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. INTRODUCTION

The potential inequities of a tax on nominal capital gains during periods of
inflation were well appreciated in the 1950's by the Royal Commission on the
Taxation of Profits and Income, which recommended against its introduction
HMSO (1955)). When the tax was subsequently introduced in 1965, following a
change of government, those potential inequities were a major reason for the
decision that capital gains should be taxed at a lower rate than "ordinary
income”. But few foresaw in 1965 the rates of inflation which would prevail
iz the 1970's and 1980's. As that history unfolded, criticism of the UK
czpital gains tax (CGT) mounted and a number of alternative ways of dealing
with the inequities - including full indexation of the tax base - were
considered within government (Inland Revenue (1977)). At the time the UK
izflation rate was falling from the peak reached in the mid-1970's. But when
<% rose again sharply in the early 1980's the nettle was finally grasped: a
or step towards full indexation of the tax base was taken in the 1982
Finance Act, and the 1985 Finance Bill - when it becomes law - will largely

complete the process.

% price has to be paid for this reform, by both taxpayers and government. The
@@d@itional administrétiverand compliance costs of an indexed tax structure
® 2=en widely recognised. Those costs may have been higher under the
~zi=d indexation regime of FA 1982 than they will be, at least in the

Tum, under the proposed 1985 structure - as was argued by Kay and Mayer

= & But it is clear that an indexed regime will be more complex and

-7 %o =dminister than an unindexed one.




£nd it is also clear that it will yield the government a good deal less
revenue. But the full extent of the reduction has not been widely
zppreciated. It is the object of this paper to provide measures of that
revenue loss, using for the purpose a model of CGT revenues which we have

described in detail in an earlier paper (King and Stark (1985)).

That model is of course far from perfect as a representation of the real
world. Its major weaknesses were noted in our earlier paper, and a
substantial margin of error surrounds many of the implications that we draw
from it in what follows. We believe, nevertheless, that those implications
2re broadly correct, and that the story which our model has to tell about the
revenue effects of the 1982 and 1985 CGT reforms represents a significant
increase in the stock of knowledge which should form the basis for discussion
of such legislative changes.

¥e are concerned in this paper only with the government's revenue from CGT,

1)

id by individuals and trusts in the personal sector. A change to the CGT

el

legislation also has implications for the corporation tax (CT) liabilities of
companies. According to official estimates these CT effects may add between
20% and 50% to the revenue cost or yield of a CGT change. At present,
Zowever, we do not have sufficient information about companies' capital gains

%0 allow us to model those CT effects with any confidence.

The paper is in five main parts. Section 2 addresses the question: how would
C&T revenues have differed, in the historical period since its introduction,
if the tax systems had been those of FA 1982 and FB 1985, rather than the
¥=rious systems actually in place? Section 3 looks at the limited information

provided by the government to Parliament (in the Financial Statement and



udget Report) about the revenue impact of the 1982 and 1985 changes.

ion 4 then uses our model to generate comparable estimates, on the basis
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f a particular set of assumptions about the main variables that are
relevant. Section 5 examines the sensitivity of those estimates to our
zssumption about future rates of inflation, and Section 6 examines their

sensitivity to our other main assumptions.
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2. CGT REVENUE SIMULATIONS FOR THE HISTORICAL PERIOD

4s is commonly the case, a large number of minor changes to CGT were made in
F& 1982 and proposed in FB 1985. In this paper, however, we are concerned

only with the revenue implications of the major indexation provisions.

The 1982 reform may be divided into two parts. First, the threshold below
which a taxpayer's realised gains in any year were exempt was raised from
£3000 to £5000, and provision was made for that threshold to be raised in
subsequent years in line with increases in the retail prices index (RPI).
Secondly, a new allowance - the "indexation allowance" - was created as a
deduction from a taxpayer's chargeable gain. This allowance was equal to the
product of the acquisition cost of the asset and the proportional increase in
the RPI since the later of the date of acquisition of the asset and March

18982, subject to two restrictions:

(1) that for assets acquired after March 1982, the increase in the RPI

during the first year was disregarded (the "one-year rule"); and

{ii) that the allowance could not increase an allowable loss for tax
purposes, or convert into an allowable loss what would otherwise
have been a chargeable gain.

Iz 1985 three major changes to the indexation allowance are proposed. First,
the "one-year rule” of 1982 will be removed. Secondly, for assets acquired
2efore March 1982, taxpayers will have the option to calculate the allowance
o= the basis of its market value at that date rather than its acquisition

cost. And thirdly, from 1985 onwards the allowance will be permitted to



create or augment the losses which a taxpayer may carry forward to set

against his gains in subsequent years.

If anything can reasonably be said to be certain about the future, it is that
it will be different from the past. Nevertheless a useful way to begin
examining the implications of such tax changes is to ask what revenues the
different systems would have generated in the past, given the tax base that
was actually observed. We have therefore used our model to investigate how
CGT revenues (measured at a constant consumer price level, of fiscal year
1984) would have behaved up to the present if the tax structures had been
those of FA 1982 and FB 1985, rather than the various systems actually in
force since 1965. The answers are provided in detail in the Annex, Tables A.1
znd A.2. Figure 1 compares the two revenue simulations with the model's
zccount of what "actually" happened during the period; and Table 1 provides

some summary statistics.

Tzble 1 shows that the 1982 tax structure would have yielded, according to
our model, only 40% of the revenues actually received by the govermment since
1965, and the proposed 1985 structure would have yielded only 36%. These
proportions vary over time. As shown in Figure 1, there is a marked contrast
between the earlier years (when inflation was relatively low and real asset
prices were buoyant) and the later years of the historical period. If the two
t2x structures had been in place since 1965, real CGT revenues during the
last four years would have reached only 17% of their actual levels (with the

1982 structure), and only 10% (with the structure proposed in 1985).

It seems clear, then, that the revenue implications of the 1982 and 1985

r=forms are likely to be very large indeed. But precisely how large they will



FIGURE 1. HISTORICAL SIMULATIONS OF CGT REVENUE

SYSTEMS : Actual -

1982 - -—-—
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CGT REVENUES IN THE HISTORICAL PERIOD

at FY 1984 prices.

ANNUAL AVERAGES

1966 - 1984 : (INDEX) 1981 - 1984 : (INDEX)
ACTUAL 671 - 696 -
WODEL (ACTUAL STRUCTURES) 668 (100) 699 (100)
MODEL (FA 1982 STRUCTURE) 268 (40) 122 (17)
WODEL (FB 1985 STRUCTURE) 243 (36) 73 (10)

-

these figures differ from those underlying the similar Table 1 of King (1985),
based upon a later and somewhat improved version of the model.)







