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Are “capital gains” different from “income” ? 
Australia’s first income tax laws imposed taxes on “income” without a precise definition of the term.  Courts needing to interpret it had two sets of precedents from English-speaking jurisdictions that had previously adopted income taxes.  One adopted a broad view of income, equivalent to profits or increases in economic wealth.  The second was a much narrower view based on UK trust law, which divided all gains derived by an estate into “income gains” to go to people who had been designated as entitled to “income” from the estate  or “for life” only, and “capital gains” to go to beneficiaries which were not limited in these ways. 

Australian judges decided our income tax acts would only apply to the first type of gains.  As a result, a broad range of investment gains and some types of gains from employment, retirement and business were excluded from the income tax base. 
The resulting system was both inefficient and inequitable. Inefficiencies arose because exclusion of many types of gains from the tax base distorted business and investment decisions.  Inequities arose because higher-income persons were able to rearrange transactions, including employment and retirement contracts, so the gains would be treated as non-taxable capital gains while most lower-income persons could not do so.
Bringing them together and taking them apart

The legislature moved slowly on reform, with particular types of capital gains added to the income tax base in separate measures from 1915 until 1985. Finally, in 1985 the remaining types of capital gains outside the narrow judicial concept of income were added to the base.  
In 1998 however, the Australian Government adopted a unique tax change process by appointing a tax review committee headed by three business sector representatives to recommend business-friendly changes.  In the following year the Government adopted a recommendation by the committee to disregard 50% of most types of capital gain when calculating a person’s taxable income.
No clear purpose for the change was provided by the committee or the Government but supporters have offered three rationales. First, they point out that capital gains treated as income contain an inflation component that does not reflect real gains to the taxpayer.  This argument is correct but applies equally to many other types of income, particularly from interest or employment income, which are taxed by a progressive rate scale that is not adjusted for inflation.  It is not a persuasive reason for excluding 50% of this particular type of gain from taxation.  

A second rationale is the “lock in” argument which arises from taxpayers being able to avoid tax on gains from investment assets so long as they defer selling the assets.  It is sometimes suggested that taxpayers may seek to avoid the tax by holding onto sub-optimal investments, leading to an inefficient allocation of investment capital.  However, empirical evidence indicates that investors’ desire for higher returns overcomes any lock-in problem.  

Finally, it is sometimes suggested that a lower rate on capital gains encourages riskier investment, leading to innovation and economic growth.  This theory was fully discredited more than 60 years ago when the tax treatment of losses was shown to be the most important factor affecting propensity to undertake riskier investment. A lower tax rate on capital gains means less relief for taxpayers suffering losses.  If anything, the concession may impose economic costs on the Australian community by diverting investment funds from productive enterprises generating fully-taxed business income into more speculative investments generating half-taxed capital gains.

Support for the current system may be linked to its value to higher-income persons seeking to reduce their tax burden.  While taxpayers across all income brackets may obtain capital gains, most capital gains are obtained by higher-income taxpayers and the percentage of income that comes in the form of capital gains rises as total income rises. 
Capital gains amount to only 7% of all income for all individuals.  However, while only 2.7% of all taxpayers have taxable incomes exceeding $150,000, this very small group of 2.7% of all taxpayers receives 51.5% of all capital gains.  It can be seen that any concessions, such as a 50% exemption of capital gains, mainly benefits the highest-income persons.  Full taxation of most income of middle-income persons but only half taxation of the gains of the highest-income individuals has significant equity and distributional consequences.

Where to now ?

While the economic and equity arguments in favour of reform of the concession may be persuasive, the case for reform has yet to attract support from the middle-income persons who bear a higher tax burden to offset the concession mainly enjoyed by the highest-income persons.  The original basis for a special treatment for capital gains was almost accidental in nature, but after close to a century of concessional treatment for capital gains, there may be a perception among many in the community (including those who rarely obtain capital gains) that this type of income is somehow different from other types of income and should be subject to concessional treatment.

This perception makes direct reform of the concession challenging.  A better strategy might be to combine reform of the concession with broader changes to the treatment of investment income.  Possibilities include a “dual” income tax system which taxes investment income (including capital gains) separately from other income and provides a uniform, possibly concessional, treatment for all investment income including capital gains.  Alternatively, current capital gains concessions including the 50% exemption, full exemption for principal residences, and other exemptions and concessions including those for small businesses could be replaced with a single overall life-time exemption up to a cumulative limit which would reduce the distortions and inequity caused by the current system. 
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