Pigeons: how to tax capital
gains (1/2)

By Guillaume Allegre and Xavier Timbeau

After having proposed in the 2013 Budget Bill to tax gains
from the sale of securities at the progressive scale used by
France’s income tax, and no longer at a proportional rate of
19%, the government has now promised to correct its work under
the pressure of a group of entrepreneurs who rallied on the
social networks under the hashtag #geonpi (“pigeons”, using
French verlan slang, which inverts syllables). An amendment to
the Bill was passed to this effect. Here we discuss the
equitable taxation of capital gains on securities. In a second
post, we will discuss the specificity of entrepreneurship.

The Budget Bill reflects Francois Hollande’s commitment to
enact a major tax reform to make the contribution of each
fairer: “capital income will be taxed just like work income”
(Commitment 14 of the 60 commitments for France). When the
capital results from the saving of employment income that was
paid at a “normal” rate, taxing it poses the problem of double
taxation and may seem questionable. Note, however, that in a
financialized economy income from capital is not simply the
result of saving, but also the direct result of an activity
(see issue 122 of the special revue de l’OFCE issue on tax
reform, and in particular Allegre, Plane and Timbeau on
“Réformer 1la fiscalité du patrimoine? “Reforming
wealth taxation”). In this sense, capital income derives from
households’ ability to pay, just as does labour income. The
progressive tax on income must apply to all income, whether it
comes from capital or 1labour, in order to respect the
principle of horizontal equity, i.e. “on equal income, equal
tax”.

With respect to gains on disposal, only the change in the real
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value of the capital can be considered as income: if the value
of a good has increased at the same rate as inflation, the
nominal gain, even if positive, does not cover the implicit
cost of ownership. The Bill provided that gains on disposals
are entitled to an allowance based on the length of holding,
which was copied from that applicable to real estate gains.
The amendment reduces the durations of holding relative to the
original text:

— the capital gains taxable at the income tax rate are reduced
by an allowance equal to:

a) 20% of their value when the shares, units, rights or
securities have been held for at least two years and less than
four years at the date of sale;

b) 30% of their value when the stocks, units, rights or
securities have been held for at least four years and less
than six years at the date of sale;

c) 40% of their value when the stocks, units, rights or
securities have been held for at least six years.

This type of allowance on the nominal capital gain is a poor
instrument for taking account of inflation: if the variation
of the real value of the capital is zero, then the tax should
be zero (there is no real income), whereas an allowance will
only reduce it; and on the contrary, if the change in the real
value of the capital is much higher than inflation, then the
allowance will be too favourable; the allowance is a fixed
amount based on increments, while price rises are a continuous
phenomenon. At least the allowance does not reach 100%, which
is still the case for most real estate capital gains, which
are totally exempt from gains on property that has been held
30 years. A good system would not apply an allowance to the
nominal gain, but would actualize the purchase price using an
index that reflects prices, which would make it possible to
determine changes in the real value of the asset.



Examples: a good is purchased in January 2000 for 100. It is
re-sold for 200 in January 2011. The nominal gain is 100. The
allowance of 40% applies, and hence, in the system proposed by
the government, the taxation would be on 60, and incorporated
in the income tax. The variation in the real value of the
capital is 79, which is the most reasonable basis for the
taxation (we are not interested here in the rate of taxation,
but the taxable base).

If, however, in January 2011 the property were re-sold for
120, the amount used by the allowance system would be 8,
whereas the variation in the real value of the capital would
be -1.

The following table shows the tax base according to the
allowance system and the change in the real value of the
capital (in parentheses) based on the re-sale value and on the
date of acquisition for a good acquired for a value of 100 and
re-sold in 2012.

Year of purchase 1990 2005 2000
Re-sale value
110 6 (- 36) 6 (-2 6 {-14) 6 (-2} B (6 10 (10
150 10 {4) 3018 30 (265) 30 (38) 40 [485) 50 {50)
200 60 [ 54) A0 { 65) &0 {76 60 (88) B0 [95) 100 (100)
250 o0 (104) 90 (118} a0 {126) G0 (138) 1 20 {146) 150 (150)

Note on interpretation: For a good purchased at 100 in 1990
and resold at 110 in 2012, the tax base after deduction of 40%
i1s 6 while the change in the real value of the capital is -36,
given inflation. While the economic income 1is negative (there
is a loss of purchasing power), with the allowance system the
tax base increases. For a good purchased at 100 in 2005 and
resold at 250 in 2012, the tax base after deduction is 90,
while the change in the real value of the capital is 138: the
allowance system is very favourable when the gain is large.

The tax base should be the capital gain after taking into
account the inflation tax (variation in the real value of the
capital). But this tax base should not be directly subject to
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a progressive tax scale. Gains on disposals are in fact
deferred and should be subject to a charge equivalent to that
on a regular income throughout the ownership period. Smoothing
with a quotient that varies with the holding period deals with
this point. This kind of system divides the income by the
number of years held [1], applying the progressive scale to
this “regular income equivalent”, while adding the household’s
other income for the current year, then multiplying the
increase in the tax related to the exceptional income by the
number of years held [2]. An alternative is to tax the capital
gains upon disposal at a constant rate equal to the principal
marginal rate (30%, to which should be added the CSG wealth
tax).

The following points need to be added to the comments above:

» General clearing systems between gains and losses over a
long period (currentlyl@ years) make it possible to take
into account risks and potential losses, at least for
diversified investors;

= As income from employment can easily be converted into
capital income (through various financial instruments
and portage arrangements), aligning the two taxes could
limit the temptations of tax optimization, which opens
the door to tax avoidance;

= In this respect, an Exit Tax, based on the unrealized
capital gains, could be used to minimize the interest of
becoming a tax exile, which increases with accumulated
gains and tax potential.

Donations, especially when they are made outside inheritance,
should not be used to erase capital gains, as is currently the
case. This provision, which was initially intended to avoid
double taxation, can now be used to completely escape
taxation.



[1] Based on the equivalence of tax treatment for a regular
income and an exceptional income, it appears that the division
1s made using a coefficient that depends on the interest rate.
In practice, for low interest rates, this coefficient is equal
to the number of years of ownership.

[2] This calculation is equivalent to regular taxation over
time if the household’s current earnings are representative of
its income (assuming regular income) for the duration of
ownership and if the tax schedule is relatively stable.

Taxes on wealth: what kind of
reform?

By Guillaume Allegre, Mathieu Plane and Xavier Timbeau

Why and how should wealth be taxed? Are France’s wealth taxes
fair and efficient? In an article entitled, “Reforming the
taxation of wealth?”, published in the special Tax Reform
issue of the Revue de U’OFCE [in French], we examine these
issues and propose some possible ways to reform the taxation
of wealth.

We show that in recent years real economic income from capital
has been very substantial. The visible income from capital
(interest, dividend, rents received, etc.) exists alongside
less visible income (capital gains net of the consumption of
fixed capital and inflationary tax). As only a portion of
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potential capital gains are realized, this less visible income
forms a significant part of average personal income. Between
1998 and 2010, despite two financial crises, capital gains
increased real per capita income by an annual average of 12%
(33% on average from 2004 to 2007). This growth was due in
large part to the sharp rise in property prices.

We also show that the actual tax rate on income from wealth is
low, even though the nominal interest rates on capital income
are high, and the tax rate on income that is actually taxed 1is
even higher due to not taking into account inflationary tax in
the calculation of taxes [1l]. After taking into account all
taxation based on household wealth, including wealth which 1is
held (“ISF” wealth tax, property tax) or which is passed on
(property transaction taxes i.e. “stamp duty”) and income from
wealth (income tax, “CSG” wealth tax, etc.), the actual rate
of taxation on economic income from capital [2] comes to an
average of 11.1%. This low rate for the actual taxation of
capital income is due to the fact that a large portion of this
income fully or partially escapes taxation: real property
gains on principal residences are totally exempt, and
secondary residences are partly exempt; the housing enjoyed by
owner-occupiers (“imputed rent”) is not taxable, even though,
net of interest, it constitutes income; gifts serve to “purge”
any capital gains, even when these are not taxed (there is a
tax allowance of 159,000 euros per child for gifts to direct
heirs, which is renewable every ten years); and some financial
income avoids income tax (life insurance, tax-exempt bank
accounts, etc.).

Next we discuss possibilities for reform that would lead to
taxing all income from wealth. We believe that income from
wealth (net increased income from wealth) should be taxed in
the same way as labour income. This principle is fair (in the
sense that households are then taxed on their contributory
capacity, regardless of the source of their income), and it
would also help to combat tax avoidance. In an increasingly
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financialized economy, the interface between labour income and
capital income has become porous. Taxing capital income
differently opens the door to tax schemes. Any reform of
wealth taxation should make it a priority to tax all real
capital gains, in particular real property gains, which
currently are subject to specific rules. In addition, since
property is a fixed asset, the existing rules cannot be
justified as due to tax competition in Europe. They are
occasionally defended based on the need to take account of
inflation or due to the unique character of the principal
residence. But taking inflation into account cannot justify
the total exemption of real property gains on secondary
residences after they have been held for a certain time
(currently 30 years, previously 22 years): not only does the
exemption on capital gains seem unfair, but it can also prompt
some households to keep their property, in particular during
speculative bubbles. Furthermore, the specific character of
property cannot be invoked once there has been a definitive
withdrawal from the market. The taxation of realized capital
gains, net of inflation, of the consumption of fixed capital
and of renovation costs, would thus be preferable to a system
of allowances based on the period of ownership. This could
take place when the sale is not followed by another purchase —
so as not to penalize mobility — and during inheritance
(taxation of unrealized gains, before calculating inheritance
tax). The taxation of real property gains upon a definitive
withdrawal from the market could gradually replace the system
of property transaction taxes or “stamp duty”, which would
promote mobility and greater horizontal fairness.

In light of these arguments, what do we make of the proposals
by the new French President Francois Hollande with regard to
the taxation of wealth? He proposes (1) to tax capital income
at the same rate as labour income is taxed; (2) to roll back
the tax breaks on the ISF wealth tax and to raise the rate of
taxation on the top income brackets; and (3) to reduce the
inheritance tax allowance from 159,000 euros per child to



100,000 euros (it was raised from 50,000 euros to 150,000
euros in 2007).

(1) The first point would also involve eliminating the flat-
rate withholding tax and the various tax loopholes that permit
tax avoidance. It is similar to our proposals, so long as the
income subject to tax takes into account inflationary tax and
the consumption of fixed capital. This kind of proposal would
involve taxing imputed rent, which constitutes an imputed
income from capital. Nevertheless, given the difficulty of
estimating the tax base, imputed rent has not been taxed since
1965 (see the article by Briant and Jacquot). One solution to
this difficulty is to permit renters and first-time buyers to
deduct their rent or loan interest payments from their taxable
income, while increasing the average income tax rate to offset
this.

(2) The second point departs from our proposals, but the ISF
tax offers one solution for taxing large estates bit by bit,
even when they do not procure any taxable income (when there
are unrealized capital gains but an absence of dividends or
earned rent, for example). In a situation like this, the ISF
tax makes sense only if it is not capped based on the taxable
income (or a similar notion). The ISF tax on wealth makes even
more sense when the actual yields, including the unrealized
gains on the assets, are not very heterogeneous (but it is
then equivalent to a tax on the income from the assets) or
when the supervision of the asset owners can improve their
yields (taxation based on holding the wealth, and not on
income, then serves as an additional incentive “to owners to
‘activate’ their estate,” in the words of Maurice Allais). In
contrast, if the asset yields are heterogeneous and strong
incentives to optimize the wealth already exist, then a tax on
the income from the wealth is preferable from the viewpoint of
fairness and not undermining economic efficiency.

(3) Higher 1inheritance taxes seem legitimate from the
perspective of equal opportunity. We feel, however, that this
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should go further, at least by eliminating the purge of
capital gains, in particular when the goods have been exempted
from inheritance tax.

* This text 1is taken from the article Reforming the taxation
of wealth? published in the special Tax Reform issue of the
Revue de 1’0OFCE, available on the OFCE website.

[1] As Henri Sterdyniak points out: “It is thus erroneous to
claim that capital income is taxed at a lower rate. When it is
actually taxed, this is at higher rates.”

[2] Defined as the ratio between the sum of taxes based on
wealth and the net increased income from the wealth after
having subtracted the consumption of fixed capital and
inflationary tax.
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