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" The tax treatment of cqlpital mmme and. m}?ital gains xswgaxded 1:y émm‘mxsbs ‘
as one of the most :mpomntiasues in the design of an effident and eqjuitable - -
system of income tax. At the same time, capital gains taxation (CGT) haslongbeen a
c matter of political controvetsy ard the CGI‘ that was introduced in Aasitaha in
' 'i‘ba«mes isno excepuun. . ‘

- "The core of the probletn is how should income be measured fmﬁyurposes of an
income tax. One concep nfmmome,dalungbackaf leastasfamslrvmsl’isher «
‘would define income in terins of a net cash flow. That is to say, allicutlays,

ding investments in Iqmg-hved productive assets would be immediately
expensed (100percex\twrit€~o£f)mtheymﬁxeexpendxturewasmamed Anet
cash f!ow income tax base vrould, of course, greatly simplify tax &cmunhng, butitis
clearly not the concept of ircome intended to be the basis for an income tax. Itis
. shown in Appendix A to b2 a tax on pure profits which excludes the "normal”
& ‘retumfocaplmlandthusfis moreakintoaconsnmpuontaxﬂ\ananmcomem.l i

; Omae 2 deusmn has h@m made to include savings m the income tax base a

; comprehemsiv‘e income tax of the Haig-Simons (1921;1938) genre Ioglcally

~ recommends itself as the ‘ideal tax base. 'I‘hecomprehenswebasexadeﬁnedas
 income a taxpayer receives and spends on consumption plus income that is saved
~ (invested) plus (minus) the gain (oss) of wealth resulting from a change in the
 value of assets owned by the faxpayer, Australian farms are overwhelmingly
unincorporated organisations and the focus of this paper is therefore taxation of
capital income and caprxtal gains under the personal progresswe income tax.

Thé concept of a compre!:ensive income tax base (CI’I'B) has become firmly

«entrenched in modern tax policy fiterature. Moreover, as Head (1987) points out,
~ the message has been received and articulated in major official siudies of tax policy
' in overseas countries beginning with the classic Carter Royal Cemmission Report

~ (1966) in Canada and followed by a number of major investigations including
reports by the United States Treasury (1977), the Meade Comittee in the United
‘Kingdoin (1978) and the Irish Commission on Taxation (1982). A fully

~ comprehensive capml gains tax would presumably include gains: and losses on
~ human capital as well as on physical and financial assets. However, for the



'induding m mcame An&‘mcipated ‘capital gans, ex

"f;‘isﬁxevalueafﬁxeﬁxmteinmmesﬁm

o1 pmtemketmtenﬁinmesb Ch ,
kjymetimmgoﬂnmmestreams) and discuuntramwm
. asset vall wction is commonty made between

: V nticipa stems ﬁc) capital gaim anﬁ unanticipated (unsystematic)
. yk_c:apxtalgams A dassic example of a sysh

- central business district (CBA) nfanexpanding city. As the ‘catchment’ area of the
~ city grows, the rents thatcanbeeamedfzommmnylocmdbumessemlw grow
(Swan, 1984). Similarly, as the city fringe continues to move outwards systematic '
 capital gains will armonadjacmt farmland as tlwhmeﬂraws clow o whemt
- ‘wmbecomeparwfti\veciﬁy , SR e |

|  Broadly peakin ]systemaﬁtcapital gamvﬁhaccmeon Iong~hved assefs
having an mdastic supply and an increasing demand for their services. The asset
base includes certain classes of land and natural resources, and rare man-made
assets such as art objects, anﬁques‘mestamysandcoinsmﬁa..ﬁ,i%ﬁ) n
agriculture, an additional important source Jf systematic capital gains is maturing
biological assets such as livestock, fcrestry, vineyards, aging wine stocks, and fruit
 and nut orchards. There is, of course, another group of manufactured durable farm
‘assets - plant, eqmpment and buildings - on which systematic capital losses accrue.
- {(See Appendix A for a detailed analysis) Outside agriculture, the major sources of
systemamc capntal gains appear to be certain classes of real estate, rare man-made
~ assets, increases in company share values attributable to refained o mpany proﬁts,
“ and posmbly some investments in i!te minea'al sector. ,

Unsystematic capxta} gains. and losses are essmhally changes in asset values
" thatare unanticipated These windfall gains and.losses result from such thingsas
unfmm changes in technology and unexpecte  changes in domestic and
. overseas sovemment policies. The reascn for dxshngmshmg between systemanc

- and unsystematic capital gains and losses is twofold. First, windfall capital gains

S seem hkelyto be mughly balanced by windfall losses so that the net CGT from this

fex ?Lta’begmerawdbj L

: ccapitalgmwﬁ:elandhcatedinthé[



" e D St o~ o
:

ssive res \_'.jljwillftowiutoMinvmtshmnga
L .signiﬁm:tm-ﬁeecapingﬁmmym In long-run equilibrium, the
; \a&ﬂmomlrwomees flowing info the tax-sheltered inveshnemwﬁdepress the
| pefoy ftaxkaiwftemwﬂ\eseiuvmmhwasmm., ,
y al! ts (Chisholm, 1973) Totakeasimple s
* mmple mﬁextwatypeaaﬁnvesmm,mmmt 'A provides an income
fhich is fully taxable while erhﬂm&nmmvesmtﬁmscle’lymthe
cfta»fmempitalgams Ifthe'
u“Aiam;mombmdﬂmma' \iform income tax rate of 50,per cent, the s
hfoxe-taxmeoff j.l_;wfumretmmmveshtmwwwm{:eswmt '

come tax, the before-tax rates of return on
- inves 1 of the expected return is in the forin of taxsfree capitel
gmmwxlwetotalowformwm xcept for those in the highest margiral tax
ats.. Tnﬁusrespect,itisreiemtwmte'?. ,esﬁmabaswl‘udtshmvthatin,

" the United States and Canada typically the fop ol per aentofincomawws
"areoeivewpewenwf:malnetmpmlgamsﬁiead , 1987). L ,
me the viewpoint of society, arbitrary wc‘mduced dwergmces in expectec
before-tax rates of return on alternative investments is evidence of ineffidant
 yesource allocation. The cunsequent distortion of resource allocation can take many
forms. For example, in *he case of the growin city the absence of a CGT will cause
land values to become inflated in the CBD which in turn will lead to over- ,
" investment in tall buildings. At this point, it is pertinent to ask what xmpact will
the introduction of a CGT have on asset values and on the expected rate of
~ systematic capital gains? Assume, for simplicity, that aggregate capital gains are
| amall relative to taxable income generated by investments. Consequently, the after-
~ tax yield on assets generating 'pure’ taxable income determines, and is equal to, the
rabe of expecbed capital gains on assets generating 'pure’ capital gains., The wedge

equilitysf

bafom»mmeofxenuammmmt
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| mwﬂlhmmmameﬂmymdmm ﬂw L

. mmmmwdwmwmmmeymwumuemmﬂy.; ;

~ legal sense. Itisdearmntawdiw’mbaﬁsmacc;riatvaydfmtsemnd'best

solution to the ‘ideal’ accruals bacis. Indeﬂnited@fmalnfataxis,qimrse, '

equivalent to complete exemption, It is worthwhile n ing

© inmore depth ﬁtemmclm&cteﬁsﬁs@fanmahccm Itiapef aps simplest to

~ begin with the more familiar tax treatment of capital losses assodiated with :
depreciating assets. (See Appendix A). The accruals basis of permitting tax-

d@ix*nbﬂity of capital losses on mese assets would base the assessment on economic .

- depreciation. That is to say, the ,T":;mvalueofthemetowthepemdofﬂm ,
tax year attributable to agmgand ﬂwassociated reduction in the present value of the
future flow of services provided by the asset. S&ayledepreﬁaﬁonformmmsedm
historic cost, like straight-line depreciation for 'standard-lif classifications,
provide a rough accrual approximation to economic depreciatim In the presence

- of inflation, of course, the historic cost base of an asset should be indexed for

~ inflation. 'Iha'e xs no such indexation in Ausmlia« '

Many typ&& of investment in land deve!apmmt (eg. iand-cleanng, swamp

- drainage, es ment of improved pasture, contour-banking and construction of

dnmS) xesult in a higher valued asset which can be maintained in its improved state
~ forever. For all practical purposes, the life of of such assets in their improved state
- isinfinite and true economic depreciation is zero. Consequently, only repairs and
maintenance necessary to maintain the asset in its improved state should be
permitted as a tax-deductible expense. While the concept is clear, it is often difficult
- in practice to accurately separate and measure current repairs and maintenance
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& Current receipts and cu:m\t outhys (i.& nutlaya which make ﬂmrf\aﬂ
iy n to production within a single year) shou j‘ibesnbfecttatax
and deduchb!e fram mble inwm, m&pectwéim at the ﬁme they are

2. Them!msafmmnﬁcvdueofmmshoﬂdbeaﬂmmdasam-
' ~ de ”ﬂ,asitacmxes. :

a0 'meeaseinﬂzezm!valueoﬁmappremtmgassetshouldbesubjectto'
‘ ‘taxwitmues. ,

- Oneomebestmt trations of the complets arbitrariness of any distinction
t ‘,,.'capitakgainsandmomeisﬂxeexampteofagxowmgforest.

* Equations for determining the net present value of an infinite sequence of
forest rotations for the before-tax situation and for several alternative income tax
regimes (Chisholm, 1975) are given below. An annual discrete time period model is

0 usedmu:e this: modelwnﬂdm to best represent the annual income tax

b anting periﬂﬁ of the resl Wﬂrl,d* The following notation is used:
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 The net present value, S, of the tree harvests determ
~ ‘Thelength of the rotation cycle, n, which maximiz

G = establishyment
g uﬁbefore*taxdism!mtmﬁe:

7 /= net-of-tax discount rate,
t = rateoftax, |

 n = rotation period measured in years.

ines the site value of the land.
5 5, can be viewed as a trade-off
irequenc . Eq ore-tax site
ring constant real values over all rotations for Hp and Co.

, Equauon 1 may be modified to uwmporatean accrued mcome tax as |

| expressed in equation (2). It should be fioted that in equation (2) the taxable incume |

assessed at the end of the first yrar of a fovest's life, Gy, is equal to the value of the

 one year old stasd less planting casts, Co.

Hp~ t[ 2, Giao™* +Gﬁ]" Coll 40"

- Application of equations (1) and (2) will give identical values for S and &',

providing that a net-of-tax discount rate, r, equal to i(1 - £) is used in equation {2).

 ‘The discounted present valuation of all investients in timber preduction will be
independent of the tax to which each firm is subject. The tax will not alter the

profitability of forestry viz & viz alternative investments, nor will it affect the choice

ofthe optimat growth period for a particular tree species, nor will it influence the
choice between short- and long-maturirg tree species. |

© Asecond type of income tax - applying to the forestry sector in Australia -

. " allowa y!mting costs o be “immediately expensed” but delays taxing forest income

6
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 The final type of ircome tax (eslized ncome
* income at the time of harvest. The equation for S° undes a gealized fncome tax i

‘ @) ’ §~w ;'T(M‘jr)ﬂ\-;zf[ G

~ Comparing equations (2), (3 and (4) it is clear that the only differences betwe
the three types of income tax relate to differences in the timing of the tax
deductibility of costs and/of the taxing of income. However, these differences in
timing can have striking effects as shown by the inputed site values for the three
 income tax regimes in the numerical illusiration (Chisholm 1975) shown in Table 1.
© Under an accrued income tax, the forest land is assumed to have a site value, §,0f

 §50 and a planting cost of $25 for establishing each rotation. The forestis assumed to
grow at & constant annual comoound rate just sufficient to provide a gross rateof
return of 10 percent on both the initial planting outlay and the site value. This
allows the impact of a tax change on site values to be highlighted since under an
accrued income tax all rotation periods are equally profitable. A taxrateof 50
percent is assumed and the corresponding net-of-tax discount rate is therefore 5
percent. The supply of land to forestry is assumed to be perfectly inelastic so that the
full incidence of a change in the tax regime is on site values. o

o L ®




'TABLE®: ~4mputed Site Values formave Income’rnx Regimes

eI

te values

Fullmpmsa g

5 7079
10 14453
20 . 45456
35 2,057.68
50 8,75431
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- The most smkmgymntfmm the above resulis is the size of the inueasa in site
values and the assodiated tax-induced bias towards longer rotation periods when an
accrued income tax is replaced with a full-expensing or realized income tax. Fora
50-year rotation cycle, changing the timing only of taxing income and allowing the

{ax deductibility of production costs results in an approximately eightfold increase in
site values.

A re!aeed example is the case of systematic capital gains accruing on fand in the
qentrai business district of an expanding city or an adjacent farmland. Assume that
xpected amual@pahlm&mlﬂpementmdthemeofnwm tax is 50 percent.
"l’he resulm shown in Table 2 compare an accrual basis with a realization basis
capital gains tax and show the tax rate required for 2 tax at realization to be
equivalent to a 50 percent accruals tax.




© Table2: Accruals versus Realization Basis Capital Gains Tax

Percentageby which  Tax rate required for
onareslisationbasis  equivalentto a50

10

13 | -
214 A5
| 407 ; 9

In the forestry example (Table 2), the relatively small differences between
imputed site values for the full-expensing and realized income tax show that the
major influence, in this example, stems from the postponement of the taxation of

 income until realization at harvest rather than differences in the timing of the tax-
deductibility of planting costs. The higher the imputed site value relative to
planting costs the more the former effect will be. .

The present income tax treatment of forestzy in Australia appears tp permit all
establishment and planting costs to be deducted from taxable income on an accruals
basis whilst postponing taxation of forest reverue until realization, thus providing
 significant tax concession to forestry. Some investment outlays, &.g. roads, mnade at
the flme of initial establishment of a forest create assets having a perpetual
economic life or a life spanning a number of forest rotations. The rule that such
 assets should be written-off over their economic life applies to these assets. The

importance of the timing of the tax-deductibility of expenditure outlays is clearly
recognized in the New Zealand (1986) study of forestry taxation.

A furthe relevant s that s beyond the scope of this paper i the
appropriate choice of & discount rate for the large public forestry sector. This sector
is ot subject o income tax and competes with the private forestry sector, It would



S 5 forestry the discount rate used by the public sector should equal the gross-
dismnnt rate apylymsimhapmm famal:y s&ton ‘

| uappw that in,oader tﬁattaintheappwpmtemixbatwm public and private |
oftax

ant gmup af mm invesmnt acﬁvﬁﬁee indnde
increase in livestock, and estabhshmem,
d expenst iz, O 1 eyard! UndetanaccrualsCG‘rsuch ‘
changes inassetvalnes, mt nf production m!s, wonld be subject to tax as they
ur. Exisﬁ*;g pmcedureé for valuing natural i increase in livestock numbers

ased mvalmdfortaxpuzpaaesatmtlessthm
| : um \ea%ues. ‘Thus in this area Australian farmers have long been
aubject to afarm of accruals CGT. However, the set minimunm livestock values fm‘ ~
natural mmwhavebeenex&emY Jow and were raised Sourfold for the 1 83-89

 income year- 'me:rﬁmmnmvﬂuesfarsheepmdutﬂe are now $4 and $20,

 respectively. The revised values would still appear to be significant underestimates
-of market hveswck valmas An accruals CGT woulci appl -similarly to the
establishment and expansior of orchards and vineyards, In Ausiralia these
economic activities appear to be treated like forestry fux purposes of income tax
assessment with a similar element: of tax-wnce;siom ,

Problems with CGT on an Aocmals Bam

Mmy tax ecomm\ists have strongly emphasized the practxcal advantages of
‘accrual taxahon in terms of income tax simplication, e.g. Shoup (1937, Vickrey
 (1947), Krever {1984). The realization criterion, on the other hand, poses gzeat
mmple:dnes in designing: isms to control tax avoidance which at the same
time do not inhibit normal business transactions and reorganizations.

 ‘The main stumbling block usually offered to the use of an aczruals based CGT
is valuation difficulties. However, as Krever (1984) points out this issue seems to
pose little or no problem for countries imposing wealth taxes or for the fair market
value estimates of prperty that are almost universally made as a valuation base for
calculating rates and various real estate taxes. The valuation of many assets on
 which capital gains are earned are quoted in daily newspapers. Some assets, like
shaws in private companies, though do pose significant valuation problems.

10




famwammmsm .
: ‘Q;mm‘ae«:twhrgemm»yauﬂumﬁommvﬂue An accruals tax

58 ‘ , xtyofaraalizahon’
_.j‘liqnidityptoblems that zome taxpa
-meﬂmmybeemoahmdfor

b massemqluaﬁmeverytwo;:hm otevmﬁvayem,would help
| ama!ioxw suc:h gmblems andmay have gremr adminismﬁve ﬁeas:bility

 Problesi wt&aCGTmaKeﬂizaﬁmm

T CGT actually iniroduced in Australia that mokeffa:tfrom eptember 1985
~ was, by world standards, fairly comprehensive. Howeve

. it is a 'far- 1 | I an
ideal CGT and is significantly less comprehensive than what was orig
proposed in the Draft White Paper (1985) on tax reform in Australia.

The main features of the Australian QGI' are: '

'+ adopts amajlizamn, rather than accruals, basis of assessment;

» applies only toreal capital gains madeon assets acquis
1985;' .

-« real capxtalgain:sdeﬁnedasﬂwmt proceeds ofassetsalelessoﬁgmalcost
indexeq for inflation less indexed costs of ary improvements made during
the holding period of the asset;

= aliow realized nominal losses to be offset agamst capital gains xealized in the
current year or be carried forward and offset ayNinst gains in subsequent
years;

* exempts gains on taxpayers principal residence (including up to 2 hectares
mage)t

s exempts (largely) gains with respect to superannuauon and life insurance;

- and
« liberal rollover provisions, particularly at death.

Perhaps the rost striking weakness of this CGT i5 the extreme "lock-in" effects
it generates. To begin with the grandfaﬂteﬁng concession whereby all assets
acquired prior to 20 September 1985 are completely exempt from CGT provides a
strong lock-in effect. This concession introduced severe inequitics and inefficiencies
from the outset of the CGT in Australia. Moreover, there appears to be little
justification for the concession on the grounds of either political expediency or
administrative costs, The Canadian government, for instance, when it introduced a

1

payess would :



 introduction of the CGT. A list of all real estate transactions oscurril

LN
N

CGTin JMWMwaprymewmrwmwgamsappiyingﬁommadmaf

govera -
reasonablé period prior to valuation date was mmpﬂed and a comgputer was then
used tadetmnme anappm:dmtev&!uefor almost any property in the

oy (Krever, 1984). Sucha task would have been more sttaightfomard in

‘ Austraha where, unlike Canada, values for all propmy sales are recordied for smmp ‘

duty purposea

For assets acqniredaﬁeﬂ?Sephembe: 1985 thﬁ‘%&-m effectremﬂts from the
- use of a realization basis. The may itude ¢f tha effcctive interest-free loantoa
~ taxpaysr varies directly with the lengh of the period of deferral. In the Draft White
~ Paper (1985) it was clearly recognized that it was necessary to place some ultimate

* limits on the extent of deferral ‘arcugh deemeu. Tealization upon death or d:sposal

~ of assets by gift. However, governmeng responded fo strong icbbying, particularly
~ from the farm and small business sectors, angd a decision was made not to treat the
death of an asset holder as giving rise to a deem«d realizadin voiags hisorher

assets are actually realized by the admmisaamz of th«. dt*ceased estate or dxsposed of
| ‘byabeneﬁaaryoftheestate.

The magnitude of the "locknm effect is illustrated in Appendix B.

X3

The existing CGT dlearly discriminates strongly against farmers heirs whe do

rot wish to continue farmiing, It shoﬂd be noted here that there is a provision i
the CGT legislation that permits rollover of capital gains into another business
which is judged to be simitar, This rollover provision ameliorates some of the
most severe resource distorting effects of the lock-in effects associated with a
realization basis. But, tiere is a significant element of asbitrariness in determining

+hat is and what is not a similcr business. Moreovez, in terms of efficient resource
ailocation it is not at all obvious 15" ceinvesting capital in a similar business is
Letter than reinvesting in a different business.

If valuation and liquidity problems mitigate against universal application of &
ditect accruals CGT a possikility first proposed by Helliwell (1969) is the application
of an indirect accrual tax administered on a realization basis. The indirect acerual
tax would be payable only at the time of deemed realization, but the amount of the
tax paid at that dme would include an interest charges adjustment to make the
presem value of the payment commensurate with that of an annual accrual tax

12
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mmugﬁsout the hul&ing \petmd of the Mseh Under this w;’tpproach there would be,\ m: :

aﬁmq.ge of tax de,fem\pet sein aﬁppfmg a realization basis. However, a

i "weakne}soﬁ the indirec
. Benge (Pms. comm.), hatyely, that it would pxovxdr: a stronger | mcenuve for

 accruals ta,shaabeenpmnw,( outtotheauﬁturbyMatt

Fo

investoi*s to s;tay "locked" \n" a:vd not xealize inwstmenw e SEEE
RiskmthG'l‘ :

It iu wnmwnly pmrmed that mveslmmt& that are expe ed to gmerate capita!

. gains t@‘g{ to have higher than avm‘agelwels of risk associated with them. To

,t&houldsubﬁdmesm:h

proceed | {rom this claim to o, proposal 4 fHat Governme

 investmeit ‘activities via lighter taxation of riskier assets is an argument which I '
_ ‘believe has little merit. At tiie same time; it is important that a CGT treat reahzed
L gamsandlossmassymmemcanyasp\ossxbte. V

Unda* thm existing CG‘I‘,, capital 1oss¢5 are not treated symmemcany thh gams '

' insofar as rvalized nominal ampital losses can be offset only against capital gains

realized in the current year o’ ‘carried forward and offset against gains in: subsequem: -

yeats. Asa conseq _;_m,ﬂwi:GTreducwﬁleexpectedtateofretumanansky
investment by more than the vate of tax. The reason i3 tht the effective subsidy rate
on capital losses under the CGT, should a bad 'state of nature' oceur, is less than the

 effective tax rate for a good 'state of namre . In other words, a higher effechve tax

rate applies to riskier investments.

Sume assets whmhgenemtebothmmwandexpectedcapxtalgainsmayhe

' ‘negauvely geared. Under the present unindexed income tax system, It nominal
interest payments on debt financed investment are fax deductible. In inflationary
' {imes non-indexation of interest payments provides a strong incentive toward debt-

financed investment for which there is an imphc;t subsidy. This force may
encourage sisk-taking.

~ CGTand Liquidity Problems

‘Fhe major argument put forward by farmers and small business against the
CGT was that it would cause ‘fragmentation’ of businesses as a result of having to
meet CGT payments at the time of asset transfer. The very favourable capital gains

12
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sovisions under the existing CGT largely seflectthe effecivenss of the
nent in the political arera. it

although we do not have hard data, it seems  unlikely that long-nin capital gains on

" most farmland would accrue at a rate much above the rate of inflation. With an

. indlation rate of 7 per cent, for instance, rural land values would have to double

© every ten years just to'maintain a constant real value. For rural land, with no

" competing uses outsicle agriculture, sustained real capital gairs on farmland would
~ require ex| Aﬁonsvbfconmmously risiag real commodity prices, or, sustained'
 technologics/ advance in Australian agsicuiture at a rate significantly above that of
 our overseas counterparts. Real capital gains as a result of these forces are matched

by increases in real farm incomes out'of which CGT payments could be made. “
 Fusthermore, the broadening of the income tax base is part of an overall tax package
to reduce rates of income tax below what they would otherwise be. CGT payments
would be offset, at least to some degree, by lower income tax payments, Finally, as
Lioyd (1985) has argued, given the fixed land base in agriculture the sale and

~ *fragmentation’ of some farms generally assists adjustment in agriculture and
 allows some farmers to expand their land base. N

- Solong as real capital gainsonfamdandarematched by increases in real farm ‘

income, payment of CGT on an accrual basis should not pose liquidity problems.
‘Nor should a CGT on a realization basis obstruct smooth transfer of farms from one
generation to the next providing that adequate provision is made for payment. ‘

" Unlike death duties which are based on total values, 2 CGT is based on change in

" real values, And while it is difficult to plan on a date known well in advance for
‘the former payments, planning can proceed on the basis of firm known date(s) for
~ the latter. o

~ From an efficiency viewpoint, the exemption of owner-occupied real estate
~ from a CGT combined with the non-taxation of imputed rent has undoubtedly led
" to over-investment in expensive housing and real estate. This discriminates.
against farmers who by virtue of their rural location generally own less expensive
 housing and against those who are unable or disinclined to invest in such assets.
One procedure would be to modify the CGT so that a taxpayer's principal residence
was subject to CGT with an exemption of, say, $5,000. That is to say, tax would be
 paid only on real capital gains exceeding $5,000 per year. The case for removing the

A



T},mllovetcapimgaimg‘,;ﬁ'  ' ' ; agriculture and otl
‘,,mtlewtmpqiiu&xgronnds sblomgasﬂ\eyrmdpal

cont mms #gm‘ﬁiéiﬁeofm ﬁamaf i ecoion

o e of g e 10y

7 ,paiddef’deferr‘éi‘ The import
asmmentmusedtheadvamages wr:hetaxpaymfmm jeferred pﬁymmt arekep*
to a practical minimum. So long as the CGT rerains on a re2 Lzati ‘
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APPENDIXA

mefoamofthasAppmdm:ﬁmhuwdepn £
/ thatan income tax will not distoit investment dacisions. The amlysxs draws fro:n
‘ ‘Chisl\olm (1976) and wmnlema\ts the appredanng asset case: i

| ~ The fonowmg two deﬁmtions of taxable mcome pxovide a logml pomt of
departure ~
1. Fundamental theorem of tax rate invariance: if, and only if, true loss of
economic value is permitted as a tax-deduciible expense will the present

discounted valve of a cash-receipt stream be independent of the rate of
tax. (Samueison 1964, p,604)

2. Furthermore, there appears to exist no administratively feasible way to
specify neutral write-off rules except to define taxable income as gross
income minus all cash ouﬂays including investment. This amounts to

permitting businesses to expense fully capital expenditure for tax purposes
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ty“chimwfbrboﬁuﬁw mmicdepmaﬁonm
 expénsing (instantaneous dapmhﬁm) vemilm of taxable income are
‘ ly cors butquiﬁe fferent. -underlie each. Itimhnmintm
"hmm&mmmmm:gmxd%mme‘mtmpmﬂm,,,;,.:
nsing of all investment outlays is 2 fectively a tax on pure profits. Fueproﬁts
bedeﬁmda&mmmsmmmﬁfmy)m&tmmofemmmm
depreaaﬁm plus the explicit, or implicit, interest cost of holding a capital goo
~ the other hand, an I ;“1‘:,;uxttutpmwﬂwwnw&memmnﬁc
‘depreciation taxes both the "t ormal" interest earned on invastments plus pure R
profits. It is clearly intended, primnrﬁyoneqmty grounds, imml comprehensive
inec j,embmahmddindudembexestmmeemedon{f uity capital. Given this

~ ) spe: ona momembasewmdmm;

| mmaxmualdiacrewnm*[mwd model. true economic deprwa.ﬂonxs df“;‘f‘i d
,wﬁwﬁiﬁamwmemmepmmtvdmofﬂwn%mpkmwatedbya :
wntafma&ﬁwhng!raﬁn&udmdafanmuﬂﬁfj, In any annual pesiod,
economic «,;,ifj,ﬁﬁmcmheshowntobeequalwﬂxeamu&lnetxempwlem
annualinmtmtﬁmvalueqﬁheapmlgood Denoting the present value of the
axpec\:edfumreef,, ings stream of the asset at the beg inning of the kth year as Vi,
- anmml net receipts asNu, and i as the market rateofmtemt, economic depreciziion
is therefore defined as , ,

@ Ve-Vie = Ve 0 -Ni
' L = Ni- th
And rearmngmg terms we obtain

(2) ' Nk = Vi = Vk.;.x + Wk

where Nk now can be mwrpreted as the implicit rental price (user cost) of capital,
‘pamely, the sum of economic depreciation plus the market rate of interest on the

- value of the capital asset. Foran investment that is wholly debt-financed, it follows
that mimrestct will be indifferent between an income tax which allows tax-
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~ return siphoned off a8 taxation is always precise

. depm @Mwmmmuy'eqm{_

' e am-» ' g, o
Mma!faxpaynmmofﬁVkmmademdi tax e

@ Y= 1~ ONg - (Vi VieD]
= i(1- t)Vu -

. s muswhmﬁuemmmmdepmdnﬁmispmﬁedasam-de&ucuble | .
‘expense, ﬂuepmsmtvalueoiuashreceiptweamwmbeindependentotmermof
uxeachimwmtiasub;ectmif,mdonlylﬁnpmmenet-of-tax discount rate equal

t0i(1 - 1) is used to evaluate all investments. Underafuﬂymy@tenmemcww A

hxmmwmeaﬁoimouﬁcdepmmmﬁwmumafﬁw ross-of-tax rate of
proparﬁmtoeadtinvestor‘ o
tax rate. Adopﬁonbymmmtorofﬂtdrmmf-taxmeuﬁ:emm:ﬁ -asthe:
‘ m&em&ramofdmuntmuleave themmchneof opnmal decision rules

*unaltemd

In the presence of inflation, to convert the taxbmfromnominal toreal
income it is necessary to allow an additional deduction i each period for the capital
E appmamn in the mcmey valize of the asset atiributable to inflation. In addition,
~ for debt-financed investments, nominal interest payments should be deflated so
- that only real inmﬂ payments are tax—deducﬁble, .

L Theﬂmepattemof economic depreciahonis a function of the time path of the
- flow of annual cash-receipts. For instance, a capital asset yielding a constant real

~ annuity over its life span and having zero scrap value, has economic dapreciation

: ning at a relatively low rate and rising expm\entially. For such assets,
:applicaﬁm of the straight-line depreciation formula would permit too rapid write-
off and bias investment toward long-lived assets. For mary assets, increasing
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mmtment &uﬁay that p
;o%yemndeﬁnedas.

ides a ﬂow of annunl netreceapls, Nu. ovem hme span

@ {;f Bu(m&mw} C

whmew ﬂxepﬁceof&hecapimlgood,
o= themaxkettateof‘lnterest.

, Asmmwthatmmwm tax mxmposed at a uniform rate, T, and thafnutiany
' ation. Tha after'wc net pmsent value, in the

© rf_a‘c‘*?,?,Ngcx FRE--C

Using equation (5) it sbould be mbed for future use that equation (6) may be
rewritten in the following form: -

@ v ml’(l»'n*-m ,

‘ | Expanding relation (6) to incorpoz'ate 2 posmve annual tax-deductible depreaanon
| anowme Dy, the a&whx net present value, P, is now defined by relation (8)

<a> | r*n;'zmus):k} @-D+TE P +19-C

It is helpful at this point o deﬁne a yarameter, K, where K defines the ratio of the
value of the cumulative discounted depmdatxon allowance to the price of the

ﬁmﬂlsood
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Lo mpaxameta'(hm provides ammumd&era&atwhkhdapmﬁaﬁmmm

written of€ for tax purposes.
eqmlsmoandequmm(msimplyuﬂhpmm quation (7). At the opposite
,exme ‘when K has a value equal to unity, the discountedpmsenwﬂueofﬂm

d@rmbmmxwmm&evﬂu&okammmm ate
- expensin ,”ﬂmtw,anxdepmﬁonpoucywhidy':,‘,mitsﬁmfunpﬁeeohm
| ,cayxtalgoodtabededucmdfmm taxable income at the tim c&iﬁswpustm |
xpensing thus represe its the most extreme form of acceleratec

Unda & general tax that permits immediate expensing of all capmml outlays, mly
pure profits will be taxed. This important point is more easily explained by notirg
ﬁmt th‘h immediate expensing equation (11) reduces to

a2 P=P1-T

Now for a marg investment, pure profits and the net present value, P, are zero.
Also, the net present value of tax payments associated with the investment will be

i - w@, since the value of the tax savings made at the time the investment outlay is

sals the present value of the sum of annual tax payments associated -
wﬂh the msh -receipt ﬁow, Nk. Hence, investments that were marginal before tax

will continue to be marginal after the imposition of a general tax that permits
immediate expensing,. However, for all investments that earn pure profits, and

- thus have a pomtive net present value, tax will be paid in proportion to the pure
p*cﬁts earned, and the after-tax net present value of these investments will equal
P(1-T). A general tax which permits immediate expensing of all investment
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= | outhysis thus petfectly muaimmmtaiou thattlmbefoze-uxnetpmex\t
vestmy ;_ﬂamxedueedinexactp- ypoction to the tax rate. '

mib _:,mswhomm

i the pmperty tmﬁlhn death (say, 30 June, 2017)
- endit; mmuomﬂmcapimgamunﬁl .
) ‘heexthztdie&o:seﬂsthepmperty ' |
* After farming for five years the ’ fideddesthatthxstmmewmmﬁ |

andmmt&lieeisewhm Howem,xfheseﬂaﬂ\efarmonljanuaxy , 2022, then the
mdmmfmpmdcmmmr»‘hmmwmmmm :
original value when the grandfather died o T january, 1987, (35 years earlier). If
mlcapitdgainshad steadily accumulated &t s&y,me'omtpetanm.lm,andme
. fammwmmmmnmlw,mrealvﬂminzozzwuuldbeﬁ000,000 If the
grax },.,,»waetosenﬂmefarmmdu&ememalmdcapmlfom,, tbuainesa
acﬁvxty,betta suited to his interests and business ta!ents,hewouidbe liable for a
rmTwymt of $245,000, equivalent to nearly 25 per cent of the value of the
property, assummgthathiamarginalmxwasmomtsforeachdouarofmpxtalgmn.
‘ lnpmcude,theraheefmtobeappliedtaﬂwcapmlgmis_' nined by including
20permteftlw:apmlgamin&tetaxpaymsmblemmmfwtheyeamf
disposal of the property and calculating the marginal tax rate applicable to that
amount. The assessed 'marginal rate' is then applied to the total capital gain to
calculate the CGT. This measure is designed to ameliorate the 'bunching' problem
matnww:thaprogrwyemmmetaxmdacmonareaﬁzaﬁmbasw Fora
rehensive discussion of averaging procedures see Jeffery (1981).
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