural. But even then, because of the
need to recognize the inevitability of the corporate income tax,
there is a need to find a solution to the treatment of capital gains on
corporate shares if individual consumption (or even income) taxa-
tion is to coexist with the corporate income tax. The conclusion is
paradoxical and to some it may be somewhat surprising: the only
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way to avoid the double taxation of gains on corporate shares is to
tax them, but to do so in a particular way. The method for treating
the taxation of capital gains properly in this context is an old Cana-
dian contribution. It is tax neutral and, therefore, avoids the type of
tax arbitrage that concerned The Fraser Institute when it convened
the 2000 Symposium on Capital Gains Taxation. But, before dis-
cussing this idea, it will be convenient to go into more detail con-
cerning the real-life problems involved with the Simons definition.

Henry Simons´ global income approach

Echoing philosophers’ equity ideals, economists have generally
favoured progressive taxation as well as an income-tax base with a
broad global definition. The required reference to a comprehensive
tax base is Henry Simons’ Personal Income Taxation, where he defines
the ingredients required to measure the individual’s increase in net
worth. Such a concept includes wages, interest, rents, dividends,
fringe benefits, subsidies, debt reductions, imputed rent to owner-
occupied housing, inheritances, unrealized capital gains, scholar-
ships, gifts, and perhaps even the imputed income of household
work. Even while striving towards the attainment of this ideal, pol-
icy-makers who claim to have established a global-progressive sys-
tem of taxation do not realize, or do not confess, how far they are
from it, nor how inequitable and random the true incidence of actu-
al income taxation really is.

Theoretical considerations are involved in optimal tax design
but the most elaborate and dazzling theoretical construct has to rec-
ognize the reality upon which it will be applied. In an interconnect-
ed and global environment, policy-makers and politicians should
become aware of nasty secrets widely known to taxpayers.

• A substantial portion of top salaries in high-tax countries is
deposited in tax havens—just ask high salaried executives in
European-based companies about compensation deposits in
bank accounts abroad.

• Ingenious and forward-looking tax planning also avoids the
fragmentation of large estates and all kinds of complicated
ruses disguise substantial capital gains.
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• Political lobbying converts income taxes into veritable
gruyère cheeses through myriad deductions, concessions, and
favourable treatments.

• Fringe benefits often cannot be individualized and taxed or
are, because of political considerations, never fully included
in the taxable income of individuals.

• In many countries, corporations and non-incorporated firms
are taxed differently, with the income of the first frequently
subject to double taxation.

• Dividend income is often double taxed or subject to diverse
discriminations because of the “evils of distributed earnings.”

• Across countries, the individual global income tax, the al-
leged great equalizer, often accounts for no more than 20% of
total fiscal revenues.

• Global corporations readily relocate profits internationally ac-
cording to tax minimizing strategies.

• A substantial portion of personal income, which stems from
the implicit stream of services from owner-occupied housing,
is usually not taxed.

• Because of the high mobility of financial capital, interest in-
come is generally not taxed or, when taxed, its burden is shift-
ed to the consumer.

Because of the practical and political reasons given above, the at-
tainment of equity, based on the income tax, is a delusion, a Holy
Grail that only serves to inspire the matins of the apostles of global
income taxation. So much for the practicality of a comprehensive in-
come tax and the attainability of horizontal and vertical equity.

But how about efficiency considerations? There is a broad
consensus in the economics profession that taxes generally distort
the choice between labour and leisure but that the income tax also
distorts the choice between consumption and savings. A tax that
generates equal revenue and comparable equity effects, based on
consumption, would be preferable on this account.

The other attribute generally examined in taxes is their inci-
dence and their effect on comparable net of tax incomes. From this
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perspective, another defect of the income-tax approach is that it
views equity from a static point of view. It considers the ideal base
for taxation to be all sources of income and the increase in the net
wealth of the individual over a given period of time. It is fitting that
this approach was perfected in the 1940s, together with the linear-
static Keynesian consumption function, which considered current
income as the explanatory variable of consumption and totally ig-
nored life-cycle income. With some exceptions, economists tend to
ignore the tax design and equity implications of a life-cycle or per-
manent-income approach to consumption behaviour.

If income is the vehicle towards achieving consumption and
if consumption is the quintessential ingredient of a utility function,
it is not clear from a theoretical standpoint why income should be
the object of taxation instead of consumption. The indirect attain-
ment of an objective, through the taxation of the means instead of
the objective itself, might be justified when the objective is hard to
define, to administer, or both. But in the case at hand it seems that
the opposite is true. Consumption is much easier to tax, unless one
wishes to tax consumption directly at the individual level. I return
to this issue below.

Intertemporal or life-cycle considerations imply that if con-
sumption is programmed throughout a lifetime in an effort to max-
imize an individual’s utility, it makes sense to target it, instead of
global income, as the object of taxation. Beyond practical consider-
ations, income taxation will result in, at best, the equivalent to con-
sumption taxation and, generally, in an inferior outcome. Savings
and returns on savings are the tools used by individuals to average
out consumption through time. Thus, the life-cycle approach sug-
gests that, if the measure of an individual’s utility wealth is con-
sumption, it is the latter that ought to be taxed.

There are practical considerations as well. It is well known
that consumption follows a more regular pattern through time than
income. Individuals whose income is bunched up, frequently in the
early stages of life, as is the case of entertainers, traders, athletes,
and so on, face a more progressive income taxation and heavier av-
erage taxes than those whose income is more equally distributed
through their life-times. The excess tax burden faced by such indi-
viduals cannot be eliminated except through extremely complicated
lifetime-averaging techniques. The same will usually be true of
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highly variable incomes derived from such activities as farming,
fishing, cattle raising and mining.

The inequities just discussed can be avoided in principle if the
tax base and the tax rates are set up so that the present value of tax
revenues is the same. Under these conditions, the lifetime inci-
dence of both income and consumption base taxation will be the
same and there is no a-priori reason to choose, on equity consider-
ations alone, one tax over the other.

Collection costs are not the determinant of the appropriate
choice between consumption and income tax bases. As Hall and
Rabushka (1985) point out, consumption taxes can be designed to
tax directly an individual or income-based taxes can be designed to
be “indirect.” On the other hand, collection costs should rather be
a decisive factor in the choice between indirect and direct taxation
since the collection and compliance costs associated with direct tax-
es can be considerable. Hall and Rabushka (1985) report a figure of
10% of revenue for the American income tax. However, a tax on
wages is one simple direct tax that over the life-cycle is equivalent
to taxing consumption. 

Given the considerations above, an “income” tax that excludes
imputed rents from owner-occupied housing, capital gains and in-
terest income, does not appear to be inequitable but it will be unnec-
essarily distortive unless it also excludes rental income. Within such
a framework, the next section will explore how not to tax capital
gains when a corporate tax is in existence.

In summary, efficiency and equity considerations counsel
consumption-based taxation because a consumption tax involves a
lower number of distorted individual choices and because intertem-
poral equity is better served. If, on efficiency and intertemporal eq-
uity grounds, consumption is to be the preferred mode of taxation,
it is evident that capital gains and other sources of capital income
ought not to be taxed. One solution to the debate would then be to
base taxes on consumption and be done with capital gains taxes.

But, despite all the ink spilt in discussing the theory and the
persuasive arguments in favour of consumption taxation, it is a fact
of life that a form of income taxation will prevail for a long time to
come. Furthermore, and also on practical grounds, imperfect, inef-
ficient, and inequitable taxation of personal income will also prevail
to be an extended form of taxation. Under these rules of the game,
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an important issue to resolve before dealing with the appropriate
way to tax corporate capital gains is: should corporate income be
taxed twice by having both dividends and capital gains income sub-
ject to the income tax

If the answer is negative, the method of avoiding the double
taxation of profits is to integrate individual income taxation with
corporate income taxation. The exemption of capital gains from the
income tax would not be sufficient to avoid double taxation be-
cause, under an integrated setup, individuals are entitled to a tax re-
fund if their tax bracket is below that of the corporation. Integration
encompasses more than the treatment of dividends. It requires a
treatment of gains obtained through the realization of corporate
shares symmetrical to the one given to dividends. 

The interaction between dividend and capital gains income
and its implication for the taxation of capital gains will be the sub-
ject of this paper. It will be seen that, to understand the treatment
that ought to be given to capital gains income, the two income
sources have to be considered jointly. The discussion will deal solely
with equity shares and will not include other wealth accretions,
such as real estate, art works, or in general the appreciation of any
other asset. A succinct presentation of Mexico’s perhaps singular
experience in this regard will conclude the paper.

Integration of corporate and personal income taxation = 
disappearance of capital gains

It will be argued that, when dividends are taxed, it is inequitable
and inefficient to exempt capital gains. However, it is well known
that, if the personal and the corporate income tax are integrated, the
tax on dividends will vanish. Under these circumstances, a symmet-
rical treatment of capital gains requires adjustments to provoke the
virtual disappearance of capital gains taxation, as it should under an
appropriately balanced non-distorting design. It will be shown that
a simple exemption of capital gains will not do and that, paradoxi-
cally, a scheme to tax capital gains will, in fact, encourage people to
avoid their taxation.

The concern about the taxation of capital gains has at least
two origins: the technical, public-finance outlook from which many
analysts point out that capital gains are generally overtaxed;2 and
the notion that capital gains are the ultimate manifestation of mar-
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ket, technological, or organizational efforts. As such, these rewards
to entrepreneurship ought not even be taxed, lest the motor of eco-
nomic growth is impaired and welfare reduced.

Digression on inflationary accounting

Before discussing the merits of the diverse modes that capital gains
taxation can take, it will be convenient to deal with, and leave aside,
the other significant source of double taxation and sometimes even
confiscation of capital gains. Over taxation frequently occurs when
the purchase price of an asset is not corrected for inflation to calculate
its taxable gain. It may even turn into confiscation given a sufficiently
high increase in the general price level. A creeping low inflation over
a long period is all that is required for this effect to take place.

But, although the remedy for this misfortune seems obvious,
beware of individual indexations to correct partial distortions. The
reason for these distortions is that general price-level increases will
tug at a corporation’s balance sheet from different directions and
the net result will differ from firm to firm, depending on the relative
importance of monetary assets and liabilities. Depending on how
several factors combine, corporate profits may be understated or
overstated as the result of inflation. If a firm is a net debtor, it gains
from inflation on this account, or loses from a net creditor position.
The firm also loses from depreciation charges that, being based on
the original (nominal) purchase price of capital assets, fall in real
terms with inflation. Thus, profits and dividends are, because of in-
flation, distorted reflections of a firm’s true results. This argument
is also applicable to any accrued capital gain. While the latter may
seem to have ended up being overtaxed in real terms, the gain may
be due to inflation that lowered the corporate income tax and re-
sulted in more untaxed reinvested profits. The converse argument
also applies, of course: nominal taxation may account for the double
taxation of losses!

Could it be that the general impression of over-taxation orig-
inates in the isolated perception of taxes? These taxes fall dispro-
portionately on the sale of shares when it would be more
appropriate to consider all the inflationary effects on the balance
sheet of the firm whose shares were sold.
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To conclude this section, it seems wiser to either not index at
all or to index comprehensively, that is, to index the whole balance
sheet and to carry its adjustments into the taxable profit and losses
statement. Partial indexation will introduce an additional source of
random variation in end results.

The dilemma—to tax or not to tax capital gains

Excessive capital gains taxation should not be viewed singling out
capital gains as a special entity. This is the position of many propo-
nents of capital gains tax reform, especially some vocal contemporary
American advocates for the exemption of capital gains from the in-
come tax. Abstracting from the unpredictable effects of inflation,
over taxation of capital gains is a result of separate corporate and in-
dividual income taxes; it originates in the overall design of the in-
come tax itself. Except for some European countries and Mexico,3

among others, where the two taxes are integrated, corporate profits
are taxed at the firm level and again when they are distributed. In this
context, it must be understood that realized capital gains on shares
are a form of profit distribution: if an investor decides to sell a corpo-
rate share, the proceeds of the sale are equivalent to a “home-made
dividend” (Fama and Miller 1972). Therefore, if profits are taxed
once at the firm level and again when distributed, symmetry requires
that the same base and tax rate be applicable to capital gains.

If distributed profits and capital gains are taxed differently,
people will tend to engage in tax arbitrage and to choose the lower
taxed vehicle. Therefore, the correct, neutral and equitable goal is
not a favoured treatment for capital gains but rather a symmetrical
treatment of distributed profits and of capital gains. If the first are
taxed twice, so should the other and, if the first are not adjusted for
inflation, it is not clear why the other should. 

On the other hand, there are no efficiency or equity grounds
to double-tax corporate profits, if dividend and corporate profit tax-
ation were integrated; that is, if only the individual shareholder
were considered the unit of taxation, capital gains taxation would
virtually disappear.

Under such a scheme, a corporate income tax is solely an in-
dividual income tax withheld at the source, just as is frequently done
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with wage or interest income. In this vein, individuals add up their
various sources of income, including dividends, albeit grossed-up to
determine the profit before corporate income tax, but then the cor-
porate income tax would be creditable as a withheld tax in order to
arrive at the individual income tax.

The end result of this procedure is that corporate profits
would be taxed only once at the individual’s level. Such a design re-
quires parallel corrections in the way capital gains are taxed. The
seller of a share would be allowed to modify its purchase price when
calculating the difference between the sale and purchase prices to
arrive at the taxable capital gain. The required adjustment would be
to allow for taxed reinvested profits to be added to the purchase
price of the share and to deduct corporate losses. When the individ-
ual and the corporation’s marginal tax rates differ, a grossing-up
and tax-credit procedure similar to the dividend method is required.
This method is discussed below.

To simplify the first example, the two rates will be assumed
to be equal. In this case, since most capital gains originate in the ap-
preciation of share values derived from the reinvestment of profits,
the deduction of these investments from the capital gain should
cancel out the capital gains’ tax base.

There is a caveat to the last assertion because, beyond the
mere reinvestment of profits, a share’s value may appreciate be-
cause of the market’s appraisal of the growth potential of a particu-
lar firm, an appreciation beyond the average expected marginal
return on other investments. Examples abound, such as Wal-Mart,
Microsoft and, until recently, the “dotcoms.”

Even in this case, the adjusted purchase-cost procedure out-
lined above should generate neutrality; that is, no taxation of capital
gains or, equivalently, no double taxation of profits. Consider for
simplicity (a) no corporate income tax; (b) a firm whose profits are
reinvested; (c) a 10% annual discount factor; (c) a riskless environ-
ment; and (d) a change of market sentiment so that a share that had
been expected to yield the same 10% as the rest of the market is sud-
denly expected to appreciate 20% the following year. Assume also a
$100 purchase price for the share and that, after the 20% apprecia-
tion, the share is expected to continue yielding 10% per year. The
original purchaser of that share, who paid $100 for it, can now sell
it for $109.1 and pay a tax of 91 cents, if we assume a proportional
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income tax of 10%. If the original holder sells the share immediately
after its higher expected return is known to the market and if the
new owner sells it at the end of a year for $120, the tax adjusted cost
of the share for the latter will be $129.1, since the firm generated
and reinvested $20 in profits. The second seller of the share will be
able to deduct from his global tax bill losses equal to $9.1, for a tax
saving of 91 cents. The capital gains tax paid by the first individual
is thus offset, except for the difference in present value, by the tax
saving of the second individual, who obtained a 10% return on the
purchase plus the tax-saving on a capital-gains deduction.

However, the numbers above cannot be the outcome under a
perfect capital market, while the original asset holder obtained an
extraordinary return. The unexpected and sudden appreciation of
the share also brings the buyer a return higher than 10% if this tax
savings is added to the return on the asset. In a competitive capital
market, the original holder will ask somewhat more than $109.1
for the shares in order to let the second holder earn a return just
equal to 10%. The sale price in this case will be $110. At this price,
the second holder will get a $10 return when selling the share after
one year, plus a tax saving equal to a 10% tax rate on the difference
between the fiscal cost $110 + $20 = $130 and the $120 sale price,
or a savings of $1. A return of $11 on a $110 investment is just
equal to the market discount rate of 10%. (The method for arriving
at this number with this simple set of assumptions is presented in
the Appendix.)

What is of interest here is that, even though the original
shareholder pays a tax on the capital gain, the net after-tax income
will be the same as if there had been no tax. Since the discount rate
is 10% and the net increase in the wealth of this individual is $9.1,
the return is the same that would obtain if a capital gains tax did not
exist. The original shareholder recovers the tax saving of the second
asset holder because the sale price of the share is bid up exactly in
the amount necessary to recover the tax. In a competitive market,
the original shareholder will be able to capture the tax saving that
will eventually be realized by the second holder. 

Since for simplicity the numerical example assumed away the
corporate income tax, it did not illustrate the important point of
how to adjust at the individual level for the tax paid by the firm. An-
other numerical example will take care of this omission. Assume a
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share valued at $100, a profit of $10, a corporate income tax of $5,
and a dividend of $5 to an individual in a 30% tax bracket. The in-
dividual will add to other income the grossed-up dividend ($10),
calculate the tax ($3), and credit the corporate income tax formerly
paid on that dividend ($5) to arrive to a claim of $2 on the Treasury
for a total net income from the dividend of $5 + $2 = $7, that
amounts to the disappearance of the corporate income tax. 

If the corporation does not pay out a dividend and the individ-
ual wishes to obtain the same cash income, the procedure is analo-
gous to the mechanism described above. The share will be sold for
$105 and its adjusted cost will also be $105. But, this would be the
end of the story only if the shareholder pays a marginal tax rate equal
to that paid by the corporation. If the rates are different, the individ-
ual will be allowed to credit the $5 tax paid by the corporation to a
total taxable income augmented by the grossed-up, unadjusted cap-
ital gain ($10), in order to generate the same $2 tax refund.

Therefore, even in a case of extraordinary gains, the taxation
method proposed ensures that there is no capital-gains tax. This ar-
gument is not new: it has simply been forgotten, since it was pre-
sented, in a different fashion, in the report by the Royal Canadian
Commission on Taxation (known also as the Carter Commission)
in the 1950s.

I hope the discussion above helps to clarify some issues on
the important and delicate matter of capital gains taxation reform.
A change that simply eliminates the taxation of capital gains will
contribute to the disappearance of the tax on dividends and of dou-
ble taxation as well, at least on the shares of those firms with stock-
listed shares. But if this is the desired output, why do it through the
back door? And, why not adjust the burden of the tax to the lower
rate that should be borne by individuals in the lower brackets? 

The arguments presented here suggest that the proper solu-
tion is to eliminate both income-tax sources simultaneously. Alter-
natively, if one wishes to benefit lower-income tax payers, one
should apply the integration recipe outlined above regarding capital
gains and dividend taxation to transform the corporate income tax
into a tax on the individual’s income. This solution is much prefer-
able to simply abolishing the capital gains tax because its elimina-
tion would turn individuals into tax planners engaged in the
elimination of the tax on dividends through tax arbitrage. However,
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the owners of medium-sized and small-sized firms, for which there
is not a ready and liquid stock market, would have trouble selling
their shares and would, thereby, be stuck with the tax on dividends.
Therefore, whoever claims that reduced or zero capital gains taxa-
tion is a benefit for the small entrepreneur should concentrate such
intellectual efforts elsewhere.

Zero capital gains taxation would also allow the total avoid-
ance of taxation on those firms where, because of differences be-
tween their accounting and fiscal accounting rules, capital gains are
realized despite no apparent gain. To close this loophole completely
it also has to be established, as was done in Mexico, that realized
profits, through dividends or capital gains, will be taxed even if they
are generally exempt, when they are derived from profits that did
not previously pay the corporate profits tax.

However transparent and non-distorting, the integration so-
lution has serious drawbacks. The accounting requirements are
complex and many years of information and documentation are
needed. Besides, in countries where the estate tax has contributed
to place large amounts of corporate shares in the hands of non-prof-
it institutions, the revenue loss from an integration scheme could
be large. This latter problem might be dealt with by not having the
corporate tax be definitive in the case of shares held by non-profits,
and a partial solution to the accounting and computing complexi-
ties might be sought in a rate structure low enough for both taxes
with equal proportional rates.

The evolution of the capital gains tax in Mexico

The treatment above was not incorporated into Mexican tax legisla-
tion in one fell swoop nor were all its ingredients fully implement-
ed. Given the sharp general price increases of the 1970s and an
expectation that inflation would continue, it was deemed conve-
nient at the time to correct in real terms the purchase cost of assets.
The solution was to include in the legislation a table constructed
with the price levels of the former 50 years. 

Another reform had to do with the need to correct for the
bunching in time of capital gains, since they are not recurrent for
most individuals and may, therefore, be taxed at an extremely high



Capital gains taxation in Mexico 101

marginal rate simply by adding overall gains to the rest of taxable
income. Therefore, a simple averaging procedure was introduced to
ease the impact of accumulation.

The other important reform was to add reinvested profits—
corrected for inflation—to the adjusted purchase cost of a share, af-
ter having deducted any losses and distributed profits. The adjust-
ment does not include the credit for taxes paid in excess by the
corporation but, as long as the personal and corporate maximum
tax rates coincided, the effect of this omission was probably negli-
gible. The top individual rate is reached at relatively low income
thresholds so that most shareholders’ marginal tax rate was the
same as that of the issuing corporations. This is no longer true since
1994, when the corporate rate was brought below the top personal
tax rate. Since then, the corporate rate has slid to 30% and the per-
sonal rate rose to 40% in January 1999.

The procedures described above apply to assets held by both
individuals and firms, except that capital gains in stock-listed
shares owned by individuals continue to be exempt in order to
avoid administrative complications. The exemption of individually
held stock-listed shares from the capital gains tax has been in force
for several years with probably no major fiscal consequences, spe-
cially given that, up to 1999, the personal dividend tax was fully in-
tegrated into the corporate income tax. This is because, if
corrections are made for inflation and reinvested profits, the result-
ing consolidated tax base for the shares of listed corporations turns
out to be either minimum or negative, although there are times
when sharp increases in the stock-market index suggest otherwise. 

When corporate tax rates are below the top individual mar-
ginal income tax rates, this exemption allows the tax consequences
of the spread between the personal income tax rate and the corpo-
rate tax to be either avoided or deferred. This is done through lim-
iting dividend distribution and letting shareholders obtain their
income through exempt capital gains. However, as the top personal
marginal income tax rate came to equal the corporate income rate,
the incentive to switch the gain into the shares of unlisted compa-
nies disappeared. But, the distortion has reappeared under the re-
cent Zedillo reforms that lowered the corporate tax to 34%,
reintroduced double taxation through a dividend tax, and raised the
top individual marginal tax to 40%.
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Before the recent Zedillo reforms, the changes performed on
the capital gains tax were intended to improve fairness and to “lu-
bricate” the capital market. An efficient capital market is of utmost
importance for sound resource allocation. The former tax on nomi-
nal gains led to the strangling of asset transactions because individ-
uals and firms preferred to hold on to their assets rather than incur
a tax on gains that were merely nominal. By showing their portfolio
valuations at current market prices and excluding potential liabili-
ties stemming from the tax due on the sale of the assets, firms could
also better leverage their balance sheets.

As explained above, the capital gains mode of taxation is sim-
ply a reflection of an integration procedure adopted between the in-
dividual and corporate income taxes, a reform that was aimed at
improving both fairness and efficiency. 

Initially, the procedure allowed firms to deduct paid divi-
dends just like any other deductible item or cost. It also required a
withholding tax at the maximum marginal rates on individual in-
come, creditable by the recipients. The same procedure was applied
to interest paid to individuals.

Transfers of dividends among firms were also deductible and
cumulative, which allowed interrelated firms to offset losses instan-
taneously from one side of their operation against gains on the oth-
er. This possibility was deemed particularly important within an
inflationary environment.

Another reason to adopt an integration formula using a divi-
dend deduction is that, in the first stage of the reform effort, an in-
tegration scheme based on an imputation method was introduced.
This proved complicated for taxpayers and was later abandoned.
Subsequently, when corporate and top personal income tax rates
were aligned, the dividend deduction was replaced by a dividend ex-
emption.

With the enactment of these reforms and price stability, the
distortion that encouraged debt financing over equity financing was
virtually corrected. With inflation, however, the deductibility of
real-debt amortization through interest payments created an enor-
mous attraction to issue corporate debt until the tax treatment of
both interest income and expense was corrected for inflation. 
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Appendix

Assumptions and Definitions

• Let V0 be the purchase price paid by the original owner of the
share.

• Let V0
1  be the sale price after a new higher return is an-

nounced. The new return higher ( g per year) than previously
expected is known by the market seconds after V0 was paid for
the share.

• Let r be the discount rate and “normal” rate of return in the
market.

• t is the average and marginal tax rate equal for everybody.

• The sale price V1 of the share after one year will be

V1 = V0 (1 + g)

V1 – t[V1 – (V0
1 + gV0)]

—————————— = 1 + r
V0

1

V1 – tV1 + tV0
1 + tgV0

————————— = 1 + r
V0

1

V1 – tV1 + tV0
1 + tgV0 = (1 + r)V0

1

V1(1 – t) + tgV0 = (1 + r)V0 – tV0
1

V1(1 – t) + tgV0 = (1 + r – t)V0
1

V1(1 – t) + tgV0 V0(1 + g)(1 – t) + tgV0
V0

1  = ——————— = ——————————–
1 + r – t 1 + r – t

V0(1 + g)(1 – t) + tg
V0

1  = —————————
1 + r – t
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Notes

 1 The classic reference for a comprehensive income taxation defini-
tion is Simons 1938.

 2 The postponement of the gain does not lower the present value of
the tax. See Gil Díaz 1982.

 3 This comment is no longer fully applicable to Mexico where recent
reforms have destroyed the former symmetry and neutrality of its
combined personal and corporate income-tax structure.
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Notes will be found on page 121.

Capital gains taxation in Britain
The merits of indexing and tapering

BARRY BRACEWELL-MILNES

The capital gains tax was introduced in the United Kingdom under
the Finance Act, 1965. It was consolidated in the Capital Gains Tax
Act of 1979 and the Taxation of Chargeable Gains Act of 1992.
These dates imply that non-trading capital gains were not subject to
tax for more than a 150 years after income tax was brought in by
Addington at the beginning of the nineteenth century. This late in-
troduction of the capital gains tax is in stark contrast with the ex-
perience of the United States, where the Federal income tax was
levied on capital gains from the beginning.

In the early years of the Second World War, Britain’s maxi-
mum rate of income tax was increased to the sacrificial level of 19s
6d in the pound (97.5% gross) as a contribution to the war effort.
After the war, this increase was treated as politically irreversible. It
was not until 35 years after the war ended that the reforming gov-
ernment of Margaret Thatcher lowered this rate.

In the early 1960s, the gap between tax at 97.5% on income
and 0% on capital gains was uncomfortably wide and increasingly
exploited. Instead of reducing income tax, the Labour government,
that was elected in 1964 introduced a tax on capital gains. This new
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tax on individuals was set at 30%. The difference in the two rates of
taxation represents a tacit admission of the economic difference be-
tween income and capital gains.

The capital gains tax rate on individuals remained at 30% for
more than 20 years. In 1988, Chancellor of the Exchequer Lawson
introduced a new rate structure. Capital gains were to be added to
income and charged at the marginal rate of income tax. In practice,
this was usually the top rate of income tax, which by 1988 had been
reduced to 40%. Thus, capital gains and the top tranche of income
were taxed respectively in 1964 at zero and 97.5%; in 1965 at 30%
and 97.5% and in 1988 at 40% and 40%.

A company’s chargeable gains have been treated since 1965
as part of its profits for corporation tax and charged at the appropri-
ate rate. In 1965, this rate was limited to 30%, as for individuals.
Trustees are subject to the same regime as individuals. Gifts are tax-
able unless they are made to a spouse or a charity; holdover relief
for gifts between individuals was abolished in 1989. Emigration is
a taxable event for companies but not for individuals. The charge on
death was abolished for deaths occurring after 31 March 1971.

Gilt-edged stocks were exempted from capital gains taxes in
1969 if they were held for more than one year; this twelve-month
qualifying period was removed in 1986. Certain corporate bonds
were likewise made exempt assets in 1986. Financial institutions
like unit trusts are not subject to capital gains tax, although their
unit holders are. As a result, there is a strong incentive to own
shares indirectly through a financial institution. Quoted companies
do not on the whole pay much corporation tax on capital gains as
they have more scope than individuals for tax reduction through ap-
propriate planning. Owner-managers of unquoted companies and
other businesses incur a tax liability on transfers of the business
inter vivo. Holdover relief, which was retained for business assets in
1989, is not an exemption, and the tax charge held over may consti-
tute an important liability for the business as well as for the owners.

The preceding summary of capital gains taxation in Britain
implies that it is primarily a charge on individuals and trustees,
partly because of the explicit concessions and tax privileges for
companies. One of these concessions, rollover relief for the replace-
ment of business assets, was introduced in 1971, whereas there is
no general rollover relief for individuals. The rationale for this pol-
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icy is based on differences between a natural and a corporate per-
son: an individual has a life-cycle, which may generate taxable
events, whereas a corporation is in principle undying. In addition, if
an individual owns a company that makes a capital gain, the gain is
taxed twice, first through the company and second on the owner
upon the sale of the appreciated shares. 

Indexation

In the late 1970s, price inflation rose to its highest level at well over
25% a year. Capital gains taxation under the 1965 provisions did
not adjust rates for inflation. It was feared that the tax would cause
serious damage to the economy since the taxation of inflationary
capital gains amounts to the confiscation of real assets. In response
to this threat, in October 1977 the Inland Revenue issued for com-
ment and discussion a note that examined the administrative as-
pects of tapering, indexation, and other schemes to take account of
the distortionary effects of capital gains taxes on highly inflated as-
set values.

After the 1979 Election, the new Conservative government
addressed the problems caused by inflation, slowly and cautiously at
first. In 1982, an indexation allowance was introduced for inflation
after that year. The indexation was based on historic cost, which
might have been incurred many years earlier, and a small proportion
of the current value. The indexation could not be applied for gains
during the first year of ownership and was not available if it created
a loss or increased a loss that already existed (see Soper 1997: 18).

In 1985, the tax relief based on the use of indexation was ex-
tended backwards to the date of acquisition and the taxpayer was
given the choice of using either historic cost or the value on
March 31, 1982. In addition, the allowance could now be given on
assets sold at a loss and could be used to create a loss. In 1988, the
rate of capital gains tax was made equal to the rates of tax on indi-
vidual incomes and corporate profits. At the same time, the govern-
ment offered the further beneficial option of rebasing the cost of
assets to March 31, 1982. Thus, while in 1985 taxpayers were per-
mitted to use the value on March 31, 1982 to calculate the index-
ation allowance, in 1988 they were permitted to use this date as the
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date of acquisition. This meant that pre-1982 gains were disregard-
ed in the calculation of capital gains for the purpose of taxation.
However, if it was to their advantage, taxpayers were still permitted
to use the original date of acquisition rather than March 31, 1982
as the base for indexation (see Soper 1997: 18).

In 1998, the new Labour government froze indexation for dis-
posals by individuals after April 5, 1998. However, the new law per-
mitted the submission of returns filed after this date if they
contained indexation for earlier years. The indexation regime for
corporate taxpayers remained unaltered (Financial Times Information
Capital Gains Tax Service 1982/83–1999/2000: xviii). The 1998 law
replaced indexation for individuals and trustees by a system of “ta-
pering,” under which the rate of capital gains taxation was made a
decreasing function of the length of time over which an asset was
held. Individuals’ retirement relief from capital gains tax was
phased out at the same time. The tapering system introduced in
1998 was made more generous for taxpayers in legislation passed in
2000 in ways that will be discussed below in the section, Indexation
and tapering.

Indexation is based on the Retail Prices Index, which is a
Laspeyres base-weighted index computed from a basket of goods
and services covering about half of national income. A Retail Prices
Index Advisory Committee advises the government about changes
in the basket and other modifications. The Retail Prices Index is fa-
miliar to the public and is published about six weeks after the end of
the period it covers. For these reasons, it has proved resistant to rad-
ical reform and is used in various parts of the tax system. The exist-
ing Retail Prices Index is widely criticized because increases in
interest rates and indirect taxes, often caused by attempts to cool the
economy and check inflation, feed into the Retail Prices Index and
thus initially show inflation as rising. For this reason, the govern-
ment publishes an “underlying” Retail Prices Index from which
these elements are excluded. But, this procedure causes the under-
lying rate to exceed the most widely used “headline” index if interest
rates fall. More recent criticisms of the Retail Prices Index are that in
periods of rapid technological innovation the index exaggerates in-
flation by not allowing for improvements in the quality of goods and
services consumed. It is also suspected that sometimes governments
manipulate the Retail Prices Index to their own political advantage.1
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In spite of these shortcomings of the Retail Prices Index in the
use of calculating capital gains tax allowances, there is little support
in the United Kingdom for the construction or use of a new index.
Such a switch would bring only minor benefits at best. Over the pe-
riod from 1982 to 1998, indexation served the useful purpose of re-
ducing the lock-in effect and generally reducing the burden of a
damaging tax.

The most important criticism of indexation of any kind arises
from the fact that it is basically anti-entrepreneurial. Goodwill, the
most entrepreneurial element of the sale of a new business, does
not benefit from indexation since its acquisition cost is nil. The use
of indexation can also be criticized on the grounds that there are
other, superior means for reducing the burden of capital gains tax-
ation. These alternatives will be discussed below.

Pooling

If taxpayers buy a given company’s shares only once, the value of
capital gains can be established readily upon the sale of some or all
holdings. Presumably, the 1965 Inland Revenue thought that most
taxpayers buy shares in a company only once and add to their port-
folio through the purchase of shares of other companies. But, it has
since been discovered that investors are as likely to increase hold-
ings of a given company’s shares as they are to diversify. Additions
to the holdings of a given company’s share at different times gives
rise to the problem of identifying the cost of the shares sold and
bringing a capital gain.

Three methods of identification are in common use: first in,
first out (FIFO); last in, first out (LIFO); and pooling (which is the
technical term for averaging in this context). If shares rise in value,
through unindexed inflation or in real terms, LIFO is more favour-
able to the taxpayer than pooling and pooling is more favourable
than FIFO. If share prices fall, these relationships are reversed. If
the share prices are constant, all three methods are equivalent.

However, under Britain’s system of tapering, the ranking is
more complicated. Constant prices produce the same ordering for
the merit of the available accounting methods as do falling prices.
Rising prices make the ranking ambiguous.
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Britain now has the rule that all shares of a given company ac-
quired by a taxpayer are pooled if they were acquired after April 6,
1965 and before the introduction of indexation on April 6, 1982.2

Any form of identification chosen by the taxpayer or the company
for individual shares (as, for example, the numbers in a register) is
irrelevant under the pooling system. Securities of different classes
(as, for example, ordinary shares and convertible preference shares
of the same company) are held in separate pools. Shares held in dif-
ferent capacities (as, for example, beneficial ownership and trustee-
ship) are likewise held in separate pools (Walker 1994: 17).

Shares acquired before April 1965 continue to be held there-
after in the separate parcels by which they were acquired. However,
in 1968 Inland Revenue allowed taxpayers the option of electing for
post-1968 disposals to have pre-1965 holdings pooled with post-
1965 acquisitions of shares of the same class and held in the same
capacity. Under this option, the taxpayers are deemed to have sold
the shares on April 6, 1965 and to have immediately re-acquired
them on the same day at the day’s market value. From April 6, 1965
until April 5, 1968 and thereafter, if the election to pool was not
made, pre-1965 shares were taken up to meet subsequent disposals
on a first-in-first-out basis (FIFO) until 1982 when that basis was
reversed to last-in-first-out (LIFO) (Walker 1994: 15, 21).

As noted above, a limited form of indexation was introduced
in April 1982 and lasted until April 1985. During this three-year pe-
riod, pooling was discontinued. Instead, each acquisition of shares
was treated separately for purposes of indexation. New identifica-
tion rules applied during this three-year period to disposals of part,
but not all, of post-1982 acquisitions. The general direction of the
identification rules of 1982 to 1985 was to work backward (LIFO)
until the disposal was satisfied. But, the opposite (FIFO) rule was
applied if a part disposal did not use up the whole of the acquisi-
tions in the 12 months immediately preceding the sale (Walker
1994: 22, 23).

Share pooling was reintroduced under the Finance Act, 1985
for shares and securities acquired on or after, for individuals,
April 6, 1982 and, for companies, April 1, 1982. In order to take the
indexation allowance into account, an addition is made to the pool
of expenditure associated with the post-April 5, 1982 holding
whenever there is any kind of transaction like an acquisition, dis-
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posal, or rights issue of the shares concerned. This addition is com-
puted by multiplying the value of the pool immediately before the
transaction by the increase in the Retail Prices Index over the period
from the date of the last transaction (Financial Times Information Cap-
ital Gains Tax Service 1982/1983–1999/2000: xv-xvi).

The introduction of taper relief for individuals and trustees
but not for companies meant that pooling must cease for acquisi-
tions on or after April 6, 1998. There are new identification provi-
sions. Disposals on or after April 6, 1998 are now generally to be
identified on a LIFO basis. This regulation reduces the advantage of
taper relief, which increases the longer the asset is held (Chamber-
lain 1998: 474).

Capital losses

The end of “the use of indexation to create or increase capital gains
tax losses” was announced in the Budget Speech on November 30,
1993. The Budget press release (IR28) notes: “Indexation will con-
tinue to be available to reduce a gain to nil if appropriate. But it will
not be available to increase, or create, an allowable capital loss.”
The changes applied to all disposals and to the treatment of “no
gain/no loss” transfers, such as between spouses or companies,
made on Budget Day or thereafter. In response to representations,
a measure of transitional relief was announced on April 15. It pro-
vides that up to 10,000 pounds of indexation loss could be used to
reduce capital gains tax liabilities for 1993/1994 and 1995/1996
combined.3

The scope of indexation relief was extended to losses in 1985.
In his Budget speech, Chancellor Lawson said: “(Indexation) relief,
valuable though it is, and increasingly valuable as it will become,
suffers from three serious limitations . . . Second, the indexation
does not at present extend to losses. I propose to remove this re-
striction.” The reimposition of the restriction was all the more seri-
ous since the rate of tax levied on most individuals’ gains had been
increased to 40%.

The government always claimed that the restriction of capital
loss indexation was an anti-avoidance measure but the nature of
this avoidance was disclosed only gradually and with a lag. Thus,
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the Financial Secretary to the Treasury, Stephen Dorrell, MP, only
three and one-half months after the Budget speech identified three
types of alleged abuse. The first was the retention of assets of neg-
ligible value. The second was the exchange of assets within groups
of companies so as to create an indexed loss to which there was no
commercial counterpart. The third was the sale and purchase of
capital-certain bonds, subject to capital gains taxation even though
the gain is predetermined.

The yield of capital gains tax on individuals and trustees was
1.0 billion pounds in 1993/1994 and 1.3 billion pounds in 1994/
1995. The restriction of loss relief was estimated to yield 300 mil-
lion pounds in 1996/1997 and to rise to 3 billion pounds by the end
of the decade. Two thirds of the increased yield was expected to
come from companies and one third from individuals. The method
for computing these figures was not published and they evoked
widespread public scepticism.

Few tax changes were so widely and vigorously condemned
by business and tax professionals as were the 1993 changes to the
indexation of capital losses. It was argued that the alleged abuses
should have been targeted, that the 40% rate of capital gains tax
paid by most individuals was internationally high, and that the re-
striction of loss relief made the effective rate far higher. In addition,
the restriction increased risk-aversion and passive investment. The
capital gains tax was already biased in the government’s favour
since the yield was always positive even if taxpayers collectively had
made a loss. The restriction of loss relief made this bias even worse.
In fact, the alleged abuses were economically justifiable methods for
even-handed treatment of gains and losses.

The government argued that it was impossible to have a sys-
tem of indexation that preserved the neutrality of gains and losses:
“I am presenting a critique of the 1985 loss indexation provisions,
not on the grounds that they are wrong in principle, but that when
they are applied in practice, they create opportunities for exactly the
sort of abuse that I have described” (The Financial Secretary to the
Treasury in Standing Committee on March 15, 1994 [Hansard, col.
701]). However, these practical difficulties were never explained
and many argued that if they did exist, neutrality should have been
achieved by the provision of some other policies and rules.
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The restriction of loss relief raises the effective rate of capital
gains taxation above the nominal rate for taxpayers in general. In
addition, it does so particularly for taxpayers who can least afford it,
because they have suffered losses. It therefore turns the concept of
taxable capacity upside down. It violates horizontal equity by differ-
ent treatment of taxpayers in like situations and it violates vertical
equity by taxing the poorer taxpayer more heavily than the richer.

Capital gains and income

The Haig-Simons definition of income, in which capital gains are
income as much as personal income or dividends, is, in theory,
based on the accrual of capital gains. In practice, it is based on the
realization of gains. According to Simons: “A solid structure of in-
come-tax legislation must ultimately reach all gains in the hands of
the person to whom they accrue.” However, “the proper underlying
conception of income cannot be directly and fully applied in the de-
termination of year-to-year assessments. Outright abandonment of
the realization criterion would be utter folly.” But, Simons accept-
ed the realization criterion reluctantly and grudgingly: “The real
culprit here is the realization criterion . . . One may complain of
this practice; but to demand that it be abandoned outright is to dis-
play little regard for practical considerations . . . Unfortunately, the
realization criterion must be accepted as a practical necessity”
(Simons 1938: 168, 207, 153).

Realization rather than accrual is responsible for the propen-
sity of investors to hold on to appreciated assets with lower yields
than are available through alternative investments. This effect is
due to the reduction in the investible sums caused by the payment
of the tax on the capital gains. Thus, capital gains taxation results
in the so-called lock-in effect, which leads to inefficiencies in the al-
location of capital.

There is another important reason why accrued capital gains
are a poor basis for taxation. Without the sale of an asset, it is very
difficult to establish the value of such assets as paintings, antiques,
and similar unique goods. Only arms-length transactions can reveal
the true market prices of such assets. The valuation of financial as-
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sets is complicated by the purchase of shares at different times and
prices and increases in value due to rights issues, takeovers, amal-
gamations, and the like.

Under expenditure taxation, both investment income and
capital gains are excluded from the tax base and tax is payable only
on the amount spent on goods and services. Under income taxation,
investment income is included in the taxable base. Capital gains
taxation goes one stage further than the income tax. It includes not
only the income stream from capital but also the capital value of any
increase in the income stream. Capital taxation thus involves the
anticipation of the additional income tax that would be payable in
due time on the additional income. In this sense, it amounts to the
confiscation of a substantial part of what would otherwise be an in-
crease of capital in private hands.

I have argued elsewhere (Bracewell-Milnes 1982: 24) that, as
income and wealth increase, consumption increases less rapidly.
Wealth in private hands becomes less and less a source of future
spending power and more and more a form of ownership of produc-
tive assets. Saving for future consumption is gradually replaced by
saving in perpetuity. Individuals do not generally lose interest in ad-
ditional wealth merely because they already have all they require for
consumption.

The foregoing differences between income and capital gains
lead to a wide difference between the revenue-maximizing rates for
income and capital gains taxes. In Bracewell-Milnes (1993), I used
the concepts of the Dupuit or Laffer curve to estimate that the rev-
enue-maximizing rate of capital gains tax in the United Kingdom is
of the order of 15%. The revenue-maximizing rate of income tax
must be considerably higher. As Hesiod says, “Fools, and they know
not how much the half exceeds the whole” (Works and Days 40).

Income and capital gains are as distinct as day and night, even
though there are short periods of ambiguity at dawn and dusk. If it
were right to tax capital gains as income, indexation would merely
remove the additional burden imposed by price rises. But, I believe
that it is not right to tax capital gains as income. In my view, there-
fore, indexation lightens the burden of an excessive and damaging
tax. As such, it reduces public demands for the elimination of the
unjust tax and it prevents to adoption of superior alternative meth-
ods like tapering for reducing the burden. 
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Indexation and tapering

Indexation was frozen in the Budget of March 1998 for individuals
and trustees, though not for companies, and retirement relief was
phased out. Introduced was a system of tapering, which reduced the
rate of capital gains charged the longer an asset was held. In practice,
this effect is achieved by reductions in the percentage of capital gains
subject to tax. The exact rate of tapering in 1995 is given in table 1.

In the Budget of March 2000, the taper was shortened for
business assets disposed of after April 5, 2000, although the finish-
ing rate remained the same.4 Table 2 shows these new tapering rates
and the effective taxation rates they give rise to. 

From April 6, 2000 onward, employee shareholdings in all
trading companies and all shareholdings in unquoted trading com-
panies qualify for the business-asset taper. There is a 5% minimum
qualifying holding for quoted trading companies. The previous 5%
minimum for unquoted trading companies is abolished. 

The relative merits of indexation and tapering have been dis-
cussed publicly for more than 20 years, even before the October 1977
publication of the Inland Revenue’s note. Some business groups, like
the Institute of Directors, had supported tapering against indexation
throughout this period. The Conservative government of 1979 to

Table 1: The taper of capital gains taxes in 1998 

Holding period 
(years)

Percentage of gain 
chargeable on personally 

held business assets

Percentage of gain 
chargeable on personally 
held non-business assets

0 100.0 100

1 92.5 100

2 85.0 100

3 77.5 95

4 70.0 90

5 62.5 85

6 55.0 80

7 47.5 75

8 40.0 70

9 32.5 65

10+ 25.0 60
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1997 had not overcome Inland Revenue hostility to tapering and the
outgoing Chancellor in 1997, Kenneth Clarke, was particularly un-
sympathetic. (For a longer history of this controversy, see Bracewell-
Milnes 1978.)

The economically most important effects of tapering are that
it increases the lock-in effect during the period of taper but reduces
it thereafter. This analysis suggests that to minimize the harmful ef-
fect of tapering, the rate of tapering should be rapid and end in a
zero rate of tax.

Critics of indexation fall into two categories. First, there are
the supporters of comprehensive income taxation who regard in-
dexation as an unnecessary complication. For example, in a passage
that encapsulates his confusing position on the subject of taxing
capital gains, Henry Simons says: “Considerations of justice de-
mand that changes in monetary conditions be taken into account in
the measurement of gain and loss. As soon as one begins to trans-
late this generalization into actual procedures, however, one comes
quickly to the conviction that some things are well let alone”
(Simons 1938: 155). In a similar vein, Leonard Burman devotes a
chapter of a work on capital gains taxation to arguing against index-
ing capital gains for inflation.

Indexation is also criticized by a second group of analysts who
have little or no sympathy for comprehensive income taxation.
These analysts argue that the indexation of capital gains tax makes a
bad tax seem less burdensome and economically damaging. It thus
increases its public acceptability. This group also opposes indexing
on the grounds that it is a substitute for other measures to account
for inflation, especially tapering, which encourage abolition.5

Table 2: Taper on capital gains taxes on business assets in 2000 

Holding period 
(years)

Percentage of gain 
chargeable on 

personally held 
business assets

Effective tax rate (%)

Higher rate 
taxpayer

Basic-rate 
taxpayer

0 100 40 20

1 87.5 35 17.5

2 75 30 15

3 50 20 10

4+ 25 10 5
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Friends and enemies of a capital gains tax based on compre-
hensive income taxation are found at all points of the political spec-
trum. There are few topics on which supporters and opponents of
the free market are so much at odds among themselves.

Difficulties of the present system

Difficulties inherent in the present system of capital gains taxation
are discussed above under the headings Indexation, Pooling, and Cap-
ital losses. Capital gains taxation has never been a tax at ease with
itself and its history since the 1960s has been one of changes lead-
ing to demands for further changes.

Capital gains taxation has always caused difficulties for the
choice of business organization, be it a sole ownership, partnership,
or a corporation, privately held or publicly traded. The corporate
type of organization leaves the proprietors subject to unrelieved
double taxation, first, at the level of the corporation and, then, at
the level of the proprietors. Special problems arise from the fact that
corporate gains are indexed while gains accruing to individuals are
subject to tapering, and at different rates for business and non-
business assets to boot. This different treatment of income from
corporations and individuals conflicts with the long-standing
principle of British tax law that corporations and individuals should
as far as possible be subject to the same or similar regimes.

There was a temporary but serious difficulty when tapering
was brought in for individuals but retirement relief was removed.
The combination of these measures was to the advantage of taxpay-
ers at the higher end of the capital scale but substantially to the dis-
advantage of taxpayers in the middle. The problem was mitigated
when the period of taper was shortened for business assets in
March 2000.

The changes in capital gains taxation over the years have add-
ed layer after layer of complexity. The tax is unintelligible to the
general public, and it is the only tax on which many tax profession-
als regularly seek professional advice from a few highly specialized
colleagues.

Capital gains taxation does not yield much revenue and does
not affect many taxpayers, partly because it is avoided by many
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through proper tax planning. Past experience suggests that there
would be little political reaction to the abolition of the tax or sub-
stantial changes to measures that reduce the effective tax burden
through indexing, tapering, or other such policies.

Business and the professions, including professionals who
make money from the tax, are widely critical of the complexity and
administrative costs of the tax. They are sympathetic to a variety of
measures aimed at reducing the tax and administrative burden.
Unfortunately, however, there is little consensus about specific
policy changes.

The direction of reform

The main thesis of this chapter is that capital gains taxation is an
economically damaging tax. There is growing international consen-
sus that it should be abandoned. If such a radical solution is not
possible, it is better to have measures to reduce its burden and in-
efficiencies, like indexation or tapering.6

However, these two measures do not have equal merit. Those
who view capital gains as necessary for reasons of equity and effi-
ciency consider indexation desirable. Indexation makes the tax fair-
er and less distorting. Tapering generally appeals to those who
believe it desirable to have low rates of taxation to minimize the ef-
ficiency cost, especially the lock-in effect. Tapering, which ultimate-
ly lowers the tax to zero, appeals most to those who oppose the
Simons definition of income. These analysts, including myself, be-
lieve that capital gains are distinctly different from other sources of
income and, in particular, that all certain gains should be taxed and
uncertain gains should not. 
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Notes

 1 According to Anne Segall, in an article written for The Daily Telegraph
(June 8, 2000),

[t]he ability of politicians to fudge figures or bury uncomfort-
able facts should become a thing of the past after the launch
yesterday of National Statistics, an umbrella body which will
take control of all the statistics produced by government de-
partments as well as those currently produced by the Office
for National Statistics.

The aim is to end controversy over the reliability of sen-
sitive data on issues such as hospital waiting lists, classroom
sizes and crime levels. Despite initial reservations, ministers
have agreed to relinquish control over the data collected within
their departments to Britain's first ever National Statistician.

Len Cook, a 50-year-old New Zealander with ambitions
to make British statistics “among the best in the world,” has
been recruited. He will review the way government depart-
ments collect, analyse and publish figures to ensure that they
meet the standards demanded by National Statistics. Only
then will departments be allowed to publish their findings
under the National Statistics brand, which is intended to be a
symbol of integrity and reliability.

 2 For companies the date is April 1, 1982. It does not matter whether
the shares were acquired through purchase or inheritance.

 3 This section of the paper is based on the more extensive treatment
of capital losses in Bracewell Milnes 1994.

 4 From 1999/2000, gains are charged at 20% where the gains when
added to total income are below the basic rate limit and at 40%
where they exceed that limit.

 5 Tapering is one of six “reductions in capital gains tax compatible
with its abolition” mentioned in Bracewell-Milnes 1992.

 6 For elaboration on these points, see Barry Bracewell-Milnes 1992.
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Notes will be found on page 139.

Indexation and Australian 
capital gains taxation

JOHN FREEBAIRN

Broad-based capital gains taxation was introduced in Australia in
1985 as a component of measures to improve efficiency, equity and
revenue security by broadening the income base. From September
1985 to November 1999, realized capital gains were subject to nor-
mal income tax rates. In 1996/1997, capital gains taxes collected
$2.1 billion, equivalent to 2.3% of total income-tax revenue or about
0.4% of GDP. In 1999, indexation of capital gains was removed and
the tax rate halved in what was claimed to be a roughly revenue-neu-
tral package that would stimulate Australian capital markets.

This chapter follows the rise and fall of indexation in the mea-
surement of taxable capital gains in Australia. It describes the pro-
cesses and reasons for the policy changes, gives details of the
operation of capital gains taxation, and comments on the efficiency,
equity, simplicity, and revenue outcomes under different policy re-
gimes. The chapter follows a chronological path, beginning in the
first section with a discussion of capital gains taxation before 1985.
The following two sections deal with the 1985 reforms and their ef-
fects. The concluding three sections analyze the 1999 reforms and
their expected effects and provide an overall assessment.
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Capital gains taxation before 1985

Prior to 1985, the taxation of capital gains in Australia was very lim-
ited, with effectively only two areas of taxation. Under the Income
Tax and Assessment Act, Sc 26AAA provided for the taxation of
most profits on the sale of property within one year of purchase and
Sc 25A provided for taxation of profits made from the sale of prop-
erty acquired for the purpose of profit-making by sale. This is essen-
tially the taxation regime currently operating in Hong Kong and
New Zealand and described in other chapters. In practice, with the
exemption of trading stock and for registered dealers and traders,
Sc 25A was not effective as taxpayers could easily avoid the “profit-
making incentive.” In other words, prior to 1985, most capital gains
on property held for more than 12 months were not subject to in-
come taxation or to special capital gains taxation.

Capital gains taxation before 1985 was not without its prob-
lems. There were incentives to shift investment returns from “in-
come” to “capital gains” to reduce tax obligations. Numerous legal
cases were fought in defining the gray line between investment re-
turns and capital gains. Tax-avoidance schemes based on the sur-
plus-stripping model described by Grubel in Part 1 were developed:
the most notorious were dubbed “bottom-of-the-harbour schemes.”
The use of such tax avoidance raised serious questions about integ-
rity and general confidence in the total taxation system.

The 1985 debate and change

In 1985, the Labour government responded to community concerns
about the need for tax reforms through a Draft White Paper (1985),
a Summit on Taxation Reform and, ultimately, a number of policy
changes (given in Keating 1985). The Draft White Paper focused on
better ways of collecting about the same aggregate revenue while
making the system fairer, more conducive to a productive economy,
and more secure as a source of revenue. 

Three packages of changes were proposed in the Draft White
Paper as options for consideration at the Summit on Taxation Re-
form. Option A consisted of a number of measures for broadening
the income base, including a broad-based capital gains tax, a fringe
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benefits tax, a national identification scheme, and the removal of
several concessions. The additional proceeds from these changes
were to be used to fund lower rates of income taxation.

Option B added a 5% retail sales tax (dubbed a broad-based
consumption tax) to achieve some rationalization of existing indi-
rect taxes and a small shift in the tax mix towards consumption.
Option C proposed measures for broadening the income-tax base
and a larger 12.5% retail sales tax to effect a more substantial tax
mix change and lower marginal income tax rates.

The government’s preferred Option C was taken to the Sum-
mit where it was not well received. However, there was consider-
able support for a package of measures for broadening the income
base and for lower tax rates along the lines proposed in Option A.
Later in 1985, the government passed a significantly modified in-
come-tax reform package, which included lower income-tax rates
and the introduction of the capital gains tax

In 1985, the case for effective and explicit taxation of capital
gains rested primarily on the argument that it broadened the in-
come-tax base and moved the entire system to a closer approxima-
tion of a comprehensive income tax base. To quote the Draft White
Paper: “The case for taxing income in the form of capital gains thus
follows from the general case for comprehensiveness in the defini-
tion of the income tax base and is similarly grounded in terms of ob-
jectives of equity, efficiency and combating tax avoidance” (1985:
77). The Draft White Paper elaborated on each of these public fi-
nance objectives. Thus, the capital gains tax would improve vertical
equity since the ownership of capital, and the receipt of capital
gains, are heavily concentrated among higher income groups. It
would improve vertical and horizontal equity by removing the
favourable treatment enjoyed under the old regime by people whose
income includes capital gains.

The previously existing hybrid tax systems imposed different
effective tax rates on different saving and investments. It was, there-
fore, considered obvious that the new taxation of capital gains would
improve efficiency and no explicit arguments were offered to make
this case. The greatest source of efficiency gains stemmed from the
lower marginal tax rates funded by the measures for broadening the
income base, including capital gains.1 Other important arguments
advanced for capital gains taxation were that it would reduce tax
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avoidance2 and secure future revenue by reducing the incentives to
convert otherwise taxable income into nontaxable capital gains.

After the decision to tax capital gains had been taken in prin-
ciple, a number of practical rules about capital gains taxation were
debated. The theoretical appeal of taxation of accrued capital gains
gave way to a number of practical considerations for a tax only on
realized capital gains. Gifts are treated as a realization. The Draft
White Paper argued that death should also be deemed as a point of
realization. However, the accepted legislation reflected political
pressures, especially from the rural and small-business sector, and
death was not considered to trigger capital gains and their taxation.

Initially, it was proposed that all assets owned in 1985 should
be subject to taxation of capital gains realized upon their sale but
the final legislation applied a grandfather clause and made taxable
only gains on property acquired after September 19, 1985. Owner-
occupied homes, most personal chattels, superannuation paid out
to individuals, and the proceeds of life-insurance polices were ex-
empted from the capital gains tax.

Debates over the taxation of nominal rather than real capital
gains were resolved by a mixed package of legislation. In the case of
assets held for less than 12 months, the nominal gains are taxable.
Assets held for more than 12 months are taxed only on real gains
and capital additions. Nominal gains are converted into real gains by
deflation with the general consumer price index. By contrast, only
nominal losses, not real losses, can be used as an offset against real
capital gains. Nominal losses can be carried forward. Nominal gains
not large enough to be real gains are neither taxable nor deductible.

The final package of taxation of real capital gains and deduc-
tion of nominal capital losses represents a political compromise and
emerged from the following somewhat contradictory arguments in
the Draft White Paper. On the one hand, the Draft White Paper had
argued for a comprehensive real-income tax base, including index-
ation of capital gains and losses, depreciation, interest income and
expense, and losses. This argument must be seen in the light of the
fact that inflation at the time was around 8% annually. However, the
lack of precedents in other countries and the feared practical prob-
lems with measuring real interest meant the comprehensive real-
income base received little political support. On the other hand, it
was seen as a reasonable sugar-coating for the capital-gains-tax pill
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that only real capital gains represented an increase in effective pur-
chasing capacity and that, therefore, nominal gains should be de-
flated by the readily available consumer price index. Government
concerns about revenue losses and potential tax-avoidance schemes
lay behind arguments to allow only nominal capital losses as a de-
duction and to quarantine nominal capital losses as deductions only
against real capital gains. In the end, the proponents of, and oppo-
nents to, the introduction of capital gains taxation were perceived
to have had partial wins and losses through the adoption of the
compromise that permitted adjustments for inflation on measured
net taxable gains.

In 1985 there was a debate about the rate of capital gains tax-
ation. Proposals included a flat rate and both the full and partial in-
clusion of capital gains in personal, business, or fund incomes at the
appropriate statutory marginal income tax rate. In the end, the cap-
ital gains tax was applied at statutory marginal income-tax rates, ex-
cept for the application of an averaging provision under which only
one-fifth of a net capital gain was used to assess the marginal tax
rate, which was then applied to all of the net capital gain. The use
of the marginal income-tax rates was motivated by the consider-
ation that, in combination with the taxation of real capital gains, the
distorting effects of inflation were minimized and vertical equity
was seen to be served.

In sum, from September 1985 onward, capital gains taxes
were applied to a tax base consisting of 

• assets acquired after September 1985 (except-owner occu-
pied homes and personal chattels);

• realized gains, with death not being deemed a realization;

• nominal gains for assets held for less than 12 months;

• real gains for assets held for more than 12 months, with acqui-
sition costs and subsequent capital costs indexed according to
quarterly movements in the general consumer price index;

• nominal losses deductible against real capital gains.

The resultant base was taxable at the appropriate tax entity’s
marginal tax rate, with the exception of an averaging provision for
individuals.
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Effects of capital gains taxation, 1985–1999

The Australian experience with its capital gains tax involving the
use of indexation can be considered in terms of its effects on reve-
nue, equity, efficiency, and compliance costs.

Revenue

The new capital gains tax was expected to raise more revenue direct-
ly and indirectly by eliminating some opportunities for avoiding tax-
es. Examples of indirect revenue gains included higher income-tax
collections on dividend income, which could no longer be reinvested
to achieve untaxed capital gains. They also included higher income-
tax collections on wage income from the self-employed, who no
longer could reinvest it or distribute it through share ownership
schemes for employees. No estimates of the additional revenues via
these and other indirect effects have been made and reported.

Estimates of the additional direct revenue collection from the
capital gains tax, made at the time it was put into effect, were put at
a very low $5 millions in the first year, rising to $25 millions in the
fifth year (Keating 1985). These low revenue estimates reflect prima-
rily the grandfather clauses by which only gains on assets acquired af-
ter September 1985 were taxable and, in part, the expected effects of
indexation. In fact, these revenue estimates proved to be extremely
conservative (figure 1). Table 1 shows that in 1996/1997 some $2.1
billions were collected in capital gains tax, 2.3% of total income tax
receipts or about 0.4% of GDP. Just over $0.8 billion was collected
from individual taxpayers, with 7.0% of individuals paying some cap-
ital gains tax. Companies paid $0.7 billion capital gains taxes and
funds (mostly superannuation but also life and general insurance)
paid $0.6 billion. These data suggest that capital gains tax revenues
are a small share of total income-tax receipts or of GDP. However, the
value and relative size of the capital gains tax revenues may be ex-
pected to grow as the effects of the grandfather clauses concessions
diminish still further. Even though the revenue of $2.1 billions from
capital gains tax is small, its replacement would require a sizeable
general income-tax surcharge or increase in indirect tax rates.

Some indication of the sources of taxable capital gains is pro-
vided in table 2. For individuals, gains from the sale of shares, trust
distributions, and real estate are quantitatively the most important
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Figure 1: Capital Gains Tax Paid, Australia (1987/1988–1996/1997)

Source: Australian Taxation Office 1998: figure 12.1.

Table 1: Payment of capital gains tax in Australia (1996/1997) 

Source: Australian Taxation Office 1998: tables 12.1 and 12.3.

Individuals Companies Funds Total

Share of taxpayers with 
taxable capital gains (%)

7.0 4.6 25.6

Taxable capital gains ($m) 2,899 2,717 3,870 9,486

Capital gains tax paid ($m) 823 729 582 2,134

Companies and especially funds derive most of their capital gains
from several different types of property holdings.

Available data shown in table 3 indicate that the capital gains
tax has a highly progressive, first-round incidence for individual tax-
payers.3 On average 7% of individual taxpayers pay some capital
gains tax but only 5.2% with taxable incomes of less than $20,7000
do so while 21.8% with incomes above $100,000 pay the tax. Data for
1998 from the Australian Tax Office concerning the receipt of divi-
dends by the level of personal income also imply that the first-round
incidence of capital gains taxation paid by companies is progressive. 
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The initial incidence of capital gains taxes paid by funds may
be close to a proportional tax in its incidence. This conclusion is
based on the fact that compulsory superannuation exists for all but
the very low wage earners and there is a flat 15% tax rate on fund
earnings including capital gains. In sum, the available evidence sug-
gests strongly that the first-round incidence of capital gains taxa-
tion is progressive for individuals, companies and trust funds. 

The first round (or statutory) incidence of capital gains tax
payments will be equal to the final round (or economic) incidence
if the tax does not change the pre-tax rates of return on investment.
It is well known that Australia is a small country, which is highly
integrated into the global capital markets, has few government re-

Table 2: Sources of capital gains in Australia (1996/1997) 

* Includes plant and equipment, personal use assets, goodwill on sale of business, and not stated.
Source: Australian Taxation Office 1998: tables 12.3, 12.4, and 12.5.

Table 3: Distribution of individual taxpayers with capital gains 
inAustralia (1996/1997) 

Source: Australian Taxation Office 1998: table 12.2.

Source of Capital Gain Proportion of Total Capital Gain (%)

Individuals Companies Funds

Shares 38.2 24.7 19.2

Trust distributions 19.9 2.7 1.5

Real estate 13.0 2.5 0.3

Other* 11.6 26.7 23.0

More than one of the above 17.3 43.4 55.9

Taxable income 
($ per year)

All taxpayers (#) Taxpayers with capital gains

(#) (%)

0–20,699 2,887,472 151,504 5.2

20,700–37,999 3,211,422 199,848 6.2

38,000–49,999 1,163,857 97,891 8.3

50,000–99,999 899,300 102,891 12.1

100,000+ 127,558 27,862 21.8

TOTAL 8,239,609 579,183 7.0
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strictions on international capital flows, is a net importer of foreign
savings, and has a pervasive system of tax credits for foreign inves-
tors. As a result, domestic, risk-adjusted pre-tax rates of return
tend to equal such rates in the rest of the world. Under these con-
ditions, the capital gains tax does not change rates of return and
the tax unambiguously falls on the domestic owners of the capital. 

Table 3 shows that less than 10% of low-income and middle-
income taxpayers and around 22% of taxpayers with very high in-
comes pay capital gains tax. These facts suggest that the capital
gains tax has improved considerably horizontal equity on the basis
of the comprehensive income benchmark for equity.

It is difficult to assess what effects the introduction of capital
gains taxation in 1985 has had on tax neutrality and on efficiency,
particularly with respect to the aggregate levels and composition of
domestic saving and investment. These difficulties are due to the
fact that different tax systems and other concessions affected effec-
tive tax rates on savings and investment before and after 1985.
Against the benchmark of a comprehensive income tax, the intro-
duction of the capital gains tax was an improvement but it is still
distortionary because it is not based on the accrual of gains but on
their realization.

Another problem arises in the case of highly levered property
investments, which are allowed to deduct from income all nominal
debit interest expenses. As Pender and Ross (1993) have argued, in
the presence of inflation—even at today’s low rates of 2% to 3% but
more so at the 8% rate of the 1980s—the inflation adjustment of
nominal capital gains results in very low or even negative effective
tax rates. In addition, the fact that the capital gains tax is applied
only to realized gains at time of sale or gift provides an incentive to
lock-in ownership patterns, which involves efficiency losses.

On the other hand, a large proportion of Australian invest-
ments is treated as part of the consumption-tax base rather than of
the income-tax base. This treatment is applied to owner-occupied
homes, about 40% of Australian fixed capital investment, and the
increasingly more important items of business investment in re-
search and development and, especially, human capital. Against a
consumption-base benchmark, the introduction of capital gains tax-
ation, even with its concessions, introduced too high a level of tax-
ation and associated inefficiencies.
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To date, no one has studied the extent to which the 1985 cap-
ital gains tax has affected efficiency. Pender and Ross (1993) have
shown that the package of 1985 tax changes, including capital
gains, the imputation system for companies, superannuation tax
changes, and tax rate schedule changes have reduced the variance
of effective marginal tax rates on different saving and investment
options. However, these findings do not imply that the tax system
has become more neutral. To establish this fact it will be necessary
to employ computable general equilibrium models and consensus
estimates of relevant savings and investment elasticities, a task that
is unlikely to be undertaken in the foreseeable future. 

There is a high cost of administering the complex income and
capital gains tax system of Australia. Many individuals, companies,
and funds seek extensive professional tax advice. Evans et al. (1997)
have estimated social compliance costs to be 5.6% of revenue from
individuals and 15.8% of revenue collected from companies. This
study did not estimate compliance costs for the capital gains compo-
nent alone, presumably because of a lack of relevant basic data. Im-
portant costs incurred by the payers of capital gains taxes involve the
recording of capital cost items eligible for deduction and of the value
of capital items at the time of acquisition and sale. Waincymer
(1993), for example, documents the many areas of uncertainty and
difficulty in the measurement of net taxable capital gains.

The indexing of capital gains for inflation to determine real
capital gains is a trivial and low-cost exercise once the data on ac-
quisition costs and sales values are known. The Australian Taxation
Office provides taxpayers with a table of the general consumer price
index along with instructions on how it has to be used. For this rea-
son, high compliance costs associated with the measurement of real
capital gains as opposed to nominal capital gains has not been a part
of any discussions about changes to the Australian system of capital
gains taxation.

Changes in 1999

The Review of Business Taxation (Ralph et al. 1999) of July 1999 recom-
mended the phasing out of indexation for the measurement of capital
gains for taxation, along with partial exclusion of gains from taxation
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and the cessation of averaging provisions. These proposals were ac-
cepted by the government for implementation as of October 1999. 

Under the new provisions, the indexation of capital gains was
frozen at the end of the September quarter, 1999 and in the future
nominal rather than real capital gains became taxable. The index-
ation was replaced by the provision that 50% of nominal gains for
individual taxpayers and 33.3% for superannuation funds were de-
ducted from nominal gains and the remainder was taxable at the ap-
propriate marginal rate of taxation. Companies did not receive such
a concession and all of their nominal capital gains were taxable. 

Other measures in the package of capital gains tax reforms
were the scrapping of the averaging provisions, a zero tax rate on cap-
ital assets held by small business proprietors for more than 15 years,
script-for-script rollover-takeover relief, and a zero rate for non-resi-
dent exempt investors. The change in the mix of concessions and the
projected increase in the turnover of assets subject to capital gains
taxation were estimated to be approximately revenue neutral.

Stated reasons for the 1999 changes to the taxation of capital
gains included improving the rewards for risk and innovation, a
better allocation of the nation’s resources, improved equity, and
greater conformity with the taxation of capital gains in other coun-
tries, all within the constraint of a revenue neutral package. To
quote the Review: 

The Review’s recommendations for capital gains taxation are
designed to enliven and invigorate the Australian equities
markets, to stimulate greater participation by individuals, and
to achieve a better allocation of the nation’s capital resources.
(Ralph et al. 1999: 598).

Though indexation provides a significant reduction in effec-
tive rate for many taxpayers, this is probably not well recog-
nized, especially among foreign investors. Indeed the
perception has been that the Australian tax system imposes
tax at full income tax rates. Such perceptions are not easily
corrected and a change in the form of concession or something
more akin to the types of concessions available abroad would,
in the Review’s judgement, be more effective in attracting in-
vestors to Australian assets. (Ralph et al. 1999: 600).
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Australia’s averaging provisions were identified early as con-
tributing little to those aims while reducing revenue substan-
tially . . . This (practice) results in considerable inequity.
(Ralph et al. 1999: 599).

Very few quantitative or qualitative arguments were provided to
support the claims that the new tax code would result in more and
better quality investments and greater equity.

Effects of 1999 changes

Some understanding of the effects upon revenue, efficiency, and eq-
uity of the changes to capital gains taxation can be obtained from
comparing concessions provided before and after the 1999 reforms.
The real capital gains system of the 1985 to 1999 period applied the
statutory income rate, t, to the real capital gain measured as the
gross asset price increase, g, less the increase in the CPI, p. That is,
revenue collected is given by

t( g – p) (1)

By contrast, under the system after 1999, a proportion z, where z =
0.5 for individuals and z = 0.67 for superannuation funds, of the
gross asset price increase, g, is taxed at the statutory income tax
rate, t, so that revenue collected is

t z g (2)

Equating (1) and (2) for individuals with z = 0.5, the pre-1999 and
the post-1999 systems collect the same revenue and have the same
effective tax rates, if the asset-price growth rate is double the infla-
tion rate. Or, the new system collects more capital gains tax, if the
inflation rate accounts for more than a half of the growth rate of as-
set prices. For superannuation funds, with z = 0.67, the new system
collects less capital gains tax if the nominal asset growth rate is at
least treble the inflation rate.

From the point of view of individual investors, the new taxa-
tion rules lower the effective tax rate on capital gains relative to that
under the preceding regime, if during the holding period of an asset,
the cumulative rate of inflation is less than 50% of the cumulative
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nominal increase in the asset value. Investors lose if inflation ac-
counts for greater than 50% of the gain. This fact implies that the
possible future return of high inflation rates will result in higher
government revenues, effective tax rates, and more serious eco-
nomic distortions than did the pre-1999 system.

Then, the new capital gains tax system favours investment
options with relatively large gains over those with small gains and
it favours investment in assets earning capital gains in periods of
low inflation versus periods of moderate and high inflation. The tax
preference for risky investments with large potential gains might be
interpreted as an incentive for innovation in, say, information tech-
nology and biotechnology ventures rather than in more conserva-
tive ventures like real estate and retailing companies. Whether
there are market-failure arguments for such tax biases is undevel-
oped in the Review and uncertain more generally. 

In justification of the new tax rule, the Review argued that in-
vestors base their decisions to buy and sell only, or primarily, on the
nominal rate of taxation for capital gains. Since, under the new
rules, this rate effectively is halved for individuals (and reduced by
one third for superannuation funds), the Review suggests that inves-
tors will consider the new rules as having produced a lower rate and
that, therefore, it will reduce the magnitude of the lock-in effect and
other inefficiencies that accompany the capital gains tax. I view this
position as highly tenuous since it assumes that investors’ motives
are irrational when it comes to weighting the tax implications of
their decisions. The best that can be said about the new rules is that
they lower the effective rate of taxation if inflation rates remain low
and do not exceed 50% of the nominal capital gain over the expect-
ed holding period for the majority of investors.

Table 4 shows the projected static and dynamic effects of the
1999 reforms on capital gains tax revenues in 2001/2002 and 2004/
2005 from individuals, superannuation funds, and other entities.
For individuals and superannuation funds, the static effects are
shown in the first three lines of each section. Under the assumption
that investors do not change their behaviour, these three lines show
the change in revenue due to the freezing of indexation, the abol-
ishment of averaging, and the exclusion of a portion of capital gains
from taxation (50% for individuals and 33.3% for superannuation
funds). The dynamic effects of the reforms are shown in the fourth
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line of the sections for individuals and superannuation funds. They
represent estimates of changes in revenues made under the as-
sumption that the new tax rules induce investors to turn over their
asset holdings more frequently.

Table 4 shows that the freezing of indexation is estimated to
cost revenue of about $500 million in 2001/2002 and over $1 bil-
lion by 2004/2005. These estimates assume a 2.5% inflation rate,
which is the mid-point of the Reserve Bank’s inflation target band.
The abolition of averaging is projected to increase revenue by $290
million in 2001/2002 and $390 million in 2004/2005. Projected
revenue losses of the exclusion of a portion of nominal capital gains
from taxation are estimated to reduce revenue by $1,170 million in

Table 4: Projected revenue gains and losses of 1999 capital gains
tax reforms, Australia (2001/2002 and 2004/2005) ($millions) 

A “–” denotes a revenue loss. Static assumes no quantity behavioural references. Key as-
sumptions include: 8% growth in tax base to 2002/2003, then 6%; 2.5% inflation. Extra re-
alizations assumes an elasticity of 1.7 with respect to the effective tax rate for 2001/2002
and then 0.9 for 2004/2005.
Source: Ralph et al. (1999): table 24.10

2001/2002 2004/2005

Individuals

Freezing indexation (static) 230 490

Abolishing averaging (static) 290 390

50% exclusion (static) –820 –1,180

Revenue from extra realizations 530 400

Net Effect 230 100

Superannuation Funds

Freezing indexation (static) 250 520

33.3% exclusion (static) –350 –620

Revenue from extra realizations 50 30

Net Effect –50 –70

Other Entities

Freezing indexation (static) 40 70
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2001/2002 and $1,800 million in 2004/2005. On this static scenar-
io assessment, individuals and superannuation funds would pay
less capital gains tax, or the effective capital gains tax rate falls.
Companies are projected to pay more capital gains tax.

The revenue projections in table 4 include also an increase in
revenue from projected extra realizations, or more frequent sales, of
property subject to capital gains taxation.5 Higher revenue gains of
$580 million for 2001/2002 compared to $430 million for 2004/
2005 follow from the assumption of an initial surge and subsequent
slowdown in such realizations. Combining the static and dynamic
effects results in projected aggregate capital gains tax revenue to be
increased by a small amount. 

The redistributional effects of the 1999 capital gains tax re-
forms are likely to be mixed. Removal of the averaging provisions
was promoted by the Review to end some tax avoidance schemes
used by the better off, thereby improving vertical and horizontal eq-
uity. But, at the same time, some taxpayers with low or medium in-
comes will also be losers if they have infrequent “lumpy” capital
gains and are not involved in sophisticated tax-avoidance schemes.
Following from the tax-payment comparisons shown in equations
(1) and (2) above, the reforms will lower tax burdens for those in-
vesting in high-return and more risky property investments relative
to those with investments in assets that are less risky and realize
lower average capital gains. It is debatable that these patterns of tax
redistribution accord with general equity goals.

Conclusions

From 1985 to 1999, Australian income taxation included the taxa-
tion of real capital gains made on property held for more than 12
months. The adjustment from nominal to real gains was accom-
plished through deflation of the nominal gains using the quarterly
general consumer price index. However, only nominal capital losses
were deductible, and proposals in the 1985 Draft White Paper for a
comprehensive real income-tax base received little political sup-
port. By the 1990s, when the effects of grandfather clauses began to
wane, the capital gains tax had become a useful but relatively small
revenue earner. Its incidence was progressive. However, it is not
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clear whether the capital gains tax improved or worsened tax
neutrality and efficiency since Australia’s taxation base rests partly
on consumption and partly on income. 

In 1999, following recommendations of the Review of Busi-
ness Taxation, the indexation of capital gains was frozen. The new
taxation of nominal gains, combined with the termination of exist-
ing averaging provisions, would have resulted in large revenue
gains. To compensate for these gains, the new rules allowed indi-
vidual taxpayers to exclude 50% of their nominal gains from tax-
able income. For superannuation funds, the exclusion rates was set
at 33.3%. Companies had to pay capital gains on the full amount of
their nominal gains. 

The stated objectives of these reforms of the capital gains tax
were to encourage innovation, promote domestic and overseas in-
vestment in Australian business, and achieve greater equity. It is not
clear that these objectives of the reform will be achieved since their
attainment depends on questionable assumptions about the ratio-
nality of investors, especially that they do not understand the ben-
efits of indexing and put great weight on the fact that only one half
of their nominal capital gains are taxable. 

In fact, the practical administration and compliance costs of
indexing capital gains in Australia were trivial, especially relative to
the formidable work and cost involved in measuring nominal capital
gains by considering the cost of purchases initially and during the
holding period in relation to the realized value of the assets. It re-
quired very little effort to apply to these nominal gains the quarterly
values of the consumer price index, which the tax authorities provid-
ed free of charge to all taxpayers in printed as well as electronic form.
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Notes

 1 Formally, the static allocative efficiency costs, or deadweight costs,
of taxation of a particular economic activity are given by DW C/R =
nε t2/(n + ε), where DWC is the deadweight cost, R is revenue of the
activity (or price × quantity), n is the (absolute) elasticity of de-
mand, ε is the elasticity of supply, and t is the proportional tax rate
as a share of price. Now, the deadweight cost rises more than pro-
portionally with increases in the tax rate; for activities with similar
supply and demand elasticities, a similar tax rate across activities
minimizes deadweight costs; and the deadweight loss is greater the
more elastic is demand or supply. In addition to the static allocative
efficiency costs of taxation, there may be costs of lobbying to reduce
particular taxes or to retain tax concessions and preferences.

 2 The chapters by Grubel, Oliver, and Yuen and Hsu provide examples
of some of the tax-avoidance arrangements.

 3 Grubel (2000) argues that the data in table 3 provide a misleading
picture of the vertical-equity effects of capital gains taxation on the
grounds that the lumpy and infrequent payment of capital gains tax
by individuals artificially inflates the number of high-income tax-
payers paying capital gains tax. This point is valid in the Canadian
context but in Australia the effect is mitigated by the existing aver-
aging procedures. Ralph et al. (1999) argue that income splitting
among family members and strategic choosing of when to take cap-
ital gains are used as tax avoidance by many high-income taxpayers.
Finally, in Australia only 38.5% of capital gains tax revenue is paid
by individuals, with the rest paid by companies and funds on behalf
of their individual owners.

 4 See note 1 for a more formal statement of the reasoning behind
these arguments.

 5 The projected gains of higher rates of turnover of assets subject to
capital gains seems to take account of the effect of the exclusion
conditions lowering the effective tax rate, but it ignores the increase
in effective tax rates associated with removal of indexation and av-
eraging. That is, the projected dynamic revenue efficiency gains
seem to be overly optimistic.
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Capital gains taxation 
in Ireland

MOORE MACDOWELL

In considering the design and operation of a capital gains tax the
first issue to be addressed is the rationale for the introduction of the
tax in the first place. In general, a capital gains tax is presumed to
be either part of a regime of capital or wealth taxation, or an ele-
ment in the taxation of income, or both. In Ireland’s case, the tax
was formally introduced as part of a package of capital taxes, al-
though closer analysis suggests that, in fact, it was seen as provid-
ing an additional element in the income-tax code. 

Prior to the mid-1970s, there was no specific tax on capital
gains in Ireland. Capital taxes were confined in the main to inher-
itance duties. These, in turn, were watered down by provisions af-
fecting agricultural land (at the time, agriculture accounted for
about 30% of employment and 25% of economic activity). The only
other form of capital taxation was taxation of real estate by local
authorities, an annual tax on a base supposed to reflect rental val-
ue. This rental value had originally been estimated in the middle of
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the nineteenth century in a survey of real state values, and by the
late twentieth century was full of anomalies and inequitable treat-
ment of similar properties. This tax was referred to as “rates,” and
was levied as a tax of so many pounds per pound of rateable value
(the notional rental value of the property). It applied to residential,
commercial, and industrial property and, to a lesser extent, to ag-
ricultural land. During the 1970s, political competition led to a
program of elimination of rates on domestic housing.

A combination of immediate fiscal problems arising from the
first oil shock and the ideological leanings of a centre-left coalition in
office from 1973 to 1977 resulted in a radical departure in the field of
taxation in 1974. This took the form of a package of capital taxes.

The Government published a White Paper in February of that
year in which it outlined the case for the introduction of a package
of three kinds of capital taxes: first, capital gains tax proper (Capital
Taxation 1974); second a general wealth tax; and, third, a capital ac-
quisitions tax, which covered inheritance, gifts and other transfers.

The initial motivation cited by the Government was to replace
and reduce large elements of the existing taxation of wealth passing
at death under Estate Duty. The pressure for this arose from the
substantial increase in the value of land holdings in real terms after
Ireland entered the European Economic Community. 

The standard equity arguments for having capital taxation as
well as income taxation were used to justify these new taxes: “In-
come, in the commonly accepted sense of the term, is not the sole
measure of comparative circumstances . . . It is clear, therefore, that
income taxation is inadequate on its own if the tax structure is de-
signed to meet the test of taxable capacity” (Capital Taxation 1974:
23). Apart from a throwaway remark about encouraging the effi-
cient use of capital assets by taxing them, the issue of the efficiency
effect of these taxes was simply not addressed in the White Paper.

The public’s response to the Government’s proposals was
mixed. The main emphasis of the ensuing debate was on the wealth
tax and the sides taken were entirely predictable. The Opposition
and the financial press were extremely hostile to the proposed
wealth tax. The response from disinterested bodies was less critical
but even there concern was expressed about details of the package.
In relation to the capital gain tax it was immediately pointed out
that the absence of indexation implied an effective rate of taxation
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that could exceed 100% (NESC 1974: 7). It was also pointed out
that restricting the tax to realized gains on disposal implied a lock-
in effect (NESC 1974: 8). The question of lock-in had not even been
addressed in the White Paper, nor had the inflation problem.

The wealth tax was subsequently repealed but the capital
gains tax was retained, and the capital acquisitions tax was used to
replace inheritance taxation.

The history of capital gains taxation in Ireland

The introductory phase1

Prior to the introduction of capital gains tax under Ireland’s sched-
ular income-tax system,2 capital gains were taxable as income to the
extent that they could be treated as income as defined by law. By
and large, capital gains were not taxable unless an individual lived
by trading in assets. In corporate hands, similarly, capital gains
would be liable to corporate profits tax to the extent that they could
be treated as profits. As a result of high marginal tax rates on in-
come, the tax increased the incentive to re-structure the legal basis
of accruals so as to transform taxable income or profits into non-
taxable capital gains. Several cases of substantial tax avoidance
based on this maneuver became public. 

Whatever may have been the rhetoric about taxing wealth,
the reality was that the principal effect of the capital gains tax was
to supplement the conventional income tax. This effect was
achieved by bringing an untaxed form of income into the tax net, al-
beit at a significantly lower marginal rate than that charged on per-
sonal income at the time. It should, therefore, be viewed as an
attempt to move towards a more complete system of income taxa-
tion, as was proposed by Simons, who had argued that capital gains
and income are equivalent because they affect equally the ability of
individuals to consume without affecting net worth.

The provisions governing the capital gains tax in Ireland in-
troduced in the middle 1970s were very much in the mainstream of
the OECD. At that time and for a long time thereafter, many OECD
countries did not have a specific capital gains tax in place. Instead,
many imposed taxes on realized capital gains under the various
income tax codes. In this sense, the detailed provisions of the Irish
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tax code were very similar to those in effect in other countries of the
OECD (cf. Sanford 1988: 121–54).

The grounding legislation in Ireland is the Capital Gains Tax
Act, 1975, which became law in August of that year. It applied cap-
ital gains from the beginning of the fiscal year 1974/1975 or, more
precisely, to gains realized after April 6, 1974. The tax was imposed
on realized rather than accrued gains arising from the sale or dis-
posal of a taxable asset. 

Chargeable gain
For tax purposes, a gain is equal to the actual or, in the case of a
transfer, notional price of the asset obtained on disposal minus the
sum of its purchase price adjusted for certain costs and certain al-
lowable deductions. The gain is based on the asset price after
April 6, 1974. For assets held before that date, the gain is the small-
er of the difference between the realization value and the value at
purchase (including certain costs) or the value as of April 1974. De-
ductions include improvement expenditure and transactions costs.
They do not include the costs of holding assets, like interest, insur-
ance, and payments to asset managers. It is therefore clear that the
tax is based on the realized increase in the market value of the asset,
not on the increase in the asset holders’ net wealth arising from the
increase in the value of the asset. This aspect of the tax will be con-
sidered in a later section of this chapter.

Disposal and realization
For the purposes of a charge under the capital gains tax, a disposal
or realization takes place whenever (with limited exceptions) the
owner of an asset transfers it to another individual. This applies to
gifts as well as to sales. On death, assets are taxed in the hands of
the recipients and not of the transferor. Importantly, Irish capital
gains tax law has never regarded the transfer of property at death as
a disposal or realization subject to tax. In effect, all capital gains tax
liabilities were expunged at death.

Furthermore, the recipients of assets through inheritance or
bequest are considered to acquire the assets at their market value,
not at the cost to the deceased. Capital acquisitions tax was (and is)
levied on acquisitions in excess of threshold values. These refer to
lifetime acquisitions. An individual is entitled to receive a cumula-
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tive total limited by the threshold over his lifetime. The threshold
values vary according to the relation of the recipient to the transfer-
or. At a time when the thresholds for capital acquisitions taxation
were quite low, the tax rate was 40% and there was a 2% probate
tax, this regulation did not have much impact on property disposi-
tion. However, higher thresholds in recent years had the effect of
enhancing lock-in effects. 

In principle, the broad definition of a disposal leaves open the
possibility of double taxation on a transfer by gift. This is so because
the capital gains tax is applied upon a sale and purchase. However,
the capital gains tax paid by the donor is credited against the capital
gains tax liability of the recipient. The gift is taxed at its nominal
value for the purposes of capital gains taxation, while the donor
pays CGT on the amount transferred. For example, if A transfers
£100,000 to B and attracts a tax liability of £15,000 on this disposal
or realization, B’s tax liability is based on the entire £100,000. In
other words, in this example the recipient is liable for money that
he did not receive and, in effect, pays a tax on a tax already paid.
However, this provision is made less onerous by the fact that, if the
capital gains taxes are less than the charges under the capital acqui-
sition charge, the former is credited against the latter liability. In
practice, this provision means that a gift is taxed at the higher of the
effective rates applicable to the donor or recipient, be it the capital
gains tax or the capital acquisition tax. At present, the rates on the
two taxes are the same and the provision is not important but this
has not always been the case.

In most cases, disposals to the state, certain charities, and
transfers between spouses are exempt from capital gains taxation.
In the case of “accidental” disposal arising, for example, from a
compulsory purchase order for land under eminent domain powers
or a receipt of insurance compensation for the damage or destruc-
tion of an insured asset, roll-over relief prevents the accrual of cap-
ital gains tax obligations provided certain conditions are met.

Tax base: asset value enhancement
From the start, the capital gains tax was very much a selective tax on
asset-value enhancement. A wide and economically significant range
of wealth assets were excluded in part or whole from liability to the
tax on any increase in value. For example, normally depreciable
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assets are valued at their purchase price minus any depreciation.
This rule does not apply to assets held as business equipment. Prin-
cipal private residences (one per person) remain excluded from the
capital gains tax.3 The Government also exempted most liabilities of
public sector financial intermediaries from the tax, no doubt reflect-
ing the contemporary preoccupation of the authorities with the costs
involved in financing the very high annual Exchequer borrowing re-
quirement. Pension funds were accorded favorable treatment in
terms of realizations and in terms of payments to beneficiaries.

Social concerns were also addressed by limits on capital gains
taxes payable on the transfer of small family farms and businesses
within the family. Gains accruing from the increase in the value of
standing timber were exempt. Charities and certain public bodies
were exempt from paying taxes on gains arising from disposals.

Where a wealth-holder sold an asset and invested the pro-
ceeds in another asset (i.e., could be said to be changing the com-
position of his portfolio rather than partly or wholly liquidating it),
and the sale was exempt from CGT it was said to be covered by
“rollover relief.” Rollover relief was provided for the disposals of as-
sets and re-investment of the proceeds within businesses. However,
rollover relief is not available for financial portfolio adjustments by
individuals. Instead, each disposal of an asset in a financial portfolio
has to be treated as a stand-alone realization and all such disposals
have to be aggregated within the relevant tax year to arrive at a fig-
ure for taxable gain. Realized losses can be used to reduce taxable
gains. This provision leads to some “bed and breakfast” transac-
tions at the end of financial accounting periods as portfolio holders
have an incentive to “realize” losses on assets that they intend to
hold onto in the longer term. “Bed and breakfast” is a term used to
cover paper transactions designed to establish a particular tax liabil-
ity position. For example, an asset holder might sell shares that had
declined in value to establish a loss that could offset a chargeable
gain and immediately re-purchase the same number of shares.

The present rules of capital gains taxation applied to the man-
agement of portfolios imply that those that are managed actively are
taxed on approximately an accrual basis. On the other hand, portfo-
lios that are not managed are taxed only when they are partly or
wholly liquidated. As a result, the present system provides an im-
plicit subsidy to passive portfolio management.
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When financial assets are held through approved intermedi-
aries, however, rollover relief is implicitly available because the
gains are not chargeable to capital gains tax. However, losses in
such funds cannot offset gains realized on other assets. The ap-
proved institutions are in the main pension funds and the like but
other investment intermediaries can also operate funds that, in ef-
fect, defer any charge on net gains until the maturity of the individ-
ual’s holding in the fund.

Further amendments to the Capital Gains Tax code 
and implementation procedures

When capital gains taxation was introduced the rate was 26%. This
rate was about one third of the highest marginal personal income tax
rate then in force. For small gains, individuals had an option of hav-
ing the gain treated as income on the basis of a zero rate on a first
tranche. Any gains above that tranche in a given year were subject a
50% rate of taxation. This fact implies that from the beginning the
tax regime treated capital gains as a separately taxable form of in-
come. In other words, the tax code acknowledged that the tax base
was fungible. Corporations were able to have capital gains taxed un-
der the Corporations Profits Tax so that they owed the same as if the
gains had been imposed at the rate of the capital gains tax. 

The high inflation rates of the 1970s resulted in high capital
gains taxes on assets held for long periods. In response to protest
over this unfair tax, some major changes in the original capital gains
tax regime were introduced. The first of these, introduced in 1978,
was an inflation-adjustment mechanism designed to limit the tax li-
ability to changes in the real rather than the monetary value of as-
sets. This adjustment took the form of what was termed an
“inflation multiplier,” which was simply the percentage change in
the Consumer Price Index in the year up to the beginning of the cur-
rent financial year beginning on April 6. In practice, the procedure
requires an increase in the purchase value of assets by the rate of
inflation. The resultant adjusted purchase value is subtracted from
the disposal value to arrive at the taxable capital gain. Since the in-
come tax code made no allowance for inflation in determining a per-
son’s tax liability on a nominal income, this adjustment marked a
further substantial departure from the basic concept that the capital
gains tax is a form of income that escaped the income tax.
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The 1978 Finance Act also introduced differential tax treat-
ments depending on the length of time an asset had been held. This
arrangement can be seen as a form of inflation relief, which already
had been granted through the inflation multiplier provision just dis-
cussed. So, why was it considered necessary to add this new provi-
sion? The authorities offered the argument that the capital gains tax
was a disincentive to long-term, genuine investment. Such investment
was needed to encourage capital formation, which would relieve Ire-
land’s chronic problem of underemployment and foster structural
change needed in the wake of accession to membership in the Euro-
pean Economic Community. On the other hand, accruals of wealth
based on mere speculation were considered to be a legitimate target of
taxation on the grounds of equity. Since assets held for longer time pe-
riods were already subject to inflation indexing, the lower rate of tax-
ation for them means that they were over-compensated for inflation.

The standard equity argument for treating long-term gains
more favourably than short-term gains arises from the existence of
a progressive income-tax structure. Thus, if capital gains are taxed
annually, they are likely to be subject to a lower rate than if the an-
nual gains are accumulated and become so large that the taxpayer
is pushed into a higher marginal tax rate in the year the gains are
realized. In fact, however, this argument could not be used in Ire-
land because the relevant tax rate, the capital gains tax rate was flat.
Except for an annual exemption of £2,000,4 the marginal rate was
the same whatever other income was gained or capital gains real-
ized. There was, therefore, no justification for introducing the hold-
ing-period adjustment to rates as introduced in Ireland on the basis
of higher rates on larger gains in the year of realization, as would
have been the case if the CGT were similar to an income tax with
increasing marginal rates.

In the case of small gains, the annual exemption did make a
substantial difference. Consider a gain of £20,000 over five years on
an asset held for five years. It would give rise to a tax charge on a
gain of £18,000, if realized in year 5, but only on a gain of £10,000,
if realized in five tranches of £4,000 over five successive years, as
£2000 was exempt in each year. Hence, with five realizations of
£4,000, 50% of the total gain would be exempt. For smaller gains,
therefore, the lock-in effect of Capital Gains Tax was to some extent
offset by the annual exemption
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The 1978 review of the tax code increased the base rate on
capital gains to 30% and introduced rate adjustments reflecting
holding periods. This rate applied to short-term gains, defined as
gains on an asset held for less than three years. If an asset were held
for between three and six years before disposal, the rate fell to
25.5%. For each additional three years for which an asset was held,
the applicable rate fell by amounts of between 3% and 4.5% until at
21 years any gain was tax-free.

The fiscal crisis of the early 1980s resulted in a sharp increase
in the rates of capital gains taxation. Thus, in 1982 gains made
within one year of purchase were taxed at 60%. For holding periods
of one to three years, the rate was increased to 50% and, for assets
held for more than three years, the rate was raised to 40%. In the
case of development land, the lower rate was held at 50% and the
inflation adjustment was limited to the value of the land prior to its
being granted planning permission for development.

The tax rates related to holding periods were adjusted in 1986
and 1990 and the number of periods was reduced to four: less than
a year—60%, less than three years—50%, less than six years—35%,
and over six years—30%. Reduced rates were temporarily applied to
gains on sales of shares in quoted companies in the Smaller Com-
panies Market of the Irish Stock Exchange and to certain tax-
sheltered investment schemes.

In 1992, it was found necessary to introduce a capital gains tax
shelter for assets sold by owners to a company in their control in re-
turn for shares in that company as part of incorporation. For this
provision to come into effect, the shares had to be held for at least
five years. In effect, the policy provided a form of rollover relief.

In 1994, the capital gains tax was overhauled once again with
the introduction of a single 40% rate. In addition, the distinction
between short-term and long-term gains was abandoned for most
purposes. In order to facilitate incorporation and acquisitions, it
was provided that, in some sectors and where assets had been held
for 5 years or more, gains on disposals would be taxed at 27%, re-
duced to 26% in 1997. Problems of rollover relief were also ad-
dressed again at this point in order to facilitate the sale and
reinvestment of assets in small enterprises.

At the end of 1997, a further major shift in emphasis took
place. The capital gains tax rate was reduced to 20%, with a proviso
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that this rate was to be temporary on development land zoned res-
idential: the tax on gains from residential development land is slat-
ed to be 60% from 2002. This provision was expressly designed to
induce the advanced realization of gains in order to discourage
hoarding of development land, a practice seen as contributing to a
perceived growing housing shortage. Gains on other development
land continued to attract a 40% tax. This latter change has intro-
duced the possibility that the capital gains tax could actually be
used to avoid income tax rather than complementing or completing
it. This result is due to interactions among the capital gains tax and
corporations tax on the one hand and the personal income tax at a
rate higher than the first two on the other hand. 

To take advantage of the different tax treatment, business,
trade, or professional firms can incorporate. If profits are retained
rather than distributed, they are liable to the corporations tax.
There is incomplete allowance for corporation tax paid on profits
out of which dividends are paid in computing the shareholder’s per-
sonal tax liability on his dividend income. This implies double tax-
ation of profits income. As a consequence, the tax code, until
recently, penalized incorporation if a small business wished to accu-
mulate capital. The tax charge was reduced by distributing all sur-
plus as income and taxing it as earned income in the hands of the
recipient rather than accruing it as retained profit within the firm
and then distributing it. In recent years, however, the balance began
to swing in the other direction, as the corporation tax was reduced
towards a target rate of 12.5% on all profits.5 From 2001, the first
£100,000 profits is taxed at 12.5%. When the capital gains tax was
reduced to 20%, the accrual of surplus as profit in a corporation al-
lowed taxpayers to opt for paying the 12.5% corporation rather than
the 44% marginal income-tax rate. The lower tax rate could be paid
annually until the company is sold. At this point, the owner would
pay the capital gains tax due on the retained earnings.

An example helps to illustrate this important point. Consider
that £100 is distributed as earned income from the corporation to
the owner. This payment attracts a tax and social-security charge of
£46. But, if the corporation retains the earnings, there is a tax bill
of £12.50 paid by the business, which has an extra £31.50 (£46 mi-
nus £12.50) to invest. As a result of this additional investment, the
corporation’s value increases and gives rise to a capital gain when
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the owner sells it. The capital gain is taxed at 20%. In sum, without
discounting and disregarding the earnings from the corporation’s
investment of the retained earnings, the tax liability on £100 re-
tained is £12.50 plus 20% × £87.50 = £17.50, which makes for a
total of £30. In effect, the reinvestment of the corporate earnings re-
duces the owner’s tax burden to 30% from the 46% payable if the
earnings had been distributed. It is clear that these conditions en-
courage not only the reinvestment of earnings by corporations, they
also provide strong incentives for the incorporation of businesses. 

To reduce these incentives for the evasion of taxes, the Gov-
ernment introduced a surcharge on some undistributed trading in-
come in “close” companies in the 1999 Budget. More precisely, the
surcharge applies to retentions in excess of 50% of profits after tax.

Experiences with the capital gains tax

Initially, the capital gains tax, in contrast to the personal income
tax, required self-assessment. Thus, the capital gains tax could only
be collected if taxpayers notified the revenue authorities that they
had a taxable gain. Employees are supposed to file annual returns,
which included reports on capital gains. But, the Revenue authori-
ties did not in practice demand returns from lower-income employ-
ees and, hence, did not bother checking these cases for capital gains,
presumably under the assumption that most employees have no
other income or capital gains. Instead, the Revenue authorities
sought returns only from higher earners or earners with multiple
sources of income. This category does, in fact, contain most taxpay-
ers with capital gains tax liabilities but without independent sourc-
es of information, the potential for evasion by the average taxpayer
was very high. The laws applying to corporations are such that there
have been few problems with the non-reporting of capital gains.

Since the middle 1990s, however, self-assessment has become
the general principle for all personal direct taxes in Ireland, includ-
ing the capital gains tax. Under self assessment for income tax, all
tax-payers making a return of income tax are obliged in this return
to make a declaration of asset realizations as part of their income-tax
returns. Previously, an income-tax return could be made without de-
claring capital gains, as the latter involved a separate return.
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The shift to self-assessment is generally accepted as having
improved compliance, despite apparently creating of room for eva-
sion. The reasons for this are the following. First, the presumption
of truthful reporting reduced the quantity of paperwork demanded
and improved relations between tax payers (and their advisers) and
the Revenue authorities. Secondly, it took place at a time when tax
rates were falling. Thirdly, it was accompanied by the introduction
of random and statistical anomaly auditing along American lines,
with a credible commitment to substantial penalties for evasion
(previously penalties had been light and largely negotiable).

When the capital gains tax was first introduced, in its first full
year of application it yielded a paltry £400,000 out of a total tax take
of over £1.2 billion, or 0.03% of the total (see table 1). This revenue
was equivalent to about 0.1% of the yield of the personal income tax.
However, from 1978 on, there was a sharp increase in the yield in ab-
solute terms and, by 1980, the yield was equal to 0.6% of the in-
come-tax yield. It is worth noting that this increase in revenue
occurred in the wake of the introduction of inflation indexing and
differential taxing of short-term and long-term gains in 1978. It ap-
pears that these policies reduced tax liabilities on the one hand but
encouraged realizations and reporting on the other sufficiently to
bring the large increase in revenues. This result is consistent with
the effects of changes on rates of capital gains taxation on revenue
observed later. In particular, it suggests that within a reasonable
range, the lowering of capital gains tax rates increases government
revenues from that tax. However, it remains unclear to what extent
this result stems from increased realizations, that is, the unlocking
of capital, and to what extent from increased compliance.

Between 1983 and 1994, capital gains tax rates were high. Be-
tween 1984 and 1987, the yield from the capital gains tax rose from
about £9 millions to £13 millions, though it remained more or less
static at about 0.2% of total tax receipts and at about 0.46% of the
income-tax yield. In the absence of any statistical analysis by the
Revenue authorities of the reported realizations, it is not wise to of-
fer strong conclusions as to the impact of the greatly increased rates
and the reduced tapering rate for length of ownership imposed in
1983. In addition, it should be noted that during the years from
1983 to 1987 Ireland experienced the deepest and longest recession
since the 1950s.
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In the later part of the high-tax years, from 1988 to 1994, the
average yields were substantially higher than in the earlier, higher-
rate years. However, it is unclear to what extent these revenue gains
were due to the fact that the economy was pulling sharply out of the
recession. It is notable also that the yield was very volatile over
these later years, which weakens any argument that rates affect the
yield predictably, except perhaps in the short term.

Table 1: Tax receipts by calendar year (£ million), 1975–1997 

Source: Revenue Commissioners Annual Reports and Annual Statistics

Total tax 
receipts

Capital 
Acquisitions Tax

Capital gains 
tax

Income tax Corporations 
tax

1997 13,791 89 132 5,208 1,687

1996 12,092 82 84 4,579 1,428

1995 10,885 60 44 4,129 1,148

1994 10,416 59 47 4,098 1,141

1993 9,241 51 27 3,803 953

1992 8,560 33 58 3,414 739

1991 8,003 45 48 3,222 594

1990 7,616 38 28 3,029 475

1989 7,164 29 25 2,831 303

1988 7,068 27 33 3,051 335

1987 6,257 25 13 2,721 256

1986 5,861 21 11 2,416 258

1985 5,353 20 10 2,180 218

1984 5,115 18 9 2,046 210

1983 4,503 15 9 1,701 215

1982 4,014 12 8 1,458 232

1981 3,274 9 6 1,246 200

1980 2,584 8 6 1,013 140

1979 1,991 8 4 732 130

1978 1,709 5 3 604 106

1977 1,445 3 2 523 76

1976 1,222 .. .. 461 29

1975 901 – .. 332 27
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The yield performance from 1995 to 1997 suggests that lower
rates of capital gains taxation and simpler rules can raise revenues
from the tax. But again, the performance of stock markets in Ireland
and elsewhere plus a rapidly expanding economy with accelerating
property prices limit the extent to which the experience can be used
to prove that lower tax rates necessarily lead to higher tax revenues.

Compliance was a serious problem until the early 1990s. At
that time the tax authorities obtained powers to demand informa-
tion from auctioneers and stockbrokers about capital gains realized
by their clients. This new policy and that of not permitting full self-
assessment led to a high variability of yield from year to year. The
tax authorities noted that the large revenue increases in some years
were due to a number of large settlements. Despite the administra-
tive and compliance problems just discussed, the capital gains tax
by the middle 1990s yielded in excess of 1% of the personal conven-
tional income-tax revenues. 

Analysis and conclusions

Ireland’s experience with the capital gains tax allows insights into
the following questions relevant to policy-makers considering re-
forms of the Canadian capital gains tax system:

(1) the design and effects of indexation;

(2) valuation and compliance issues affecting certain assets;

(3) the question of interest and other costs in financing asset
holdings;

(4) the impact of rate changes on yields and disposals;

(5) the treatment of losses;

(6) the differential taxation of short-term and long-term capital
gains.

Indexation

Indexation means that the value of a realized asset is deflated by
increases in the consumer price index since the time the asset was
acquired. The concept and its implementation are simple. Thus,
the authorities publish and supply to taxpayers a table of multipli-
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er coefficients, which are used to adjust upwards the value of an
asset for the time between its acquisition or purchase and the time
it was sold. This process is extremely simple administratively and
it is readily understood by taxpayers. 

However, I have some reservations about the use of the con-
sumer price index and concerns about the detrimental effects on effi-
ciency that arise from the way in which indexation is applied in
Ireland. The consumer price index was until relatively recently calcu-
lated quarterly rather than monthly and, as a result, the value of the
index used to compute the inflation adjustment was that for Febru-
ary, which was the last quarterly figure in any given fiscal year, which,
in Ireland, ends on April 5. As result of using the value for February
rather than that for April, the indexation is biased downward during
periods of rising prices. This bias can be serious for assets held for a
short time but is much less serious for assets held a long time.

The use of the consumer price index is open to some criti-
cism because it measures changes only in consumer prices, includ-
ing indirect taxes and subsidies. Many economists prefer to use a
more inclusive measure of inflation like the GDP deflator to reflect
changes in the value of money more accurately. There is no reason
why the GDP deflator should not be used except for the evaluation
of short-term gains, because of lags in the availability of this statis-
tic. With some effort, the government should be able to overcome
this shortcoming.

Valuation and compliance
Problems associated with the valuation of assets give rise to the use
of realized rather than accrued values as the basis for capital gains
taxation. Establishing the value of assets on the basis of accruals is
impossible in the case of goods for which no independent and un-
questionable prices are known. This condition exists in the case of
art works, most real estate, closely held shares of companies, and
similar assets with unique characteristics and thin markets. On the
other hand, accrual values could be used for financial assets like
shares in publicly quoted companies, and short-term and long-term
private-sector and public-sector debt paper. The relative merit of ac-
cruals and realization in the valuation of assets was examined in the
early 1980s by a government commission in Ireland, which recom-
mended retaining realization.
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In the main, compliance to capital gains taxation of real es-
tate and financial assets has not been a problem for the following
reasons. Real estate transactions have to be disclosed to the tax au-
thorities in order to ensure certainty of title. Financial transactions
originating with companies are subject to commercial laws, which
make it very difficult to conceal or even grossly under-report the
value of assets. Furthermore, under-reporting by vendors creates a
potential excess tax liability at a future date for purchasers.

To help ensure full compliance, the Irish Revenue Depart-
ment has some other regulations. Stockbrokers can be asked to pro-
vide full details of all financial transactions undertaken by residents
through stockbrokers. However, brokers do not have to notify the
Revenue Department of transactions6 but merely to offer their
records for inspection upon demand by the authorities. There are
no published data to reveal the extent to which the authorities de-
mand records but informal inquiries suggest that the major brokers
are not all that frequently subject to requests from the Revenue De-
partment to examine their books. 

Compliant taxpayers are required to report in the income-tax
return all assets acquired or realized during the tax year. This infor-
mation automatically triggers an assessment, if self-assessment is
not forthcoming in later years. Taxpayers are also required to reveal
the sources of the funds used to acquire assets. This policy suggests
that the main emphasis of compliance is on the creation of a full pic-
ture of the asset profile of taxpayers. Such profiles allow the govern-
ment to encourage compliance, especially since it has the power of
audits and the accompanying mandatory revelation and inspection
of accounts with financial institutions.

Auctioneers are legally obliged to supply information about
sales of antiques, objets d’art, objets de vertu, and the like. It is hard
to know with any precision how effective these provisions are in re-
ducing evasion. Auctioneers are required to report individual sales
valued at more than £15,000 (approximately CDN$27,500). The
larger houses unquestionably comply with these requirements but
informal contacts in the business suggest that, after the implemen-
tation of this requirement in the early 1990s, businesses not subject
to the reporting requirement carried out increasing shares of auc-
tions in Ireland. However, this method of evasion appears to have
declined in the wake of lower capital gains tax rates and a growing
climate of general compliance.
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Interest and other costs
The purchase and sale of assets involves costs. Most assets require
carrying charges while they are held. Under the existing tax code in
Ireland, only some of these costs can be used to increase the costs
of acquisition or decrease the value of a realized gain. As a result,
the size of capital gains tends to be over-estimated and the capital
gains tax is correspondingly unfair. Allowing adjustments to capital
gains for these costs incurred would eliminate this lack of fairness.

However, if the capital gains tax is seen as a complement to
the income tax, the absence of adjustment of realized gains through
the expenditure of interest and insurance is not out of line with the
general provisions of Ireland’s income-tax code. Over the last de-
cade, this code has steadily reduced the degree to which interest
payments can be used to reduce taxable income. Initially, this pro-
vision applied only to consumer loans but in recent years it has been
applied even to the politically sensitive interest cost of house mort-
gages. The deductibility of mortgage costs is now limited in amount
and it results in less valuable tax credits rather than tax allowances.

The impact of rate changes
The 1997 Budget halved the rate of taxation of realized capital gains
from 40% to 20%. The Minister for Finance was heavily criticized at
the time for what was seen as a highly regressive change in the tax
code. He responded to this criticism by arguing that the lower rate
would increase revenues substantially. The data in table 2 suggest
that the Minister was right. Revenues did indeed increase by large
amounts. The table also shows that the forecasts of the revenue ef-
fects of the lower tax rates were far off the mark. 

It is important to consider why lower rates of capital gains
taxation give rise to higher rather than lower revenues. The main
reason usually given is undoubtedly that lower rates increase incen-
tives to realize gains on appreciated assets. This is a short-term ef-
fect and arguably goes some way to explain the rapid yield growth
in the Irish case. At the lower tax rate, taxpayers retain more money
from the sale of their assets, which is then available for reinvest-
ment. The greater rate of realization induced by the lower tax rate
reflects the unlocking of capital, which under the higher tax rates
would have remained in the original use. The unlocking of capital
induced by the lower rate explains a considerable portion of the
higher revenues. It should be remembered, however, that a decision
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to realize gains sooner and more frequently implies advancing the
flow of tax receipts to the Exchequer rather than increasing its
steady-state level. This implies a temporary rather than a perma-
nent increase in revenues from a rate cut.

However, the unlocking of capital induced by the lower tax
rate is also frequently argued to have the additional effect of in-
creasing the efficiency of the use of capital in the country. As a re-
sult, labour productivity and economic prosperity are expected to be
increased. In the long run, reflecting this, capital gains and oppor-
tunities for higher yielding investments grow in response and lead
to even more realizations, higher revenues, and greater prosperity
in a virtuous cycle. This may result in a permanent, or steady-state,
increase in the yield of the tax.

In the Irish case, there is some evidence that suggests that the
reduction in the rate of capital gains taxation may not have been re-
sponsible for all of the large revenue gains shown in table 2 (see Ap-
pendix 1). That said, there is no doubt that the Minster’s confidence
expressed at Budget time as to the likely yield of capital gains tax
was subsequently justified by the yield figures.

The treatment of losses
Under the present tax code, realized losses from the sale of a capital
asset may be offset against realized gains in the same tax year. If loss-
es exceed gains in the same year, the losses may be used to reduce the
value of capital gains in the preceding or following years. The system
thus permits the offset of losses against gains but, importantly, only
for gains and losses from the sale of assets and then only during a re-

Table 2: Net receipts the capital gains tax, 1995–1999 

Source: Revenue Commission data.

Calendar
year

Net receipts Excess over Budget estimate

1995 £44.5 m £13.5 m

1996 £83.7 m £25.7 m

1997 £132.4 m £65.4 m

1998 £193.1 m £89.1 m

1999 £356.2 m £163.3 m
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stricted number of years. These provisions are inconsistent with the
principles enunciated in the White Paper of 1975, which had envi-
sioned complete offsets against all types of income and involves the
fiscal authorities in sharing portfolio risks with taxpayers.

The incomplete sharing of the risk has important economic
consequences in terms of potentially discouraging risky invest-
ments, which are essential to technical progress and economic
growth. The analysis of the impact of loss-offset provisions on risk
taking and its consequences for the riskiness of capital portfolios is
complex. Some aspects of this problem in relation to the design of
the Irish tax structure are considered in Appendix 2. What is be-
yond dispute, however, is that there is good reason to believe that
incomplete loss offset will discourage risk taking. The policy also
reduces the welfare of asset holders since they are induced to select
portfolios different from what they would in either the absence of a
capital gains tax or the full offset of gains and losses. 

Differential treatment of short-term and long-term capital gains.
When Ireland first introduced its capital gains tax, it imposed rates
on gains depending on the length of time over which the assets
were held. This policy was modeled after one existing in Britain in
the early 1960s. Subsequently, these provisions were dropped and
the tax was imposed uniformly on all capital gains. 

I believe that the adoption of the uniform rates is consistent
with the first principle underlying the taxation of capital gains. Such
gains allow owners of capital to increase expenditures just as in-
come does. Both should therefore be taxed. Under this principle, it
makes no sense to have different rates of taxation dependent upon
the duration of the investment that gives rise to the capital gains.

One argument often used to justify the higher taxation of
short-term gains is that it discourages speculation. Implicit in this
justification is the view that speculation is economically and social-
ly undesirable. This view is held by many, especially those whose in-
terests are damaged by higher prices. However, most economists,
including myself, believe that in market economies, speculation
plays a beneficial role in the efficient allocation of resources
through time. The suppression of speculation through taxation
therefore reduces the efficiency of the economy, lowers income, and
damages prosperity.
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Appendix 1: Some reservations about 
the impact of the tax rate cut

Table 3 shows that the number of assessments and the total tax due
on those assessments did not increase as quickly after the tax cut
was put into effect on December 3, 1997 as might have been expect-
ed. Under existing accounting rules, gains realized in the year end-
ing April 5, 1998 would incur a tax liability payable November
1998. The change in the tax regime took effect from December 3,
1997 and was not anticipated (in the sense that it took commenta-
tors by surprise).

Notice that between 1995/1996 and 1996/1997 the number
of assessments (which in each case is the aggregate of realizations
of an individual or of a couple) rose by nearly 25% and the tax to be
paid rose by nearly 75%. In the following year, towards the end of
which the rate cut came into force, the number of assessments rose
by 87% while the tax due increased by 46%. In the next year, the
number of assessments rose by 11% but the tax due rose by almost
57% (the results for 1998/1999 are preliminary; see note to
table 3). That is, the tax yield increased by considerably more than
the percentage increase in realizations.

If we analyze these data, the Laffer-type conclusions appear
a little weaker than might be thought at first. In the first place, the
Revenue Department itself applied health warnings to these fig-

Table 3: Assessments and tax due, 1993/1994 to 1998/1999 

Source: Revenue Commission data
Note: the tax due is what is assessed as due, rather than what was paid, and is subject to

revision; the number of assessments, especially for 1998/1999, is likely to increase as
returns are received and processed.

Fiscal year Number of assessments Net tax payable

1993/1994 5,189 £30.4 m

1994/1995 4,795 £71.9 m

1995/1996 6,360 £75.4 m

1996/1997 7,958 £131.2 m

1997/1998 14,886 £191.5 m

1998/1999 16,529 £300.5 m
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ures by noting that, in 1994/1995, 1996/1997, 1997/1998, and
1998/1999 (four of the five years), what are described as “signifi-
cant” increases in net tax payable are partially attributable to as-
sessments raised in a number of individually large settlements.
Internal estimates supplied by the Revenue Department suggest
that, in the four fiscal years 1995/1996, 1996/1997, 1997/1998
and 1998/1999, the yields of “once-offs” accounted for £22.2 mil-
lions, £31.8 millions, £17.6 millions, and £30.0 millions, respec-
tively. The extent, therefore, to which the data may be construed as
indicating underlying yield changes has to be open to question. Ig-
noring this reservation, however, we are still left with further rea-
son for thinking that all is not as rosy as the Minister for Finance
appears to believe.

In the first place, we do not know what proportion of the re-
alizations in 1997/1998 took place between December 3 and
April 5. If we extrapolate the trend from 1994/1995 to 1996/1997
into 1997/1998, we would have expected an increase in the number
of realizations in excess of the exemption limits to have increased
by between 25% and 30% in the latter year. That would give a total
of between 9,500 and 10,300 (as opposed to the actual number of
about 15,000). As an initial estimate, therefore, it appears reason-
able to use a figure of about 5,000 assessments as being possibly
due to the impact of the rate cut in terms of increased realizations.
Even then, however, it should be remembered that an assessment is
raised when the value of a realization exceeds the exemption
threshold. Hence, the number of assessments can increase because
either or both of two factors have an effect: an increase in the num-
ber of realizations (or reported realizations) and an increase in the
value of realizations. With booming stock and real-property mar-
kets, the latter effect cannot be totally discounted.

In the following year (1998/1999), we see a small increase in
the number of assessments but a substantial increase in the tax due,
despite the tax rate being halved. That can only mean that the value
of the average realization reported has increased very significantly.
Again, if we extrapolate the trend before 1997, we would get a num-
ber of assessments of about 13,000 in 1998/1999 (actual value,
16,500). If we assume the average size of realization is driven by as-
set values, this would have produced a total for tax due of about
£240 millions, or 80% of what was actually assessed. That suggests



162 International evidence on capital gains taxes

that a 50% cut in the tax rate between 1996/1997 and 1998/1999
yielded at best something like a 20% increase in the tax yield. Even
that number assumes that the increase in the number of assess-
ments reflects an increase in the number of realizations rather than
an increase in the average size of realizations.

The classic supply side argument about self-financing tax cuts
cannot be supported by a simple reference to the change in the yield
level after the rate cut at the end of 1997. The evidence, however,
does point to the existence of some such effect, even if a good deal
smaller than apologists claimed.
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Appendix 2: Loss offset and risk taking

If we start from a position of a zero tax and an assumed optimal
portfolio composition, a change in that composition arising from re-
action to taxation constitutes a dead-weight loss flowing from the
tax.7 The impact of varying degrees of loss offset on portfolio com-
position as determined by acceptance of risk is dependent on as-
sumptions about the behaviour of individuals with respect to risk.
In the classic analysis, which treats portfolio variance as a risk mea-
sure (and implicitly assumes a quadratic utility function, with its
limitations), it is possible, starting from a zero tax to identify two
rates of tax,8 t = 0 and t = t* > 0, for which the risk characteristic
of the portfolio is the same. The implication of this is that, for usual
assumptions as to the utility function of the wealth holder, an in-
crease from zero in the tax rate will result, at first, in a rise and, sub-
sequently, a fall in the chosen value for the portfolio risk parameter.
From a high value for the rate at which the tax is applied, a reduction
in the tax rate will be expected to increase the risk parameter but
continued reductions will lead to an eventual fall in the risk param-
eter. For small changes in the rate of taxation, it has to be accepted
that the net effect on risk-taking is a matter for empirical investiga-
tion under zero, or less than full-loss offset. Incomplete loss offset,
then, has deadweight-loss implications.

These results are strictly confined to an analysis involving the
mean-variance analysis of risk in the presence of a utility function
that is quadratic or to which a quadratic form is an acceptable non-
linear approximation. However, it turns out that when a less restric-
tive set of assumptions on utility and risk are adopted, the conclu-
sions are reasonably robust in many circumstances.9

It might be thought that this reflects the inherent bias in-
volved in permitting the Exchequer to participate fully in any real-
ized gain but to avoid or reduce exposure to a realized loss.
Implicitly, full-loss offset, in which the Exchequer participates pro-
portionately in gains and losses, might be expected to avoid this
deadweight loss. This, however, is not the case. Counter-intuitively,
perhaps, but nevertheless demonstrably, full-loss offset applied to
the capital gains tax in the (normal) case of the risk-averse portfolio
holder results unambiguously in a shift in the underlying chosen
position on the risk-return trade-off as a consequence of increasing
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(from zero or any positive rate) the effective rate of taxation. That
shift is towards a higher preferred level of risk. The intuition behind
this is simple: with full-loss offset, an increase in the tax rate reduc-
es risk and expected return pari passu. Risk aversion implies a dimin-
ishing marginal utility of income. At a lower expected income level,
a risk-averse portfolio holder will choose to increase risk in order to
replace lost income. Hence, under full-loss offset the chosen value
for the portfolio’s risk parameter will increase as the private wealth-
holder adjusts to the tax. The Exchequer as sleeping partner has to
accept this outcome: a higher expected value of the tax yield but in-
creased variability.

The foregoing has interesting implications for the level and
changes in the level of the effective rate when associated with
changes in the approach to allowable deductions. First, starting at a
low or zero tax rate, an initial small new tax or increase in the tax
will increase the asset holder’s preferred risk profile with zero or
full-loss offset. However, with full-loss offset there is no substitu-
tion effect operating in favour of risk reduction. The substitution ef-
fect is negatively related to the degree of loss offset. It would seem
to follow that, if the tax authorities wish to minimize the excess
burden of the tax as measured by the consequent impact on portfo-
lio composition, an initial small imposition of (or increase in) taxa-
tion should be accompanied by low to zero loss offset. To minimize
the impact of a rate change on portfolio composition, a rise in the
rate should be accompanied by a reduction in loss offset; a fall in the
rate should be accompanied by an increase in loss offset.

With an existing high rate, these conclusions are reversed.
Low offset at high rates results in reduced preferred levels of risk.
Hence, if the rate is increased, portfolio composition neutrality re-
quires improved loss offset. In tabular form, these conclusions can
be presented as follows.

Existing Rate Low zero High

Rate Change + - +

Loss offset change - + +

The definition of high and low rates is in terms of the impact of a rate
change under zero offset. That is, a high rate is one at which the
substitution effect of a rate change dominates the income effect
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while a low rate is one at which the income effect dominates the
substitution rate. This has to be determined empirically.

In the Irish experience, it is interesting to note that although
the applicable rate has moved between 60% and 20% over a 25-year
period, no non-trivial change has ever been contemplated in the
provisions governing loss offset. This is at least consistent with the
general design of corporate and individual taxation over most of the
period although this has been to some extent modified recently
with the implementation of a schedular approach to establishing
tax liability. Under this approach, each separate component element
in gross income is separately assessed. Expenses or offsets are ap-
plied only to the relevant income element. A loss under one sched-
ule is not taken into account in computing tax liability under others
but is allowed only against income under that schedule in future
years. If full-loss offset were to be introduced, it would involve al-
lowing realized capital losses against taxable income from other
sources in the same tax period. This was expressly rejected. 

The conclusion has to be that the way in which the tax has
been implemented has been based on a lack of knowledge or a lack of
interest in the marginal impact on risk taking. In designing a regime,
or in modifying it, surely such concerns ought to be a major element.

This has not been because the matter has been ignored. The
system in Ireland has been more or less unchanged structurally
since it was introduced in 1975 and modified in 1978. In 1982, the
Commission on Taxation established in 1980 studied it. That Com-
mission made several recommendations for reform of the structures
in the context of a complete reform of direct taxation (The Commis-
sion on Taxation 1982: 201–20). Since the overall reforms it urged
were not adopted, many of the specific amendments suggested for
the capital gains tax became redundant. However, on the point of
loss offset the Commission was unambiguous in calling for full-loss
offset against other income as being the only intellectually respect-
able position that a taxing authority could adopt. It noted that the
limitations on such offsets in the American code owed much to a
desire to “protect the tax yield” arising from the impact of capital
losses on federal income-tax yields during the Great Depression but
argued that this stance is not logically sustainable.
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Notes

 1 A good source for the structure and details of the CGT as intro-
duced is to be found in Bale 1977. For subsequent years and a gen-
eral account of modifications to the tax, the interested reader
should consult the annual review of the Irish tax code produced by
the Institute of Taxation in Ireland, which contains for any year the
law and practice as they stood and any modifications in that year’s
finance legislation. The current edition is Corry, McLaughlin and
Martyn (no date). A detailed account of the law and practice affect-
ing CGT is produced annually as well. The current (11th) edition is
Appleby and Carr (no date).

 2 Irish income tax law was based on the 1918 codification legislation
of the Westminster parliament, which was inherited by the Govern-
ment of the Irish Free State when that dominion came into being in
December, 1922. The British schedular system applied income tax
differentially to incomes derived by individuals under five general
classifications, schedules A, B, C, D and E. Schedules A and B re-
ferred to incomes from real property in agriculture and non-agricul-
tural holdings, largely on the basis of notional rates. Schedule C
covered, inter alia, income from the rental of property. Schedule D
referred to the profits (income) from a trade, profession or avoca-
tion (in effect non-employee income). Schedule E referred to in-
come from employment. If an accrual to an individual did not fall
into one or other of these categories it was not an income for taxa-
tion purposes.

 3 In Ireland about 80% of households own their homes, an extremely
high percentage by European standards. Home ownership is the
largest single category of privately held wealth.

 4 The structure of exemptions for CGT in Ireland has always been
based on an annual amount. It has varied as between an amount per
individual or per household but is not subject to any life-time limit.
This feature of the regime is consistent with the basis for the tax as
a complementary income tax rather than as a form of capital taxa-
tion. For CAT (which includes transfers inter vivos as well as on
death) life-time limits do apply.

 5 At present, corporation tax is being reduced in stages towards a tar-
get of 12.5% for all corporations by 2003. The current 10% rate ap-
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plying to manufacturing sector profits will be raised to 12.5% after
2011 and other concessionary 10% rates will be raised to 12.5%
from 2006.

 6 This does not apply to own account trading, where different rules
apply.

 7 The material in the next few paragraphs is an exposition of the re-
sults of standard neo-classical analysis of the tax-payer’s response
to the imposition of capital gains tax with imperfect or full-loss off-
set. A full exposition of the results of this analysis may be found in
Musgrave 1959: chap. 14.

 8 I assume a conventionally well defined and well behaved utility
function defined over risk and yield and a monotonic risk-yield
trade-off.

 9 Using Arrow’s definitions of absolute and relative risk aversion,
A(W) = –(UO(W)/UN(W)) and R(W) = –W (UO(W)/UN(W)), re-
spectively, Stiglitz has shown that, in the presence of full-loss offset,
a general expected-utility-of-wealth function implies that private
risk-taking will increase if the following conditions hold true: (1)
the yield on the non-risky asset is zero; and AN(W) > 0 or AN(W)
< 0 and RN(W) > 0 (Arrow’s conjecture); (2) the yield on the non-
risky asset exceeds zero and AN(W) > 0 and RN(W) > 0. A general
expected-utility-of-wealth function does allow risk-taking to be re-
duced by taxation with full-loss offset if these conditions are not
met. See Stiglitz 1969: 263–83.
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