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Executive Summary

The United Nations Committee of Experts on International Cooperation in Tax Matters’
Subcommittee on Wealth and Solidarity Taxes intends to provide practical guidance on the
policy options available to tax jurisdictions when considering how to adequately tax wealth,
with a focus on net wealth taxes. This guidance aims to reflect the realities and needs of
developing countries in various situations and at their relevant stages of capacity
development.

Taxing wealth is a vital tool to increase government revenues and reduce inequality. A belief
that the wealthy should contribute more to fund the provision of public goods and services
has gained momentum in the aftermath of the COVID-19 pandemic. However, taxing wealth
can be complex and adequate laws are difficult to design and implement. Governments
should consider carefully how to tax wealth in a way that fits into their current tax system
and makes the most efficient use of limited administrative resources and political capital.
This guidance discusses some of the common reasons why tax jurisdictions might want to tax
wealth while acknowledging the (unintended) consequences that this may have. It also
provides an overview of the different wealth taxes ranging from capital income taxes to
taxes on the transfer and stock of wealth. While the paper describes the many different
ways in which wealth can be taxed, there is a focus on tools and guidance to implement a
net wealth tax for individuals, either as a one-off solidarity tax or as a recurring tax.

Both policy design and administration aspects are examined with the goal to cater to the
different needs and priorities of tax jurisdictions. As a practical guide it contains many real-
world examples and practical tools, including a methodology for conducting revenue
estimates of a potential net wealth tax, an outline of key legislative elements required to
introduce a net wealth tax on individuals, and country examples.

This Executive Summary is meant to provide an overview of the topics covered in each
Chapter of the guidance.

Chapter 1: Introduction and the Rationale Behind Wealth Taxes introduces the topic of
wealth taxation. It outlines key concepts (such as the definition of wealth, and the different
methods of taxing wealth) as well as considering the rationale for taxing wealth, and the
advantages and disadvantages of this form of taxation.

Chapter 2: Different Types of Tax Related to Wealth provides a holistic overview of the
different types of wealth taxes. The aim is to provide a tool to assist policymakers in
identifying the correct mix of wealth taxes for their jurisdiction, in light of their individual tax
system and political economy. Chapter 2 introduces policy options for wealth taxation
further developed throughout the guidance.

The intention of Chapter 3: Key Policy Decisions for Introducing or Updating a Wealth Tax is
to inform policymakers about the necessary elements to make informed decisions when
considering whether to introduce a wealth tax, or how to amend an existing wealth tax
regime. It examines relevant policy design choices for each of the three main categories of
wealth taxes, including: scope and tax base; rates, thresholds and exemptions; and cross
boarder issues. It also considers the interaction of different types of wealth taxes, both with
each other, and with other tax regimes.



Chapter 4: Practical Guidance for the Implementation of Net Wealth Taxes for Individuals
provides detailed, specific guidance on the implementation of one type of wealth tax — a
periodic net wealth tax imposed on individuals. It explores some of the main issues raised in
designing a net wealth tax for individuals such as: tax base (including examining the type of
assets to include); tax rates and thresholds; and the timeframe for payment.

Chapter 5: Practical Guidance for the Implementation of Exceptional Solidarity Wealth
Taxes on Individuals focuses on a one-off solidarity net wealth tax on individuals. It
discusses the advantages and disadvantages of imposing an exceptional net wealth tax on
individuals, and how to identify in what circumstances and for how long a solidarity tax
should apply.

Chapter 6: Key Considerations for the Effective Administration of Wealth Taxes focus on
the importance of administration in the design and implementation of a wealth tax. A wealth
tax can only achieve its full potential through efficient and effective administration. This
Chapter considers some of the key issues which arise in the context of administering taxes
on wealth, in particular: valuation; access to information; compliance management, and
methods to address tax evasion.

Chapter 7: Interaction between Taxes related to Wealth and Other Taxes deals with
interaction of wealth taxes; both the interaction among the different types of taxes related
to wealth; and the interaction of those wealth taxes with the wider tax system of a tax
jurisdiction.

The Appendixes are designed to provide useful tools to assist tax jurisdictions in the
implementation and the administration of wealth taxes. Appendix A sets out a methodology
for carrying out a revenue estimate prior to enacting a net wealth tax. Appendix B compiles
the necessary legislative elements of a net wealth tax drawing on existing legislation.
Appendix C provides an insight into Norway’s and Colombia’s experience of implementing
and administering a net wealth tax.
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1 INTRODUCTION AND THE RATIONALE BEHIND WEALTH TAXES
1.1 INTRODUCTION TO THE CHAPTER

The aim of this Chapter is to introduce the topic of wealth taxation. Firstly, by examining the
definition of wealth, including its elements. Secondly, by analyzing the ownership and
distribution of wealth to underline the need for redistributive tax policies, including wealth
taxes. The Chapter then discusses the different methods of taxing wealth, arguing that tax
jurisdictions must find the right policy mix based on their specific socio-economic
background and history, and keeping in mind their specific policy goals and financing needs.
Finally, the Chapter discusses the rationale for taxing wealth, and then examines the
advantages and disadvantages of this form of taxation.

1.2 DEFINITION OF WEALTH / ELEMENTS OF WEALTH

Wealth is defined as the total market value of financial and non-financial assets that are held
by individuals, households, and organizations minus the total value of related liabilities (such
as business loans and other debt and liabilities).*

Financial assets are contractual monetary dues such as cash, bank deposits, stocks, bonds
and equities, while non-financial assets refer to immovable property, vehicles, precious
goods, machinery and intangibles.?

The main drivers of wealth are capital accumulation and price effects. Capital accumulation
refers to the progressive increase in the total value of assets held by individuals or entities
through the acquisition of new assets or the generation of income and savings. Price effects
refer to changes in the value of assets and liabilities that impact the total stock of wealth.
These changes can be the result of factors such as inflation, interest rate fluctuations,
market changes, innovations, and the evolution of consumer demand that, in turn, influence
the value of financial and non-financial assets.

Wealth is distinct from income. While wealth is the net worth of an individual or entity (i.e.,
the excess stock of assets over the related liabilities at a specific point in time) income
represents the flow of earnings over a certain period. An example of when this distinction is
critical is when some individuals may have a high income without necessarily holding
commensurate wealth and vice versa. When taxpayers have this type of wealth/income
disparity, it can have significant implications for the design of economic policies, including
tax policies.

1.3 WHO OWNS WEALTH AND HOW IS IT DISTRIBUTED?

Wealth is owned by individuals, households, organizations and governments. The
distribution of wealth varies between and within countries, creating inequality. Despite
progress in some regions, wealth is increasingly concentrated at the top, with the bottom

1Saez, E. & Zucman, G. (2019). Progressive Wealth Taxation. Brookings Papers on Economic Activity. Available
from https://www.brookings.edu/wp-content/uploads/2020/10/Saez-Zuchman-final-draft.pdf

2 Alvaredo, F., Chancel, L., Piketty, T., Saez, E. & Zucman, G. (2022). The World Inequality Report 2022. Available
from https://wir2022.wid.world/
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50% of the world owning just 2% of total global wealth, while the top 10% owns 76%.3
Additionally, wealth inequality has increased in most countries over the past three decades,
creating a growing divide between the rich, the middle class, and the poor.* In fact, the
COVID-19 pandemic has led to a sharp rise in extreme poverty, widening gender gaps in
labor market participation, leading to a rise in wealth inequality within countries. In addition,
the pandemic has led to the largest rise in between-country inequality in three decades® and
an increase in global inequality for the first time since 1990.° As a longer-term consequence
of the pandemic, it is expected that higher levels of inequality will persist as a full recovery of
GDP per capita remains elusive.” Furthermore, the war in Ukraine and related disruptions of
the world’s energy and food markets are aggravating the inequality crisis around the world.®
It is estimated that about 910 million people live in countries where it is expected that
income inequality will increase by more than 20% due to these inflationary shocks; with
developing countries accounting for approximately 70% of this number.®

These disparities and projections highlight the pressing need to address wealth inequality as
underscored by the UN Secretary-General’s clarion call for a renewed social contract that
leaves no one behind.!® The focus of this paper is on addressing inequality within tax
jurisdictions and the role that the taxation of wealth, especially a net wealth tax, can play to
address this problem.

1.4 TAXING WEALTH

There are many ways to tax wealth, including capital income taxes, taxes on the transfer of
wealth, and taxes on the stock of wealth.

1.4.1 Capital income taxes
Capital income taxes can be levied on interest income, dividends, capital gains, certain types

of royalties, and income from immovable and movable property. These are described in
detail in section 2.2 (Capital income taxes).

1.4.2 Taxes on the transfer of wealth

Taxes on the transfer of wealth are generally assessed on the net value of the transferred
taxable assets. They apply to assets transferred from one person to another, either during

3 |bid.

4 United Nations (2021). Inequality — Bridging the Divide. Available from Inequality — Bridging the Divide |
United Nations.

5 United Nations (2023). The Sustainable Development Goals Report 2023: Special edition Towards a Rescue
Plan for People and Planet. Available from Sustainable Development Goals Report 2023 (un.org)

6 World Bank Group (2022). Poverty and Shared Prosperity 2022: Correcting Course. Available from Poverty and
Shared Prosperity 2022 (worldbank.org)

7 UNDESA (2022). World Economic Situation and Prospect 2022. Available from World Economic Situation and
Prospects 2022 | Department of Economic and Social Affairs (un.org)

8 World Bank Group (2022). Pandemic, prices and poverty. Available from Pandemic, prices and poverty
(worldbank.org)

9 UN DESA (2022). Policy Brief No. 137: Ensuring SDG progress amid recurrent crises. Available from UN DESA
Policy Brief No. 137: Ensuring SDG progress amid recurrent crises | Department of Economic and Social Affairs
10 United Nations (2021). Our Common Agenda - Report of the Secretary-General. Available from Secretary-
General’s report on “Our Common Agenda” (un.org)
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the life of the transferor (gift taxes) or on the death of the transferor (inheritances taxes or
estate taxes).!! A detailed description of taxes on the transfer of wealth is provided in
section 2.3 (Taxes on the transfer of wealth).

1.4.3 Taxes on the stock of wealth

Taxes can also be levied on the stock of wealth. These include recurrent taxes on immovable
and movable property, as well as net wealth taxes. Net wealth taxes are typically assessed
on the net value of a taxpayer's taxable assets, i.e., the value of assets minus any related
liability, either sporadically or on an annual or other periodic basis. These taxes are
described in detail in section 2.4 (Taxes on the stock of wealth).

According to the International Monetary Fund (IMF), tax jurisdictions should enact policy
mixes that take into account the different ways of taxing wealth and consider how any
wealth taxes potentially interact with each other and the tax system as a whole.}? The
“right” mix will depend on a tax jurisdiction’s history, socio-economic situation, fiscal system,
and its institutions (see Appendix C on country experiences and section 6.10 on the
interaction between taxes).

This paper aims to discuss the broad scope of taxing wealth, providing tax jurisdictions with
an overview of the different kinds of wealth taxes. However, a special focus is placed on net
wealth taxes, which are discussed in Chapter 4 (Practical guidance for the implementation of
net wealth taxes for individuals) and Chapter 5 (Practical guidance for the implementation of
exceptional solidarity net wealth taxes on individuals).

1.5 RATIONALE FOR TAXING WEALTH

There is widespread agreement that taxing wealth alongside income is desirable.’®* This
section analyses the rationale for implementing wealth taxation, with a focus on addressing
inequality, raising domestic revenues, correcting market failures, and precluding state
capture.

1.5.1 Reduction of inequality and promotion of social justice

Taxing wealth can help reduce inequality and promote social justice within a country. Taxing
wealth helps to reduce the concentration of wealth at the top of a tax jurisdictions’ wealth
pyramid. Progressive taxes on wealth ensure that individuals pay taxes in proportion to their
wealth, meaning that taxpayers who hold more wealth are subject to higher marginal tax
rates. This helps to reduce inequality while providing revenue to finance public goods and
services that benefit the wider society and spur economic growth. Taxing wealth reflects the
fact that that wealthier individuals benefit more from a country's institutions, resources and
opportunities and should thus contribute proportionally more towards the government's
expenditure on public goods and services.

1 Thuronyi, V. (1996). Tax law design and drafting. Volume |. Chapter 10: Taxation of Wealth. International
Monetary Fund, Washington DC. Available from Chapter 10: Taxation of Wealth (imf.org)

12 |bid.

13 Tanabe, N. (1967). The Taxation of Net Wealth. Staff Papers-International Monetary Fund, 124-168.

9



https://www.imf.org/external/pubs/nft/1998/tlaw/eng/ch10.pdf

Research has shown that in circumstances where the Gini coefficient!* of each country
decreases by 1% per year, global poverty rates would fall significantly and 100 million people
would be lifted out of extreme poverty.!> Taxing wealth is a key policy instrument to stem
growing inequality and promote social justice through more equitable allocation of the
benefits of economic prosperity across society.'® This is critical for the creation of just
societies and achieving Sustainable Development Goal (SDG) 10 (reduced inequalities).t’

1.5.2 Mobilization of domestic resources for investment in sustainable development

Taxing wealth mobilizes domestic resources for investment in sustainable development.!®
Depending on how a wealth tax is designed, significant revenues can be raised which can
finance public goods and services such as education, security, healthcare, and infrastructure.

For developing countries in particular, revenues from taxing wealth can help to defray
budget deficits, reduce reliance on official development assistance, repay the national debt,
and strengthen fiscal sustainability.

1.5.3 Correction of market failures and fostering market efficiency

The correction of market failures and fostering market efficiency can be another reason why
the taxation of wealth is beneficial to a country’s development. Excessive wealth,
speculation and lack of sufficient regulation propelled the 2008 financial crisis.'® Even
though the main aim of taxing wealth is to reduce wealth inequality, wealth tax may
indirectly help to protect against market failure by fostering a more stable economy and
investment environment.

1.5.4 Stemming the influence of vested interests in governance

OXFAM reports that wealthy individuals have the potential to capture political institutions
for their benefit to the exclusion of the rest of society. This can lead to undue influence by a
small group of people on the democratic process.?® To the extent that taxing wealth
mitigates extreme wealth inequality, it can help to mitigate related negative externalities

1 The Gini coefficient is a frequently used measure of inequality. It measures the extent to which the
distribution of income or consumption among individuals or households within an economy deviates from a
perfectly equal distribution. A Gini coefficient of 0 represents perfect equality, while an index of 1 implies
perfect inequality. World Bank. Data Bank, Metadata Glossary, Gini index. Available from Data Bank, Metadata
Glossary, Gini index (worldbank.org)

15 Lakner, C. et al. (2019). How Much Does Reducing Inequality Matter for Global Poverty? Policy Research
Working Paper, No. WPS 8869. Available from How Much Does Reducing Inequality Matter for Global Poverty ?
(worldbank.org)

16 Alvaredo, F., Chancel, L., Piketty, T., Saez, E. & Zucman, G. (2022). The World Inequality Report 2022: Harvard
University Press, 2022. Chapter 1: Global economic inequality: insights. Available from The World
#tlnequalityReport 2022 presents the most up-to-date & complete data on inequality worldwide:

17 UNDESA (2023). Sustainable Development Goals. Goal 10 (Reducing inequality within and among countries).
Available from SDGs: Goal 10 (un.org)

8 Thuronyi, V. (1996). Tax law design and drafting. Volume I. Chapter 10: Taxation of Wealth. International
Monetary Fund. Washington DC. Available from Chapter 10: Taxation of Wealth (imf.org)

1% Chan, N. TL. (2012). Excessive Leverage: Root Cause of Financial Crisis. Hong Kong Monetary Authority,
Speech at The Economic Summit.

20 Fyentes-Nieva, R. & Galasso, N. (2014). Working for the few: Political capture and economic inequality.
Oxfam. Available from https://www-cdn.oxfam.org/s3fs-public/file attachments/bp-working-for-few-political-
capture-economic-inequality-200114-en 3.pdf
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such as monopolies and state capture.?! Preventing state capture is important in addressing
political marginalization of the most vulnerable and in establishing their voice in governance
and public policy-making, while improving economic equality through strong, independent
public institutions that are free from vested interests.??

1.6 ADVANTAGES AND DISADVANTAGES OF TAXING WEALTH

While section 1.5 discussed the rationale for taxing wealth, this section examines both the
advantages and disadvantages of taxing wealth.

1.6.1 Economic growth

Taxing wealth has been shown to have a positive impact on economic growth. A country’s
per capita gross domestic product (GDP) growth rate appears to slow down when the Gini
coefficient is above 27.23 This is because the skewed distribution of income reduces
aggregate demand. Therefore, taxing wealth, insofar as it contributes to less wealth
inequality, is another tool for spurring economic growth.

1.6.2 Productivity

Taxing wealth may encourage more productive use of assets as it can disproportionately
impact owners of unproductive wealth.?* With the exception of some capital income taxes,
taxpayers with similar levels of wealth would pay the same taxes irrespective of the
productivity of their assets. This allocates a higher proportionate wealth tax burden to
taxpayers with unproductive wealth assets, providing an incentive for investment activity
that increases productivity and efficiency.

1.6.3 Complementing the existing tax regimes and promotion of progressivity

Taxing wealth can complement existing tax regimes by supplementing income tax regimes
and providing additional “taxable capacity”. Without taxes on wealth, some individuals who
hold substantial wealth may be able to minimize their tax burden by minimizing their taxable
income. Taxing wealth has the potential to complement existing tax systems to ensure that
everyone contributes to the public revenue according to their ability to pay. Including wealth
within the tax base can promote more progressive tax systems, for example, by reducing the
pressure on personal income taxes to fund public expenditure.

Taxing wealth may also improve the administration of other taxes. This is because taxing
wealth requires the disclosure of taxpayers’ assets and liabilities. As such, the information
that is collected could support the design and administration of other taxes.

21 WID.world. (2022). World Inequality Database: Income and wealth inequality indicators. Available from
https://wid.world/world/#anweal pall_z/US;FR;DE;CN;ZA;GB;WO/last/us/k/p/yearly/a/false/0/750000/curve/f
alse/country.

22 |bid.

23 Grigoli, F. (2017). A new twist in the link between inequality and economic development. Available from A
New Twist in the Link Between Inequality and Economic Development (imf.org)

24 |bid.
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1.6.4 Economy / fiscal efficiency

Depending on how it is structured, taxing wealth may be able to raise a significant amount of
revenue from a relatively limited number of taxpayers. A government can raise the much-
needed domestic resources for sustainable development without imposing a larger income
tax burden on most taxpayers.

1.6.5 Climate crisis

A wealth tax could also be an unorthodox method to encourage more climate conscious
behavior. The accumulation of extreme wealth is linked to increased environmental
pollution because wealthy individuals cause above average greenhouse gas emissions. It is
estimated that 47.6% of total emissions come from just 10% of the world population. The
average carbon emissions of the top 1% wealthiest individuals globally stood at 110 tons per
person per annum, while the top 0.1% emitted 467 tons, and the top 0.01% emitted 2,530
tons (2022 figures).?>

That extreme wealth is associated with high levels of pollution can be attributed to the
consumption patterns of wealthy individuals which tend toward higher carbon due to more
consumption and travel.

The wealthy may also disproportionately consume humanity’s remaining ‘carbon budget’
understood as the amount of greenhouse gas emissions that are still available to limit global
warming to 1.5 degrees centigrade. US dollar millionaires may grow from 0.7% of the world’s
population today to 3.3% in 2050 and cause accumulated emissions equivalent to 72% of
humanity’s remaining carbon budget. This will significantly reduce the chance of stabilizing
climate change at 1.5 degrees centigrade.?® Taxing wealth with the goal of reducing extreme
wealth can therefore potentially help to address the climate crisis.

While acknowledging the potential advantages of taxing wealth, it is equally important to
consider some disadvantages.

1.6.6 Political influence

There is concern that wealthy individuals may have significant influence over the enactment
and enforcement of wealth taxes. Research has shown that wealthy individuals often
influence and shape the political agenda, including the tax policy agenda.?’” For example,
wealthy taxpayers may either exert influence in favor of not enacting net wealth taxes, or
may lobby for exemptions and loopholes in the design of a net wealth tax. In turn, these
taxpayers could then exploit asset exemptions, hide assets abroad, or expatriate to avoid or
reduce their wealth tax liabilities. 22 Such practices have negative consequences on the
efficacy of wealth taxes.

25 Alvaredo, F., Chancel, L., Piketty, T., Saez, E. & Zucman, G. (2022). The World Inequality Report 2022.
Available from https://wir2022.wid.world/

26 Gossling, S. & Humpe, A. (2023). Millionaire spending incompatible with 1.5 °C ambitions.

Cleaner Production Letters. Volume 4. Available from
https://www.sciencedirect.com/science/article/pii/S2666791622000252

27 pazzanese, C. (2016). The Cost of Inequality: Increasingly, it’s the Rich and the Rest. Available from The costs
of inequality: Increasingly, it’s the rich and the rest — Harvard Gazette

28 S3ez, E. & Zucman, G. (2019). Progressive Wealth Taxation. Brookings Papers on Economic Activity. Available
from https://www.brookings.edu/wp-content/uploads/2020/10/Saez-Zuchman-final-draft.pdf
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1.6.7 Reduced savings and investment and tax avoidance strategies

Taxing wealth may have undesirable behavioral responses, such as reduced savings and
investment.??30 Research supports the conclusion that taxing wealth may discourage the
wealthy from entrepreneurship and innovation, which may negatively impact economic
growth and job creation. This is particularly relevant for developing countries that need
internal savings and investment to spur much needed economic growth.

Taxing wealth may also encourage taxpayers to use avoidance or evasion strategies to
reduce their wealth tax liabilities. Taxpayers may move assets out of the country or acquire
types of assets (such as diamonds or artwork) that are difficult for tax authorities to observe.
In addition to reducing potential wealth tax liability, these strategies may also reduce
potential tax revenue under the personal income tax system.

1.6.8 High administrative cost

Depending on the design of the specific tax, taxing wealth may lead to high administrative
costs vis-a-vis the revenues it raises.3! This may occur, for example, where valuation
techniques are overly complicated. In such a case, it requires significant investment in a tax
administration’s people and processes to trace, value and tax these assets. It is therefore
vital to consider administrative aspects in the design of taxes to ensure their efficacy and
efficiency.

1.6.9 Double taxation

Taxing wealth may expose taxpayers to economic double taxation. Double taxation can arise
when wealthy individuals are subjected to multiple tax obligations on the same elements of
wealth due to being taxed by different tax authorities, or through different taxes. This could
have negative consequences, such as inducing taxpayers to change their tax residency and
increasing the cost of audits and litigation, impacting the desirability of taxing wealth.

1.6.10 Wealth tax inequities, impacting efficiency

Taxing wealth may disproportionately impact taxpayers who own low-risk, low-return assets
(such as some government bonds) or assets that produce no current income (such as idle
land). This is because taxpayers who hold a similar level of wealth pay the same amount of
wealth taxes irrespective of the income generated by their assets. This allocates a higher
proportionate tax burden to taxpayers who hold no or low return assets. This could create
liquidity issues where an individual owns substantial illiquid wealth, such as idle land, that
does not generate current liquid income that can be applied to settle wealth tax liabilities.

Designing efficient taxes on wealth requires a thorough review of existing taxes while
carefully considering several factors to balance revenue generation with economic
administrability and feasibility. This includes consideration of economic impacts of any tax

2% Adam, S. & Miller, H. (2021). The economic arguments for and against a wealth tax. Available from The
economic arguments for and against a wealth tax - Adam - 2021 - Fiscal Studies - Wiley Online Library

30 Jakobsen, K. et al. (2020). Wealth Taxation and Wealth Accumulation: Theory and Evidence from Denmark.
The Quarterly Journal of Economics, 135. Available from Wealth Taxation and Wealth Accumulation: Theory
and Evidence From Denmark* | The Quarterly Journal of Economics | Oxford Academic (oup.com)

31 |bid.
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on wealth such as their effect on investment, business entrepreneurship, and capital
formation. Mitigation measures, such as exemptions for productive investments or small
businesses, also need to be considered to minimize potential adverse effects of wealth
taxation. These elements are relevant due to differences in the socio-economic composition
of countries, which, in turn implies inter alia differences in tax rates, thresholds, exemptions.

2 DIFFERENT TYPES OF TAX RELATED TO WEALTH

2.1 INTRODUCTION TO THE CHAPTER

This Chapter analyzes the different types of taxes on wealth. It aims to provide a holistic
overview of the taxation of wealth to enable policymakers to identify the right mix of wealth
taxes for their jurisdictions, considering their specific tax systems and political economy. The
Chapter introduces the three main categories of wealth taxes: capital income taxes; taxes on
the transfer of wealth; and taxes on the stock of wealth.

2.2 CAPITAL INCOME TAXES

Capital income tax refers to any tax on income earned from assets owned by a taxpayer (i.e.,
investment income, rather than income from labor). Capital income taxes include taxes on
interest, dividends, capital gains, and intangibles in the form of royalties.3? Taxes on the
income from immovable and movable property are also forms of capital income tax.>3

Benefits

Tax policy generally considers taxpayers’ ability to pay in terms of their income composition,
including both labor income and income from capital. Taxing both types of income is crucial
to achieving horizontal equity and promoting a more equitable redistribution of wealth
through taxation, ensuring greater fairness compared to solely taxing labor income.3*

A capital income tax reduces the incentive for taxpayers to artificially shift income between
labor and capital income. This may be common where capital income is not taxed, or taxed
at a lower rate, therefore creating an incentive for tax planning. 3> Setting a reasonable tax
rate for taxing capital income which is not disproportionately lower than taxes on labor
income reduces the incentives for taxpayers to convert income from labor into income from
capital.

Taxing capital income increases the cost of capital, thereby reducing potential distortions in
labor supply, especially in tax jurisdictions with high marginal tax rates on labor income.
Taxing capital gains discourages speculative investments that might lead to market

32 See generally Norregaard, J. (1995). The Progressivity of Personal Income Tax Systems in Chapter IV. Income
and Wealth Taxes of Shome P. (Ed.) (1995). Tax Policy Handbook. IMF. Available from
https://doi.org/10.5089/9781557754905.071.

33 Bastani, S. & Waldenstrém, D. (2020). How Should Capital Be Taxed? Journal of Economic Surveys, 34 at 813.
Available from Journal of Economic Surveys 34 (wiley.com)

34 Mooij, R., Fenochietto, R., Hebous, S., Leduc, S. & Osorio-Buitron C. (2020). Tax Policy for Inclusive Growth
after the Pandemic. IMF. Available from Tax Policy for Inclusive Growth after the Pandemic (imf.org)

35 Lymer, A. & Oats, L. (2021). Taxation Policy and Practice, 28" Edition. Fiscal Publications. pp 286-287.
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distortions. The desire to avoid payment of taxes on unproductive capital income can also
stimulate more productive investment behavior.

Challenges

One of the challenges associated with capital income taxes, particularly for developing
countries, is their potential impact on savings and investment decisions. If the tax rates are
set too high, they have the potential to discourage savings and investments in long-term
assets, which are essential for the growth and development of these countries. This can
result in negative consequences for economic growth.®

Different types of investment assets earn different types of returns; hence, tax jurisdictions
often have particular tax regimes for taxing different forms of income from capital. However,
differential treatment of income from different types of capital assets (i.e., a higher tax rate
for interest and dividend income, compared to capital gains) may cause distortions in asset
portfolio decisions and erode the capital income tax base.

The below box provides a summary of the different types of taxes that will be analyzed in
the following sections.

Box 1: Summary Overview - Capital Income Taxes

Capital income taxes are levied on income earned by taxpayers from capital assets (i.e.,
investment income). While capital income taxes can be levied on corporate taxpayers, the
following overview focuses on individual taxpayers.

Taxes on - imposed on the interest earned from savings and other financial
interest instruments (i.e., bonds, receivables)
income - different methods of collection (withholding tax at source®’, via the

annual income tax self-assessment)
- caninclude tax free allowance to promote savings

Taxes on - imposed on companies’ distributions of after-tax profits to shareholders

dividends - different methods of collection (withholding tax at source, via the annual
income tax self-assessment)

- caninclude exemption to prevent or limit economic double taxation (e.g.,
imputation systems)

Taxes on - imposed on net gain realized from the disposal of capital assets (i.e.,

capital gains proceeds less cost)
- typically, only taxed on realization
- often taxed at lower rates than other types of capital income
- can include exemptions, for example to encourage the ownership of a
primary residence
Taxes on imposed on income earned from intellectual property
royalties only passive royalty income is to be considered capital income
Taxes on imposed on rental income (i.e., income minus costs, which may include
income from depreciation and interest costs) from real estate

36 For a detailed discussion on the link between savings, investments and economic growth, see for example,
Acemoglu, D. (2008). Introduction to modern economic growth. Princeton University Press.
37 see further section 6.5.
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immoveable |- tax jurisdictions often tax non-resident landlords on rental income

property received from real estate located in their jurisdiction

Taxes on - imposed on rental income (i.e., income minus costs, which may include

income from depreciation and interest costs) from tangible moveable property (i.e.,

moveable lease of manufacturing equipment)

property - not imposed on the value of moveable property — see recurrent taxes on
moveable property

See further: Mooij, R., Fenochietto, R., Hebous, S., Leduc, S. & and Osorio-Buitron C. (2020). Tax Policy for
Inclusive Growth after the Pandemic. IMF at pp. 5-6. Available from Tax Policy for Inclusive Growth after the
Pandemic (imf.org)

2.2.1 Taxes on interest income

Tax on interest income refers to the tax imposed on the interest earned from savings, as well
as other financial instruments which taxpayer owns (i.e., bonds, receivables).3® Tax
jurisdictions take different approaches to taxing interest. Some tax jurisdictions apply a
withholding tax at the source (often withheld by the financial institution) that functions as a
final tax.3® Other tax jurisdictions tax interest income under the personal income tax and
apply a progressive tax rate depending on a taxpayer’s overall income. To encourage savings
by individuals, some tax jurisdictions provide a personal savings allowance, with tax only
paid on interest earned from savings above a certain amount. 4°

Challenges

A key challenge in implementing capital income taxes, including taxes on interest income, is
that tax authorities may be unaware of the amount of interest income arising to taxpayers.
This is a particular concern for jurisdictions where the financial system and financial
reporting obligations may not be fully developed. For more information on improving access
to information see section 6.3 (Access to Information) and 6.4 (Improving authorities
approach to information).

In addition, inflation presents a challenge for taxation of interest. If jurisdictions levy tax on
nominal interest rather than real interest and inflation leads to high nominal interest rates,
taxpayers will be liable for tax even though inflation may significantly erode the purchasing
power of savings, resulting even in losses (in real terms) where the interest rate is lower
than the inflation rate.

Another challenge is that differences in tax rates on interest across jurisdictions could lead to
tax base erosion, tax avoidance and capital flight, i.e., shifting savings to lower tax

jurisdictions. This risk is particularly prevalent given the high mobility of financial assets.

2.2.2 Taxes on dividends

38 Gordon, R.H. (2004). Taxation of Interest Income. International Tax and Public Finance 11. Available from
https://doi.org/10.1023/B:ITAX.0000004780.68743.0d

39 For example, Germany (26,375% plus church tax, if applicable), Nigeria (10%) and South Africa (15%)

0 For example, in the United Kingdom the Personal Savings Allowance permits taxpayers to earn up to £1,000
of interest income from savings without paying tax on it. The United Kingdom Personal Savings Allowance is
progressive in that the £1,000 is reduced for higher income taxpayers (to £500 for income taxpayers earning
over £50,270 per annum, and to £0 for those earning over £125,140 per annum) (UK tax rates 2022/2023).
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For the purposes of this section, a tax on dividends refers to any tax imposed on a
distribution of after-tax profits to shareholders, mainly by corporations. This type of dividend
tax would apply in addition to any tax levied on profits at the level of the company.** While
dividends can be distributed to corporations, the following section focuses on the taxation of
dividends distributed to individuals.

The tax rates imposed on dividends received by individuals vary across tax jurisdictions. In
some jurisdictions, the tax rate is based on the income?*? of the individual taxpayer and there
may be a tax-free minimum threshold, while in others, dividends are taxed separately, and
the tax is withheld and final.** Some jurisdictions exempt either part or all of any dividend
income from tax at the individual level to take into account that the distributing company’s
profits have already been subject to tax at the corporate level.**

Declaring and paying a dividend to shareholders is not the only way in which companies can
distribute profits to investors. Another way in which companies distribute profits to
shareholders is by using cash which the company has generated to buy back some of the
company’s own shares from investors, a so called “share buyback”.?> As this reduces the
total number of shares outstanding, the value of each individual share increases in value and
thus any capital gains that can be made from selling the share at a later point in time.
Depending on the taxation of dividends and capital gains in a particular jurisdiction, share
buyback programs can lead to lower tax for certain shareholders on distributions of profits
compared to payment of a dividend.*® Certain jurisdictions have enacted legislation to
reduce this distortive effect. 4’

One form of evading tax on dividends, predominantly observed among small private
businesses, involves providing loans to shareholders at zero or below market interest rates,
instead of distributing dividends. To discourage this type of tax evasion certain jurisdictions
deem the difference between the market rate and the interest rate charged to constitute a
dividend and tax it accordingly.*®

41 For an overview of dividend tax policy considerations in respect of the interaction between taxes levied at
the corporate level and at the shareholder level see, Harding, M. (2013). OECD Taxation Working Papers No.
19. Taxation of Dividend, Interest, and Capital Gain Income. Available at Taxation of Dividend, Interest and
Capital Gain Income (oecd.org)

42 For example, United States and United Kingdom. The United States taxes most dividends at the same flat rate
as capital gains. A lower tax rate applies to low-income taxpayers.

4 For example, Nigeria. Dividends for individual taxpayers are withheld at a 10% final tax.

4 This is to prevent the perceived “double taxation” of dividend income, where return on capital invested in a
company is taxed both at the level of the corporation (in the form of corporation tax) and at the level of the
shareholder (as a tax on dividends). Some jurisdictions, such as Australia, use an imputation system (where
shareholders received credits for taxes paid at the corporate level against their personal income tax liability for
dividends received) to prevent this perceived double taxation of return on capital invested in a corporation.

4 The exact mechanics of whether and how a company can buy back its own shares will be determined by the
corporate law in each jurisdiction.

4eFor example, United States where foreign shareholders pay no US capital gains tax on gains received from a
share buyback but would be liable to 30% withholding tax on dividends received from a US corporation.

47 See for example US 1% excise tax on share buy backs.

48 South African Institute of Chartered Accountants, SAICA (2015). Interest-free shareholder loans. Available
from https://www.saica.co.za/integritax/2015/2392. Interest-

free shareholder loans.htm#:~:text=0nly%20the%20interest%20effectively%20forgone,would%20be%20no%
20deemed%20dividend.
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2.2.3 Taxes on capital gains

Capital gains taxes (CGT) are taxes imposed on gains realized from the disposal of assets. The
assets could be financial assets i.e., contractual monetary dues such as stocks, bonds and
equities, non-financial tangible assets such as immovable property, vehicles, precious goods,
machinery, and intangibles such as intellectual property. Typically, the tax is only imposed
when the increase in value is realized through the disposal of the asset. While capital gains
taxes can accrue to corporations the following section focuses on capital gains taxes for
individual taxpayers.

Challenges

Challenges in implementing CGT tend to revolve around the cost of the asset which is
disposed of and the declaration of disposal by private individuals.*® For some assets, costs
will be very easy to ascertain (for example for publicly traded stocks) but for other assets
such as immovable property it is much harder to calculate the costs, for example due to
renovations / improvements that may have happened since the asset was bought.
Determining the actual cost of the asset can thus be tedious / hard to document. As a result,
for some assets it will be difficult to know the actual capital gains. *° In cases where assets
are not publicly traded, it may also be hard for the tax authorities to ascertain if the sale was
undertaken at fair market value.

Similarly, inflation presents a challenge for capital gains tax. When an asset is sold for a net
gain, part of that gain is often from the rise in value due to inflation. Taxing this net gain fails
to distinguish between real capital gains, which represent an increase in purchasing power,
and nominal capital gains, which simply reflect asset price rise in line with inflation.>! This
can lead to a higher effective tax rate on real capital gains, although the impact is somewhat
mitigated for capital gains>? by taxation only at realization.>®> Some jurisdictions implement
indexation measures to adjust the acquisition cost or base cost in order to offset the effects
of inflation.”* However, indexing capital gains for inflation may be administratively complex
(including challenges related to making inflation adjustments for loans associated with the

4 Enemaku, 0. (2012). Capital Gains Tax in Nigeria. Available from
https://www.researchgate.net/publication/351956608 Capital Gains Tax in Nigeria

50 Okoth, O. G. (2015). Capital Gains Taxation in Kenya: The challenges facing the implementation of the
Finance Act of Kenya No. 16 of 2014. Available from

https://www.academia.edu/11579495/CAPITAL GAINS TAX IN KENYA THE CHALLENGES FACING THE IMPL
EMENTATION OF THE FINANCE ACT OF KENYA NO 16 OF 2014

51 Beer S., Griffiths M. & Klemm, A. (2023). IMF Working Papers. Tax Distortions from Inflation: What are They?
How to Deal with Them?. Available from Tax Distortions from Inflation: What are they? How to deal with them?
(imf.org)

52 Compared with the effect of inflation on interest or dividend income.

53 Where capital gains are taxed only at realization, the annual return on capital gains compounds at an

untaxed rate of return, compared with other types of income (i.e., interest and dividends) leading to a lower
effective tax rate for capital gains. This creates a bias towards receiving returns as capital gains and postponing
realization, so called ‘lock-in’ effects. See Beer S., Griffiths M. & Klemm, A. (2023). IMF Working Papers. Tax
Distortions from Inflation: What are They? How to Deal with Them?. Available from Tax Distortions from
Inflation: What are they? How to deal with them? (imf.org)

54 For example, United States.
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sold asset). On the other hand, such indexing could be part of a comprehensive tax regime
for inflation (i.e., not just for capital gains tax).>>

2.2.4 Taxes on royalties

Royalties are payments of any kind received as a consideration for the use of, or the right to
use, intellectual property. Intellectual property can take many forms. Depending on
domestic law, intellectual property encompasses copyrights, patents and industrial,
commercial or scientific experience and equipment. The payment is made to the owner of
the intellectual property, which can be a corporation or an individual taxpayer with the focus
of this guidance being on individual taxpayers. Intellectual property may be part of an
individual’s stock of wealth. Arguably, royalties can be classified as either active or passive
income with different legal systems applying different principles. In general, only passive and
not active income should be considered capital income.

2.2.5 Taxes on income from immovable property

Taxes on income from immovable property refers to taxes imposed by a jurisdiction on
income received from renting immovable property, such as land or buildings. The method of
assessment and tax rates imposed on income from immovable property varies across tax
jurisdictions and may vary within tax jurisdictions across taxpayers (e.g., individual v.
corporate taxpayers). In some tax jurisdictions, the tax rate is based on a taxpayer’s
individual income and taxed at marginal rates®® while in others, the tax is withheld by the
tenant, who remits it to the tax authority and the tax amount is final.>’

2.2.6 Taxes on income from movable property

In most jurisdictions, income received from leasing of movable property such as vehicles,
boats, and construction equipment etc. is taxed.”® The assessment and tax rates imposed
varies across tax jurisdictions. The tax rate can be progressive, based on the taxpayer’s
income, or can be a flat rate.

2.3 TAXES ON THE TRANSFER OF WEALTH

Taxes on the transfer of wealth take different forms, namely: donor-based estate taxes and
donee-based inheritance taxes and gift taxes.>® For donor-based estate taxes, the tax is
levied on the deceased donor’s total net wealth at the time of death. For donee-based
inheritance taxes, this is based on the value of the assets the beneficiary receives from the
deceased donor. Meanwhile, gift tax is imposed on beneficiaries when they receive a
transfer of wealth during the donor’s life (inter vivos transfer).

55 Watson, G (2023). Tax Foundation Blog. Efforts to Combat Inflation’s Impact on the Tax Code Should Remain
a Priority in 2023. Available from https://taxfoundation.org/blog/index-for-inflation-tax-adjustments/

56 For example, United Kingdom. Generally, for non-resident landlords. The landlords can apply to His Majesty’s
Revenue and Customs (HMRS) receive the gross rent, i.e., without any withholding from the tenant.

57 For example, Nigeria. Withheld at 10% irrespective of the taxpayer’s income.

58 For example, United Kingdom, Austria, Hong Kong, and Belgium.

59 OECD (2021). Inheritance Taxation in OECD Countries. OECD Tax Policy Studies, No. 28. OECD Publishing,
Paris. Available from https://doi.org/10.1787/e2879a7d-en.
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Assets covered by inheritance taxes typically include immovable and movable property,
shares in private and public corporations, money or other valuable possessions. Some tax
jurisdictions have both an inheritance and an estate tax (potentially on different levels of
government),®® while others only have either an estate or an inheritance tax. Other tax
jurisdictions have neither inheritance nor estate taxes®! while some have opted for a capital
gains tax on death.%?

Benefits

As is the case with any tax on wealth, a tax on the transfer of wealth has both advantages
and disadvantages. In addition to the advantages discussed in section 1.6 (Advantages and
disadvantages of taxing wealth) regarding the reduction of inequality, averting undue
influence on the political process, and entrenching progressivity in the tax system, wealth
transfer taxes may encourage charitable giving.53®* Inheritance and estate taxes are also
easier to administer than net wealth taxes, considering that the taxable events i.e., death
and transfers upon death, are not difficult to verify, and that the assets are valued for the
purpose of administering the estate of the deceased. Tax revenues from inheritance and
estate taxes tend to be relatively small, as wealthy individuals are often successful in using
tax avoidance strategies to minimize their tax liabilities. Another advantage is that since the
gift or inheritance is a windfall to the recipient, the burden will not be perceived as
negatively as if the tax were imposed on income or assets already owned by the recipient.

Challenges

As noted in section 1.6 (Advantages and disadvantages of taxing wealth), a wealth transfer
tax has certain disadvantages. It may discourage saving, investment and entrepreneurship.
Wealth transfer taxes may be easy to avoid and can lead to capital flight. The increased
mobility of capital, including tax planning schemes that involve offshore trusts, attest to
this.®> A further argument is that, even when properly levied and collected, the revenue yield
may not justify the administrative and compliance costs.®® Wealth transfer taxes may also be
perceived as unfair, as they tax assets that have already been subject to taxation. For
example, a cash bequest from a person who had already paid income tax on that cash when
earned, may be subjected to a second level of inheritance tax in the hands of the heir.

The below box provides a summary of the different types of taxes that will be analyzed in
the following sections.

%0 For example, the United States. Has a federal estate tax and some states additionally levy an inheritance tax.
51 For example, Australia, Canada and Portugal.

52 For example, Canada and Australia.

63 Ring, M. A. K. & Thoresen, T. 0. (2021). Wealth taxation and charitable giving. Available from
https://www.econstor.eu/bitstream/10419/260830/1/cesifol wp9700.pdf

64 OECD. (2020). OECD Tax Policy Studies Taxation and Philanthropy. OECD Publishing. Available from
www.oecd.org/tax/tax-policy/oecd-taxation-and-philanthropy.pdf

85 European Parliament (2023). Report - A9-0095/2023. Report on lessons learnt from the Pandora Papers and
other revelations. Available from https://www.europarl.europa.eu/doceo/document/A-9-2023-0095 EN.html
% In some countries, the revenue derived from inheritance tax is less than 1% of the overall tax revenue (for
example, in United Kingdom. Fiscal year 2020/2021 figures) derived mainly from just a few large estates. See
Loutzenhiser, Glen (2022). Tiley’s Revenue Law, 10" Edition. Hart Publishing, Oxford.
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Box 2: Summary Overview - Taxes on the Transfer of Wealth

Estate Taxes

Inheritance Taxes

Gift Taxes

Assessment | Date of death of Date of death of Date of transfer of assets
Date deceased donor deceased donor
Inter vivos transfer

Tax Base Donor based Donee based Donee based
Donor’s total net Value of assets Value of assets
wealth at the time of beneficiary receives beneficiary receives from
death from deceased donor donor
Potential exemption / | Potential exemption / Potential exemption /
reduction for certain reduction for certain reduction for certain
assets and / or for assets and / or for assets and / or for
transfer to certain transfer to certain transfer to certain family
family members (i.e., family members (i.e., members (i.e., spouse,
spouse, children) spouse, children) children)

Rate Flat or progressive rate | Flat or progressive rate | Flat or progressive rate
Progressive rate band Progressive rate band Progressive rate band
determined by donor’s | can be determined by can be determined by
total net wealth at value of wealth value of wealth
time of death transferred or donee’s transferred or donee’s

circumstances (i.e., net | circumstances (i.e., net
wealth or income) wealth or income)

Threshold Annual threshold or Annual threshold or Normally annual
threshold which threshold which applies | threshold
applies over longer over longer period
period

Whether threshold will Whether threshold will
Whether threshold will | apply normally apply normally
apply normally determined by value of | determined by value of
determined by donor’s | wealth transferred wealth transferred
total net wealth at
time of death

Taxpayer Estate (i.e., Donee Donee
trustees/executers)

Tax due Can allow deferral of Can allow deferral of Can allow deferral of

payments or
installment payments
to resolve liquidity
issues

payments or installment
payments to resolve
liquidity issues

payments or installment
payments to resolve
liquidity issues

See further: Rudnick, R.S. & Gordon, R.K (1996). Chapter 10. Taxation of Wealth in Thuronyi, V. (ed) (1996). Tax
Law Design and Drafting Volume 1. IMF at pp. 316-318. Available from
https://doi.org/10.5089/9781557755872.071
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2.3.1 Inheritance taxes

Inheritance taxes are direct taxes on the transfer of assets upon the death of the donor.
These taxes are levied on the recipient of the assets based on the value of the assets
received from the deceased donor.

It is important to note that inheritance taxes have not been widely embraced, particularly
among taxpayers. Arguments against this tax include that families should be protected in the
event of a breadwinner’s demise. The need for family protection is particularly relevant in
developing countries where government social protection may be in its infancy. Such
arguments may be countered by certain design choices such as the inclusion of a tax-
exempted minimum threshold for inheritance taxes, exemptions for certain asset types or a
progressive tax rate.

2.3.2 Estate taxes

In contrast to inheritance taxes, estate taxes are levied on the estate of the deceased donor,
calculated based on the value of all the assets owned by a deceased at the date of death.®’
Some tax jurisdictions’ inheritance tax regimes contain elements of estate taxes.®®

A key advantage of estate tax over inheritance tax is that it is simpler to administer for both
the tax authority and executors since the tax is not impacted by the circumstances and tax
status of the beneficiaries.®®

2.3.3 Gift taxes

A gift tax is imposed on items of value transferred to the beneficiary during the life of the
donor. A gift tax may be defined as “a tax on the transfer of property by one individual to
another while receiving nothing, or less than full value, in return”. In this definition,
“property” is not confined to real estate but includes all types of assets.

The tax base to which a gift tax is applied is usually the value of the asset transferred, valued
at the fair market price or the difference between the fair market price and the amount
paid. Some tax jurisdictions add the value of the gift to other categories of a taxpayer’s
income and then tax the income. Other tax jurisdictions have an allowance above which the
gift tax becomes effective.”®

The main challenges facing jurisdictions in implementing this tax is detecting when an
exchange of gifts / sale below market value has occurred and valuing non-monetary gifts
that have no observable market price.

57 See, for example, Canada’s approach. While Canada does not levy an inheritance or gift tax as such, an
individual is deemed, upon making a gift or death, to have disposed of her assets at fair market value and is
taxed on the gains under the personal income tax system. The assets are then deemed to have been acquired
by her estate (at the value attributed to the deemed disposal).

58 For example, United Kingdom.

% Loutzenhiser, Glen (2022). Tiley’s Revenue Law, 10t Edition. Hart Publishing, Oxford.

70 For example, United Kingdom.
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2.4 TAXES ON THE STOCK OF WEALTH

Taxes on the stock of wealth tax the ownership of assets. These taxes are generally classified
as recurrent taxes on immovable property (i.e., land and buildings) and movable property
(i.e., vehicles, equipment, boats, intangibles, etc.) reflecting the regularity of these taxes
(i.e., usually payable each year) and the intrinsic characteristic of the assets being taxed.

Taxes on stock of wealth are levied on the value of assets, irrespective of the actual returns
an investor makes, and arguably tax a presumptive fixed return.”? This is different from taxes
on income from immoveable and moveable property (discussed in section 2.2.5 and section
2.2.6) which only tax actual capital income earned.

The below box provides a summary of the different types of taxes that will be analyzed in
the following sections.

Box 3: Summary overview - Taxes on Stock of Wealth

Recurrent taxes on - commonly levied by subnational governments

immovable property - taxrelatively inelastic tax base

- relative ease of administration (valuation; determination
of ownership)

Recurrent taxes on - motor vehicle taxes commonly levied by subnational

movable property governments

- otherwise, limited implementation of recurrent taxes on
moveable property due to administrative difficulties
(valuation; determination of ownership)

Net wealth taxes - assessed on the net value of a taxpayer's taxable assets,
(i.e., asset value minus any related liability)

- scope of assets covered varies between jurisdictions

- typically applied periodically

- can be applied on extraordinary basis (solidarity tax)

See further:
OECD (2018). The Role and Design of Net Wealth Taxes in the OECD. OECD Tax Policy Studies, No. 26. OECD
Publishing. Available from https://doi.org/10.1787/9789264290303-en

Rudnick, R.S. & Gordon, R.K (1996). Chapter 10. Taxation of Wealth in Thuronyi, V. (ed) (1996). Tax Law
Design and Drafting Volume 1. IMF at pp. 302-316. Available from
https://doi.org/10.5089/9781557755872.071

71 OECD (2018). The Role and Design of Net Wealth Taxes in the OECD. Chapter 3. The case for and against
individual net wealth taxes. Available from Chapter 3. The case for and against individual net wealth taxes

(oecd.org)
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2.4.1 Recurrent taxes on immovable property
Benefits

Recurrent taxes on immovable property have significant potential and represent one of the
largest sources of untapped revenue for developing countries.”? In OECD countries, revenue
generated from immovable property constitutes the fourth most important source of
revenue in the tax mix.”> When properly designed and managed, revenues generated from
recurrent immovable property taxes are typically adequate to fund various public goods
typically assigned to local governments, such as housing, community amenities, and public
order and safety. However, these revenues usually fall short of financing the entirety of local
expenditures on education, health, or social protection. Developed countries exhibit a higher
reliance on such taxes, and generally as a country develops, it tends to increase its
dependence on these taxes.”

Recurrent taxes on immovable property offer several advantages:

(i) Efficiency

Property taxes in the form of recurrent taxes on land and buildings are more efficient than
other types of taxes because they are relatively inelastic due to the immobility of the tax
base. As a result, there is less adverse impact on the allocation of resources in the economy,
with limited effect on labor supply decisions and decisions to invest and innovate.””
Recurrent property taxes are also one of the taxes least prone to tax competition since the
burden of the tax can be capitalized into house prices. Recurrent property taxes can be used
as a policy instrument for property price stabilization since they tend to reduce the volatility
of house prices.”®

(i) Efficacy

Due to the high visibility and immobility of property, in addition to their high inelasticity,”’
recurrent taxes on immovable property are relatively difficult to evade and easy to enforce,
for example, by instituting impediments to carry out legal acts, such as the change of
ownership, mortgage, etc., or stronger measures such as seizure and auction / liquidation of
property.

72 OECD (2019). Making Property Tax Reform Happen in China. The role of recurrent taxes on immovable
property. OECD Publishing, Paris. Available from http://dx.doi.org/10.1787/75938d90-en

73 According to 2019 figures, recurrent taxes on immovable property account for circa 33% of subnational and
41% of local taxation revenues. OECD (2019). Making Property Tax Reform Happen in China. The role of
recurrent taxes on immovable property. OECD Publishing, Paris. Available from
http://dx.doi.org/10.1787/75938d90-en

74 Ibid.

7> Norregard, John (2013). Taxing Immovable Property. IMF Working Paper, 13/129. Available from
https://www.imf.org/external/pubs/ft/wp/2013/wp13129.pdf

76 OECD (2016). Fiscal Federalism 2016: Making Decentralization Work. OECD Publishing, Paris. Chapter 3.
Reforming the tax on immovable property. Available from https://www.oecd.org/publications/fiscal-
federalism-2016-9789264254053-en.htm

77 OECD (2021). Making Property Tax Reform Happen in China: A Review of Property Tax Design and Reform
Experiences in OECD Countries, OECD Fiscal Federalism Studies, OECD Publishing, Paris,
https://doi.org/10.1787/bd0fbae3-en.
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(i) Equity

In the context of residential property, recurrent taxes on immovable property tend to exhibit
progressivity as they primarily impact middle- and high-income earners. However, compared
to personal income taxes, inheritance taxes and wealth taxes, they are generally considered
less progressive due to their narrower scope and focus on specific assets rather than overall
wealth.

(iv) Sufficiency

Immovable property taxes are widely considered to be an appropriate tax to provide local
governments with meaningful revenue autonomy in fiscally decentralized systems in order
to foster economic and social development. In addition to having an immobile tax base and a
relatively stable tax yield, a local property tax can be justified as a charge for local
government services (the “benefit view”). It effectively places the tax burden on those
taxpayers (i.e., residents) who benefit from local public services, such as schools, roads,
garbage collection and parks and therefore is often viewed not only as an efficient tax, but
also as a fair tax.

Local property taxes are commonly used to improve urban infrastructure and public services,
generally resulting in increases in value for the benefited properties. This results in the
growth of the taxable base (i.e., the value of the property) and, consequently, an increase in
revenue to make new public investments, which generate new increases in the value of the
benefited properties. This is the so-called “virtuous circle” of the property tax.

(v) Transparency and accountability

Immovable property taxes are relatively transparent. This is because property owners know
the amount that is due each year. They can therefore use this information to hold their
elected officials accountable for the delivery of services, potentially improving the
government’s accountability.

Challenges

Differential treatment (either through exemptions, or differential rates) across asset types
and land use can lead to allocative distortions and therefore impact the efficiency of
recurrent taxes on immovable property.

Concerns around progressivity and unfairly targeting high-wealth, low-income taxpayers can
be mitigated through certain design and administration features of taxes on the stock of
wealth. For example, a threshold can be introduced, or exemptions can be made for certain
sectors that are characterized by a high frequency of low-income earners, for example,
agriculture in developing countries. A progressive tax rate would also alleviate fairness
concerns in conjunction with certain administrative choices, for example, payment in
instalments, tax reliefs for pensioners and low-income households, an easily accessible
appeal process, and valuation and frequent reassessments.

Although most developing countries have some sort of system for taxing land and / or
buildings, the revenue performance of recurrent taxes on immovable property remains
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relatively low.”® Attempts to address the challenges faced by these countries to improve the
tax system have been difficult to implement because of established special interests,
political and institutional constraints, and deficient reform strategies by governments.
Recent advances in technology could be instrumental in overcoming challenges linked to
difficulties in valuation (see further discussion in section 6.2 (Valuation)).

2.4.2 Recurrent taxes on movable property (tangible and intangible)

Recurrent taxes on property can be levied on tangible and intangible movable assets. These
can include tangible assets such as motor vehicles, boats, aircraft, pieces of art and jewelry,
and intangible assets such as financial assets or rights, etc.

Benefits

Introducing recurrent taxes on movable property, in addition to immovable property, would
reduce efficiency distortions between investment in different types of capital assets and
could increase equity in the wealth tax regime. Households, especially those in the lower
income brackets, tend to possess a larger portion of their overall wealth in the form of
tangible assets, particularly real estate.”® Focusing solely on a recurrent tax on real estate
could raise equity concerns as higher-income households have a more diverse range of
assets, while lower-income households primarily rely on immovable property as a significant
source of wealth. Higher-income households would be taxed on a lower proportion of their
total assets.

Challenges

Except for recurrent motor vehicle taxes levied by subnational administrations, many
jurisdictions do not generally impose recurrent taxes on moveable property, largely due
complex and costly administration, including in enforcement, identification and valuation.
Efficiency concerns also arise and could lead to the risk of capital flight due to the increased
mobility of these types of capital assets. However, increasing digitalization and access to
information could alleviate some of these issues.

In the following, tangible and intangible assets are discussed briefly to provide an overview
of the issues involved.

78 In high-income countries, the average yield from immovable property taxes is estimated to be 1.06% of GDP.
This is 2.5 times higher than the average yield from immovable property taxes in middle-income countries
which stands at 0.40%. See Norregard, John (2013). Taxing Immovable Property. IMF Working Paper, 13/129.
Available from https://www.imf.org/external/pubs/ft/wp/2013/wp13129.pdf

79 Real estate assets, rather than financial assets, are the primary asset for middle class households and are a
relatively less important asset for the very wealthy. The share of housing in total assets of the “middle class” is
larger than 60% in the majority of OECD countries, compared to just 25% of total assets held by households at
the top 1% of the net wealth distribution. See Causa, Orsetta, Nicolas Woloszko, and David Leite (2019). OECD
Economics Department Working Paper No. 1588. Housing, Wealth Accumulation and Wealth Distribution:
Evidence and Stylized Facts. Available from Wealth Accumulation and Wealth Distribution: Evidence and
Stylized Facts (oecd.org)
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(i) Tangible assets

Recurrent taxes on movable, tangible property are levied at regular intervals on personal
property, including motor vehicles, boats, aircraft, pieces of art, jewelry, livestock, and
related items.

Motor vehicle property tax is typically a sub-national source of tax resources that is collected
by secondary levels of government and used exclusively to finance their budgets. The main
objective of this tax is revenue collection at the subnational level, although some countries
also apply it to tackle concerns about equity, for example, through a minimum threshold,
progressive rates, or a surcharge levied on luxury vehicles. Motor vehicle property tax can
also be used to address environmental concerns, for example, through favorable tax
treatment of environmentally friendly vehicles.

Most jurisdictions do not impose ownership taxation on aircraft and privately used vessels.
However, in jurisdictions where a general net wealth tax is implemented, aircraft and
privately used vessels are often included in the scope of this tax. Examples of countries that
have implemented these types of taxes are described in Box 4 below.

Recurrent taxes on other moveable, tangible assets such as luxury goods, including, jewelry
or works of art are less frequent, mainly due to administration difficulties.®° In addition to
valuation problems, which tends to be overly complex and controversial, it is often difficult
to identify and control these assets and their ownership because there is no obligation for
registration.

(ii) Intangible assets

Recurrent taxation of intangible assets, also referred to as non-physical assets, is
uncommon, except under certain net wealth taxes and in other exceptional cases. 8! This is
largely due to the risk of capital flight, as intangible assets are, by definition, very mobile. Tax
administrations would also face difficulties in administering a recurrent tax on intangible
assets due to difficulty in identifying the owner of the relevant intangible assets and
determining the economic value of the intangible asset.

80 OECD (2018). Taxation of Household Savings. OECD Tax Policy Studies, No. 25. OECD Publications, Paris.
Available from https://www.oecd-ilibrary.org/taxation/taxation-of-household-savings 9789264289536-en

81 There are a few exemptions to this. For example, Belgium applies an annual tax on in-country and offshore-
held securities accounts for resident individuals or legal entities. It also applies to securities accounts held by
individual and legal entity non-residents. All financial securities held in the securities account are within the
scope of this tax.
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Box 4: Examples of taxes on watercraft and aircrafts

Burundi

Natural and legal persons are subject to a tax on boats and other vessels owned /
registered in Burundi.

Slovenia: watercraft tax

The Slovenian watercraft tax is levied on:

(i) vessels that are over five meters in length and are registered in the ship
registers, except for vessels which are under construction;

(ii) vessels that are over five meters in length whose owners are residents and
meet the technical conditions required for their entry in the vessel registers
referred to in the first item but have not yet been entered in these registers;
and

(iii) vessels that are over five meters in length whose owners are residents and
meet the technical conditions required for their entry in the vessel registers
referred to in the first item but have not been entered in these registers
because they are registered abroad.

Other countries that specifically tax vessels include China, Equatorial Guinea and
Georgia.

Countries with motor vehicle taxes that specifically include aircrafts and boats in their
scope include:

(i) Korea: the city, county or region (“Ku”) tax owners of boats and aircrafts
registered in the property tax book;

(ii) Mozambique: the tax is levied on the use of certain vehicles, including
aircrafts and boats for private use. The tax is payable by owners to the
municipality in which they are resident, regardless of the place of registration
of the vehicle in question; and

(iii) The Russian Federation: the tax on motor vehicles is a regional tax and
includes air and water transport vehicles.

Furthermore, Chile is one of the few countries that have introduced a Luxury Goods Tax,
which is levied annually on goods owned by individuals or legal entities, including
helicopters, aircrafts, yachts and luxury cars.

2.4.3 Net wealth taxes

Net wealth taxes are typically assessed on the net value of the taxpayer's taxable assets (i.e.,
value of assets minus any related liability), either on an annual or other periodic basis, or as
a one-off solidarity tax.®?

82 Rudnick R.S. and Gordon R.K (1996). Chapter 10. Taxation of Wealth in Thuronyi V (ed) (1996). Tax Law
Design and Drafting Volume 1. IMF. Available from https://doi.org/10.5089/9781557755872.071
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A common feature of these taxes is that most tax jurisdictions allow the deduction of related
liabilities in calculating the net value of assets that are subject to tax. This means that the net
wealth tax is levied on the difference between the value of their assets and debts.

In terms of structure, net wealth taxes differ in many ways, such as covered and exempted
persons, covered and exempted items, thresholds, valuation criteria and tax rates, for
example, progressive or flat, etc. Chapter 4 (Practical guidance for the implementation of net
wealth taxes for individuals) discusses each of these issues in detail.

Notwithstanding that a net wealth tax is generally levied on a yearly basis, some tax
jurisdictions have introduced net wealth taxes on an extraordinary basis to address specific
crisis situations and to support palliation measures and recovery policies. These are referred
to as exceptional solidarity net wealth taxes and are discussed in detail in Chapter 5
(Practical guidance for the implementation of exceptional solidarity net wealth taxes on
individuals).

29



3 KEY POLICY DECISIONS FOR INTRODUCING OR UPDATING WEALTH TAXATION

3.1 INTRODUCTION TO THE CHAPTER

This Chapter aims to provide a comprehensive overview of the policy considerations and
choices involved in either: (i) implementing a new wealth tax; or (ii) updating an existing
wealth tax.

This Chapter reviews the critical policy decisions that policymakers must confront when
designing and implementing a wealth tax regime including:

e In-scope taxpayers: Will the wealth tax apply to residents only, or also include non-
residents? Will the taxable unit be individuals or households?

e Taxable events: What event should trigger the assessment of the wealth tax?

e Taxable base: What types of capital income and assets should be subject to tax?
Should any exemptions operate to exclude certain income or assets? What expenses
and/or liabilities may be deducted from the taxable base?

e Thresholds: Should minimum thresholds apply to exclude low value capital income or
wealth from the scope of the wealth tax?

e Tax Rates: What tax rate should apply? Should it be a flat rate or progressive? Should
tax rates vary for different taxpayers (residents/non-residents) or different types of
transfers (i.e., lower rates for transfers to a spouse or children)?

Efficient and effective administration of wealth taxes is vital to their successful
implementation. When considering the policy design choices outlined in this Chapter,
policymakers should consider the consequences of any policy choice for tax administrations.
Chapter 6 (Key Considerations for the Effective Administration of Wealth Taxes) considers in
detail the key issues which arise when administering wealth taxes, including:

e Valuation: How will assets be valued for the purposes of imposing the tax,
particularly where there has been no sale to a third party;?3 and

e Administration: How can tax administrations ensure effective and accurate
assessment and collection of any wealth tax?

This Chapter considers policy questions in respect of capital income taxes (section 3.2), taxes
on the transfer of wealth (section 3.3), recurrent taxes on immovable property (section 3.4),
and recurrent taxes on moveable property (section 3.5).

Chapter 4 (Practical guidance for the implementation of net wealth taxes for individuals) and
Chapter 5 (Practical guidance for the implementation of exceptional solidarity net wealth
taxes on individuals) consider specific policy questions arising in respect of net wealth taxes
and exceptional solidarity net wealth taxes.

83 This will often be the case for taxes on transfer of wealth and recurrent taxes on wealth.
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3.2 CAPITAL INCOME TAXES

A capital income tax refers to a tax levied on income from capital assets. For an overview of
the main types of taxes levied on income from capital, and the characteristics of these taxes,
see section 2.2 (Capital income taxes).

3.2.1 In-scope taxpayers

Jurisdictions commonly tax resident individuals on their global in-scope capital income,
either at an individual or household level 3

Non-resident individuals can be subject to tax on capital income from assets that have a
sufficiently strong nexus with the tax jurisdiction. For example, many jurisdictions impose tax
on non-residents in respect of rent or capital gains arising from immovable property located
in their jurisdiction.®

3.2.2 Taxable events

In the case of most capital income taxes, the taxable event will be the capital income
obtained by the taxpayer. For example, when interest income is received by the taxpayer, or
in respect of dividend income, when a dividend is declared in favor of a shareholder.

(i) Realized and unrealized capital gains

The situation is more complicated for capital gains tax. Tax jurisdictions typically only impose
tax on realized gains. The rational for only taxing realized gains is to avoid difficulties around:
(i) the valuation of unrealized gains; and (ii) taxpayer liquidity.

Barring artificial transactions between related natural persons, where the selling price might
not be a fair market value, the taxation of realized gains can be based on the actual price
that was paid for the transfer. For unrealized gains, as no transfer has occurred, there will be
no selling price for the asset which can be used to calculate the capital gain to be taxed.
Rather, any unrealized gain must be determined based on a deemed sale and make use of a
valuation to determine a fair market selling price of the relevant asset. Requiring valuations
increases the costs of administration and, because they are not an exact science, can lead to
tax disputes. This will be particularly true for assets which are not regularly tradeable or
where there is no established market so that obtaining objective valuations may be difficult.
See further discussion at section 6.2.(Valuation).

Taxing unrealized gains can also create complexity as potential future price volatility means
there is no certainty about any gain which has arisen. If, for example, tax is levied on any
unrealized gain in respect of a capital asset and the value of the asset decreases the
following year, a taxpayer might expect to be entitled to a credit to set off against future
liability, or even a refund.

84 A fiscal household is a system where each household, consisting of married / partnered couples and their
offspring, submits a single tax return. Income is calculated based on the entire household as opposed to being
calculated for each individual taxpayer. For example, France’s “foyer fiscal”.

85 For example, the United Kingdom.
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If tax is levied on unrealized gains, taxpayers could also be unable to pay the taxes due. In
particular, this issue could arise for individuals who are asset-rich but income-poor and
therefore have liquidity constraints. The impact can be mitigated by allowing taxpayers the
option of postponing tax payments.

One argument for extending capital gains tax to include unrealized gains is that deferring
taxation until realization creates a “lock-in” effect.®® It builds an incentive for asset holders
to hold onto assets, creating illiquid assets and leading to tax-induced distortion of economic
activities where funds are locked into less productive investments. It can also lead to
situations where capital losses are claimed through realization while gains are postponed.
However, these effects may be less prevalent where non-tax factors are more critical for the
investors’ decisions.?’

(ii) What is realization?

In situations where only realized gains are taxed, it is essential to determine when a taxable
transfer of assets has taken place. To avoid abuse, it is generally advisable to determine that
any situation where possession ends is considered a transfer. It will be important to identify
fact patterns that should be deemed to be taxable transfers to prevent tax planning schemes
which exploit the non-taxation of unrealized gains while economic gains have been realized.
Situations that may be considered deemed transfers are death and emigration, or generally
the end of tax residency.

3.2.3 Taxable base

Capital income or investment income can be divided, broadly, into two categories: capital
income, and capital gains.

Capital income includes interest from loans and other financial instruments, bonds, etc.,
dividends from shares, rent from immovable or movable property, and income from
royalties.

Capital gains are defined broadly as the profit from the sale, disposal or other alienation of
capital assets.

Box 5: Capital income vs business income

An important distinction lies between regular income from capital / investment income
and taxable business profit. Where income is derived from the normal or incidental course
of the business operations of a commercial or industrial activity of an independent nature
which is undertaken for profit, it is treated as taxable business income, which is subject to
income tax rules, or in the case of corporations, corporate tax rules, and is not taxed as
regular capital income / investment income which is subject to wealth tax rules.

8 Meade, Janet A. (1990). The impact of different capital gains tax regimes on the lock-in effect and new risky
investment decisions. Accounting Review, 406-431.

87 Burman, Leonard E. (2010). The labyrinth of capital gains tax policy: A guide for the perplexed. Brookings
Institution Press.
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To illustrate this point, interest income earned in the normal course of the business of
banking or money lending is classified as taxable business income and subject to corporate
tax rules. Interest income is classified as capital income where the business operations
aren’t banking / money lending or incidental to it.®8

There are tax jurisdictions where both types of income from capital are taxed and tax
jurisdictions where only capital income is taxed. The argument in favor of the taxation of
only the regular capital income is based on the “source-theory” which posits that only the
proceeds derived from a business should be taxable while the alienation of the source
should not be taxed. In practice, this distinction may lead to the tax-induced distortion of
economic activities which can misrepresent regular income as capital gains.?° Including both
types of income within the scope of the tax base may help to resolve this issue.

Some tax jurisdictions also exclude income from certain types of capital assets from the tax
base. It is a common practice to exempt gains from the sale of consumer goods from
taxation of capital gains. This exemption may also apply to the sale of an owner-occupied
primary residence. This is because consumer goods are typically hard to value with limited
revenue up-side and owner-occupied primary residences can be in the possession of those
that are income-poor leading to liquidity and progressivity issues. These assets are also for
personal use and not part of an individual's income-generating activities.

Similar to other types of income, capital income and capital gains may be taxed on a net
basis with adjustments made for costs and losses.

Determining the net capital income returned to an investor can be difficult due to issues
with valuation (see section 6.2 (Valuation)) and inflation. Taxation of net capital income and
gains, without adjustment for inflation, can lead to a high effective tax rates on capital
income.®® To mitigate this impact, particularly in the context of capital gains, some
jurisdictions implement indexation measures to adjust the acquisition cost or base cost in
order to offset the effects of inflation.®® However, indexing capital gains for inflation is
administratively complex and could be part of wider approach to indexing the tax code for
inflation comprehensively (i.e., not just for capital gains tax).’> See also section 3.2.4
(Thresholds) for use of thresholds to mitigate the impact of inflation.

As an alternative to using net capital income returned to investors as the tax base, tax
jurisdictions could consider determining the tax base based on the presumed or notional
benefits derived by a taxpayer from the property (i.e., a presumed return). However, taxes
structured in this way have been criticized for failing to tax real return to investors, and in

8 Burns, L., & Krever, R. (1998). Taxation of Income from Business and Investment, Volume 2, Chapter 16, Tax
Law Design and Drafting. International Monetary Fund. Available from
https://www.imf.org/external/pubs/nft/1998/tlaw/eng/ch16.pdf

8 Thuronyi, Victor (1998). Tax Law Design and Drafting, Volume 2, Chapter 19, Taxation of Legal Persons and
their Owners. International Monetary Fund, Washington DC. Available from
https://www.imf.org/external/pubs/nft/1998/tlaw/eng/ch19.pdf

9 See section 2.2 (Capital income taxes) for discussion of impact of inflation on taxation of interest income and
capital gains.

1 For example, United States.

92 Watson G (2023). Tax Foundation Blog. Efforts to Combat Inflation’s Impact on the Tax Code Should Remain a
Priority in 2023. Available from https://taxfoundation.org/blog/index-for-inflation-tax-adjustments/
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particular, failing to tax excess rents (i.e., investment income above the assumed return)
received by investors from capital investments.”?

Box 6: Presumed capital income in The Netherlands

Until 2001 under the Income Tax laws of the Netherlands (dating from 1964) only income
from capital (the fruits) was taxable, gains from the alienation of capital (the source) were
not. In practice that led to many structures aimed at converting income from capital into
an alienation or increase of value of the capital.

During the reform of the Income Tax Act in 2001 it was decided to abolish this distinction.
Simultaneously the opportunity was seen to (1) remove the administrative problems of
determining the amounts of the income and the gains and (2) to avoid the discussion
whether to tax only realized gains or the full increase of value of capital. An additional
argument for introducing the system was that it would guarantee robust tax revenues in
respect of capital income.

Accordingly, a new system of presumptive capital income was introduced. The taxable
income was set at 4% of the value of the capital without the possibility to counterevidence
a lower real return.

That 4% was seen as a reasonable benefit that taxpayers, based on long term experience
from the past, could realize from capital investments (fruits and increase of value). The
rate was set at 30% and mathematically it therefore was comparable to a wealth tax at a
rate of 1,2%. It was however an income tax and treaty based exemptions (e.g. on
immovable property) were applied and foreign tax paid on dividends and interest was
creditable.

As economic circumstances changed after 2001 (especially after 2008) there was
increasing resistance to the applied presumptive return of 4%. As a response, the
government announced a study into the possibilities of taxation on real return and as of
2017 changed the presumed return to a schedular one with the applicable presumed
return varying depending on the total amount of capital owned:

- The first € 75,000 was deemed to grant a return of 2,87%,
- €75,000 to € 975,000 was deemed to grant a return of 4,60 %,
- anything over € 975,000 was deemed to grant a return of 5,39%.

Since 2017 the numbers have been adapted yearly with the capital brackets increasing,
and the deemed returns decreasing.

In several cases the Supreme Court had ruled that the 2001-2016 system was a reasonable
attempt to estimate what taxpayer could make as a return and that the result was not
“outrageous”. However, in 2021 the Supreme Court came to a different judgement
regarding the post-2017 regime. It concluded that the new system in fact was further
apart from the returns an individual taxpayer would be able to realize and that (now) the
presumed income taxation was infringing the right of free enjoyment of property

%3 0h, J. & Zolt, E. M. (2018). Wealth Tax Add-Ons: An Alternative to Comprehensive Wealth Taxes. Tax Notes,
1613.
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guaranteed in the European Convention of Human Rights (ECHR). Moreover, the fact that
taxpayers were taxed on a presumed return irrespective of what their real return was, was
seen as a violation of the prohibition of discrimination also included in the ECHR. It was
ruled that taxpayers have the right to be taxed only on the real return on their capital
income.

Unfortunately, in the relevant case the parties (taxpayer and administration) had agreed
on what the real return was and the Supreme Court saw no reason to describe what in
their view was the right method to determine the real return (especially whether an
accrued but not realized increase of value was included in the real return).

In an attempt to execute the Supreme Court’s decision as efficiently and reasonably as
possible taking into account that it would be impossible to determine the real return of all
taxpayers over those years, the tax administration applied a new system where the (again)
presumed return was based on the kind of capital owned. Three categories (savings, other
assets and debts) are distinguished; each with their own presumed return. The juridical
debate (in- and outside court) on whether this system is justifiable is still ongoing.
Meanwhile, the government continues its deliberations on a system of taxing real returns
that is robust, administrable and fair.

In respect of the use of capital losses, tax jurisdictions need to decide whether to allow
taxpayers to carry back or carry forward losses and, if so, for how many years. Some tax
jurisdictions allow the taxpayer to use the loss to offset against future capital gains.®*
Policymakers should also consider whether capital losses should only be offset against
capital income and gains, or also against other income.

3.2.4 Thresholds

Tax jurisdictions should consider whether to include exemption thresholds in their capital
income taxation. This may help to avoid the administrative burdens associated with
collecting relatively small amounts of tax from those with lower levels of wealth. It may also
improve the progressivity of the tax regime while compensating for inflation, i.e., by
including a deemed exemption for inflation. While a threshold based on administrative
considerations may be a fixed amount, an inflation-indexed threshold can account for
inflation and be adjusted accordingly for different types of property.

3.2.5 Taxrates

It may be appropriate to have similar nominal tax rates for capital income tax as compared
to other income taxes, such as corporate income taxes or employment income. Matching
the nominal tax rate helps minimize economic distortions and reduces taxpayers’ ability to
formulate tax avoidance strategies to exploit disparities in the tax rates.

However, there may be circumstances that warrant different tax rates for different
categories of capital income. For instance:

% For example, United States.
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e Taxes on dividend income: it may be preferable to set the tax rate for dividend
income from substantial shareholdings (the minimum threshold to be determined) at
a rate which means that the final tax burden is neutral between individual and
corporate taxpayers.

e Capital gains taxes: in some jurisdictions capital gains tax rates can vary depending
on how long assets were held before their disposal, the amount realized from their
disposal, the income of the taxpayer, and the type of asset that was sold. For
example, if the asset is held by the taxpayer for less than a year, the asset may be
regarded as a short-term asset and any gain taxed as ordinary income. However, if
the asset is held for a longer period, the asset may be categorized as a long-term
asset and a specific capital gains rate is applied to the gain.®® The rationale is to
differentiate between transactions entered for short-term profit and those made for
investment purposes.®®

However, as discussed above, imposing different tax rates for different forms of income
(either between capital and labor income, or within types of income from capital) can reduce
efficiency, horizontal equity and vertical equity.

Another consideration is whether the rate should be flat or progressive. A progressive rate is
preferred where the ability to pay increases such that the effect of taxation on spending
power decreases as income increases keeping in mind the nominal tax rate and overall tax
burden.

Some tax jurisdictions may have different tax rates based on the asset class (for example,
lower capital gains tax rates for the primary residence).

Technological advancements have made capital mobility more flexible, accelerating the
mobility of income from capital. The effect of tax rate on capital flight is therefore an
important consideration.

3.2.6 Economic double taxation

There are concerns that taxation of capital income can amount to economic double taxation.
This is a particular critique for the taxation of dividends. As the ultimate beneficial owners of
a corporation’s assets are individuals, if the income derived from shares or other rights in a
body corporate is taxed on individuals, capital income from those assets is, albeit indirectly,
already included in the tax base and should not also be taxed at the level of the corporation.
To resolve this issue some tax jurisdictions provide relief through their personal income tax,
for example, through underlying tax imputation systems.®’

3.2.7 Cross-border issues

International aspects of double taxation and possible treaty conflicts should also be
considered. In particular, double tax treaties can limit the rates of withholding on certain
items of capital income paid to non-residents (i.e., interest, dividends, and royalties). Double
tax treaties can also preclude the jurisdiction where an asset is located (other than

% For example, United States.
% See Box 5.
97 For example, Australia.
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immoveable property or interests in property rich entities) from charging capital gains tax in
respect of such an asset when disposed of by non-residents.’®

3.3 TAXES ON THE TRANSFER OF WEALTH

This section addresses the key policy design considerations for taxes on transfers of wealth,
i.e., gift taxes, inheritance and estate taxes. For an overview of the main characteristics of
these taxes, see section 2.3 (Taxes on the transfer of wealth).

Wealth transfer taxes vary in degrees of complexity. In designing a wealth transfer tax,
developing countries should be particularly mindful of challenges concerning the
administration and collection of the tax. See detailed discussion in Chapter 6 (Key
Considerations for the Effective Administration of Wealth Taxes).

3.3.1 In-scope taxpayers
(i) Individuals

For gift taxes, the common policy approach is to levy the tax on resident individuals. The
concept of residence generally follows that of the income tax law. Given that an inheritance
tax or estate tax covers an individual’s entire estate, accumulated over his lifetime, many tax
jurisdictions take a broader approach, going beyond the “mere” tax-year residence. It is
therefore common to see concepts such as citizenship or domicile in the inheritance tax and
estate tax laws of many tax jurisdictions.?®

For gift taxes and inheritances taxes, there is the question of whether to impose the tax
liability on the donor or donee. The common policy approach is to tax the donee / heir as the
recipient of the wealth.1°° However, there are some exceptions where tax jurisdictions
instead tax the donor.1%? It is also possible to provide for joint and several liability. Some tax
jurisdictions have structured their wealth transfer taxes so that joint and several liability
kicks in if the donee does not pay the tax within the statutory period.'%? There is also the
option of levying the tax on the donee while providing circumstances under which the
liability would shift to the donor.1%3 In scenarios where the gift tax is payable by the donee,
some tax jurisdictions provide that the donor may pay the tax without risk of this being
treated as an additional gift.1%4

From an administrative perspective, it is practical to tax the donor. This way, there would be
a single taxpayer, i.e., the donor, for the tax authorities to administer. Otherwise, there
would possibly be several taxpayers, particularly in instances where a single donor
bequeaths gifts to several donees. This would increase the complexity of monitoring,

%8 See for example in the context of offshore indirect transfers. Platform for Collaboration on Tax (2018). The
Taxation of Offshore Indirect Transfers — A Toolkit. Available from: https://www.imf.org/-
/media/Files/Miscellaneous/OIT.ashx

% For example, Chile (residence and domicile), Japan (nationality and domicile) and United Kingdom (domicile).
100 For example, Brazil, Chile and Venezuela.

101 For example, South Africa.

102 | bid.

103 For example, Brazil and the Republic of South Korea.

104 For example, France.
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administering and / or enforcing compliance from several taxpayers. This difficulty would be
compounded, where, for example, due to varying degrees of consanguinity or residency
status, each donee is subject to a different tax rate, or to different exemptions (see section
3.3.5 (Tax rates) and section 3.3.3 (Taxable base)).

In the context of estate taxes, the tax liability is imposed on the donor’s estate through its
executor or administrator. In some tax jurisdictions where the liability for the estate duty is
placed on the executors, the tax is ultimately borne by the heirs. 1% Although not a common
practice, a tax jurisdiction may levy both an estate tax and an inheritance tax.1%

A wealth transfer tax is typically not levied at a fiscal household level.
(ii) Corporations

Wealth transfer taxes are generally targeted at individuals. However, anti-avoidance rules
may target transfers involving companies. For example, an anti-avoidance rule may target
arrangements under which a closely held company makes a transfer that would have been
taxable under wealth transfer tax rules had it been made by the company’s shareholders.1%”

(iii) Trusts

Trusts often play a role in inheritance tax planning. Comprehensive wealth transfer tax
regimes tend to include tax rules governing, for example, the settling of trust assets, the
transfer of assets into a trust, the transfer of property from a trust to a beneficiary, as well as
rules governing excluded property trusts. Implementing and administering such rules may
pose significant challenges for developing countries.

(iv) Non-residents

, Extending the scope of a gift tax to cover gifts to and from a non-resident may lead to
administrative difficulties as multiple legal jurisdictions, institutions and laws are involved
and tax administrations lack enforcement capacity across borders. As a result, monitoring
and enforcing compliance in such cases can be complex and resource intensive depending
on the asset class that the gift falls under and whether or not there is a legal basis for
exchange of information in place and / or a withholding mechanism applies. Whereas
immovable property situated within the taxing jurisdiction or gifts involving money and / or
financial assets where there is a withholding mechanism in place are less complex, closely
held business and movable property are more complex.

As a result, many tax jurisdictions exclude offshore gifts from tax liability, except where they
consist of immovable property situated within the taxing jurisdiction or in case of money
transfers where the tax may be withheld.

See further information at section 6.3.4. (Information held by other jurisdictions) and section
6.3.6. (Beneficial ownership registers).

105 For example, South Africa.
106 For example, Denmark.
107 For example, United Kingdom.
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3.3.2 Taxable events

The taxable event is the inter vivos transfer, or the death, as the case may be. Questions
might arise as to when a transfer is treated as having been made or completed, for example,
when a transfer is made in instalments. It is important to clarify such issues. Further,
generally, certain assets cannot be legally transferred, whether by sale or by gift unless the
transfer has been registered or notarized. This could include immovable property and
shares. A possible policy option would be to align the tax rules with the existing regulatory
measures for the transfer of such assets. This would make the process easier to administer.

Where assets can be transferred without having to be registered or notarized, there are
considerable administrative difficulties in identifying transfers. In such cases, it is difficult for
tax administrations to define when a chargeable transfer has taken place. To address this,
some tax jurisdictions provide that such gifts must be registered for tax purposes.l®®
However, there may be difficulties in enforcing such a rule, for example, in proving that a
transfer has taken place, or in establishing the ownership of the purportedly transferred
property.

3.3.3 Taxable base

Most wealth transfer tax regimes provide a broad range of exemptions that generally fall
into three categories:

e exemptions that relate to the nature of the transfer;
e exemptions based on the relationship between the donor and the donee; and
e exemptions which relate to the type of asset transferred.

Exemptions that relate to the nature of the transfer generally include payments for the
maintenance and education of dependents, and gifts that can be classed as “normal
expenditure” out of the donor’s income. Also included in this category are gifts of certain
types of heritage property.

Exemptions based on the relationship between the donor and the donee could include
exemptions for certain wealth transfers to particular family members, for example, to a
spouse or civil partner, or to children who are below a certain age. Many jurisdictions
provide for a full exemption for gifts made to a spouse or civil partner. Some tax jurisdictions
may include certain conditions, for example, that the spouse or civil partner be resident or
domiciled in, or a citizen of, that tax jurisdiction. Exemptions within this category could also
include gifts to qualifying charitable, political, or religious organizations.

In the context of estate and inheritance taxes, excluded assets could include owner-occupied
residence, sometimes up to a certain size, life insurance, and qualifying businesses. The
latter may also include agricultural property and / or be linked with certain conditions, such
as the retention of the current number of full-time employees. The deceased’s personal
effects may also be excluded. Other policy objectives, such as business continuity, usufruct,
the deceased’s primary residence, and assets that form part of a set or collection may also
be considered.

108 For example, France and Luxembourg.
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Certain assets may also be deemed to be included in or excluded from the deceased’s
estate. A few examples of assets that could be deemed to be included within the estate are:

e insurance proceeds in respect of insurance taken out on the life of the deceased;%°
e property gifted inter vivos by the deceased within a short period before his death1*°
e property gifted inter vivos by the deceased, over which he reserved a benefit.!!?

The most common exclusions would be those assets that are deemed, under the law, to
belong to someone other than the deceased. For example, in common law countries,
property held under a “joint tenancy” would generally be excluded from the deceased’s
estate. According to the right of survivorship rules, the property is deemed to have
transferred to the surviving joint tenant through the operation of law.2

Tax jurisdictions do not ordinarily grant deductions for inter vivos gifts and gifts on death.
For estate taxes, common deductions include administrative expenses, particularly those
incurred in administering the deceased’s estate. Medical expenses related to the deceased’s
last illness, funeral expenses, qualifying debts and taxes may also be allowed. However, for
anti-avoidance reasons, the common approach is for this provision to be narrowly drawn
and / or to be granted in the form of a lump-sum deduction.

3.3.4 Thresholds

Tax-free thresholds are a common policy option for wealth transfer taxes. A compelling
policy approach for estate taxes is to establish a threshold that would exempt all but the
most affluent estates from taxation. Where thresholds are available for gift taxes and
inheritance taxes, these are commonly kept relatively low.

A wealth transfer tax regime could provide different thresholds depending on the degree of
consanguinity between the donor and donee.'® Some tax jurisdictions grant personal reliefs
with the relevant amount based on the degree of consanguinity.'** Others adopt a middle-
ground approach, disallowing allowances, but providing rebates, i.e., relief against the tax
liability, if certain conditions are met. 1

Thresholds could also be varied depending on the income level of the donee so that
wealthier heirs pay more inheritance tax compared to those with lower income levels. Such
an approach can help to implement a progressive taxation system where individuals with
higher financial resources contribute a larger share of their inheritance in taxes, while those
with lower income levels face relatively lower tax obligations. That said, it is extremely rare

109 For example, South Africa.

110 For example, United Kingdom and Venezuela.

111 For example, United Kingdom.

112 virden, Robert N. (1988). Joint Tenancy with Right of Survivorship (JTWROS) Accounts in Texas: Caveat
Depositor. TEX. BJ, 51, 455. Available from https://content.next.westlaw.com/practical-
law/document/Ic7669f727d0f11e598dc8b09b4f043e0/Joint-Tenancy-with-Right-of-Survivorship-
JTWROS?viewType=FullText&transitionType=Default&contextData=(sc.Default)

113 For example, Ireland. The capital acquisitions tax.

114 For example, Chile.

115 For example, Venezuela.
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for a tax jurisdiction to take an heir’s income into account while determining the applicable
thresholds.

There are some tax jurisdictions that have different inheritance and gift tax thresholds.!'®

Varying thresholds for different factors could introduce unnecessary complexity in the tax
system, which may not be justified by the potential tax revenue. Where there is limited
administrative capacity, particularly in developing countries, a wealth transfer tax policy with
multiple thresholds may not be ideal.

Tax jurisdictions may consider either a cumulative approach, or an annual approach to
thresholds.

An annual approach is common for gift taxes. For example, many tax jurisdictions provide for
an annual exemption which serves as a maximum tax-free threshold within which taxpayers
may give gifts free of tax. Some tax jurisdictions also provide a limited carry-forward of the
annual exemption, if not used in that year.!’

The cumulative approach involves looking back over a specified period and aggregating all of
the wealth transfers made within that period to determine if a threshold has been met. The
threshold can apply to the donor (i.e., all transfers made by one donor to any beneficiaries
are aggregated) or to the beneficiary (i.e., all transfers made to a particular beneficiary are
aggregated). The period for which the threshold applies could be, for example, the donor or
donee’s lifetime, or a prescribed number of years. Wealth transfers made during time
periods earlier than the prescribed threshold period are exempted from tax. Several tax
jurisdictions apply some form of cumulative approach.'® However, such approach can be
complex because it requires detailed record keeping of past time periods and may not be
appropriate for developing countries.

The mechanism and the frequency for updating thresholds in line with inflation (including
the possible use of “tax units” rather than currency figures to determine thresholds!*®)
should also be considered.

3.3.5 Taxrates

A policy approach which is commonly applied in terms of determining tax rates is varying
them depending on the degree of consanguinity between the donor / deceased and the
donee / heir. This is a common approach in Latin American countries.'?°

An alternative approach involves setting progressive tax rates, with no variation in
consideration of the degree of consanguinity. This is a less complex approach and has been
applied in some countries.*?!

116 For example, Italy, Poland and Thailand.

117 For example, United Kingdom. Permits a one-year carry-forward of the annual exemption.

118 For example, Chile, France, Germany and United Kingdom.

119 1n December 2006, the Colombian government approved a reform of the Colombian tax system which
incorporated the “tax unit” to measure the different limits and thresholds originally set in absolute numbers,
adjusted every year by decree. For FY 2023, the value of each tax unit is equivalent to 42,412 Colombian pesos.
120 For example, Bolivia, Chile, Guatemala and Venezuela.

121 For example, Turkey.
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Alternatively, the two approaches may be combined in a "double-progressive system” that
varies tax rates both with regard to the value of the wealth transfer and the respect to the
degree of consanguinity.'?? It is also common to see flat rates for estate taxes.'??

As an anti-avoidance measure, an increased tax rate, known as a generation-skipping
transfer tax (GSTT), could apply to a generation-skipping transfer. A GSTT is a tax on gifts and
bequests that are made to grandchildren or other descendants that skip at least one
generation, or to an unrelated person.'?* The tax is designed to prevent wealthy individuals
from avoiding estate taxes by transferring their assets to younger generations. The Republic
of South Korea has adopted this approach.

3.3.6 Economic double taxation

A tax jurisdiction could end up taxing a particular inheritance more than once. This could
happen when, following the initial taxable event, the heir, who has already been taxed on
the inheritance, passes away, thereby transferring the inherited assets to someone else, who
then becomes subject to additional inheritance taxation on those assets. A common policy
approach is to grant relief from such double taxation if there has been more than one
inheritance of the same asset or assets within a prescribed period.?®

3.3.7 Cross-border issues

Save for cases where the gift is of real property situated within the tax jurisdiction, many
jurisdictions exclude non-residents from the scope of their gift tax regimes. As such, many
gift tax regimes are largely territorial regimes. The result is a lower incidence of double
taxation. Even so, the possibility of international double taxation could arise, for example,
where there has been a gift of immovable property. To resolve this issue, several countries
that levy a gift tax or inheritance tax have entered tax treaties to relieve double taxation on
transfers of wealth.'2® Such treaties are relatively few when compared to the number of
income and capital tax treaties across the world. Other countries provide unilateral relief
from double taxation'?’. This is by no means universal.'?® Where unilateral relief is granted,
tax jurisdictions tend to adopt the ordinary credit method by providing a tax credit to offset
the tax liability that has been incurred in the other jurisdiction.

3.3.8 Interaction between wealth transfer taxes and other legal regimes

For a wealth transfer tax regime to operate effectively, it must be well coordinated with
other domestic laws, including those beyond the tax realm. Generally, the following can be
considered:

122 For example, Germany.

123 For example, in the Philippines, which levies a flat rate of 6%.

124 powell, Mark (2009). The Generation-Skipping Transfer Tax: A Quick Guide. Journal of Accountancy.
Available from https://www.journalofaccountancy.com/issues/2009/oct/20091804.html

125 For example, United Kingdom and Venezuela.

126 For example, Denmark, Finland, France, Germany, Ireland and United Kingdom.

127 For example, the Philippines.

128 For example, Brazil and Guatemala.
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- Rules on succession, including forced heirship and intestacy as these laws may provide
that a prescribed portion of the estate may be reserved for certain classes of surviving
relatives;?°

- Rules on property holding as these laws may include rules on joint tenancy and tenancy in
common law countries;

- Rules on trusts and usufruct as these laws generally provide for different types of
ownership and interests, e.g., legal ownership, equitable ownership, interests in
possession, interests in remainder, etc.;

- Rules governing probate, executorship and administration as these rules influence how
the duties of the executor and administrator under estate tax laws are aligned with its
general legal regime for such matters.

3.4 RECURRENT TAXES ON IMMOVABLE PROPERTY

This section addresses the key policy design considerations for recurrent taxes on
immovable property. For an overview of the main characteristics of these taxes, see section
2.4.1 (Recurrent taxes on immovable property).

Whilst recurrent taxes on immovable property are most commonly levied by subnational
bodies, the key design issues of recurrent taxes on immovable property discussed in this
section would apply equally to any equivalent federal level tax.

3.4.1 In-scope taxpayers

The liability for recurrent taxes on immovable property is usually levied on the occupier of
the property (either individuals or corporations), with liability reverting to the owner of the
property in the case of unoccupied property.

3.4.2 Taxable events

Most recurrent taxes on immoveable property are levied periodically at a fixed point in time,
for example quarterly or annually.

3.4.3 Taxable base

Typically, recurrent taxes on immovable property have a broad tax base. All types and
categories of land use are taxed, and exemptions are minimal. This gives governments the
latitude to maximize tax revenues while minimizing allocative distortions. There may be
certain exemptions for where the land belongs to diplomatic missions, certain religious
organizations or municipal authorities.!3°

Recurrent taxes on immovable property can be assessed either based on:

129 For example, Belgium, Denmark, Finland, France, Greece, Portugal, and Spain.

130 For example, Estonia, where according to the Land Tax Act (Maamaksuseadus), the general tax rate is
established by the municipal council and varies between 0.1% and 2.5% of the taxable value of the land. The
tax rate for arable land and natural grassland varies between 0.1% and 2.0% of the taxable value of the land.
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e the purpose of use, for example, residential and business property, rental or owner-
occupied property; or

e the taxed items, for example, land and construction.3!

All developed countries and many developing countries levy taxes on both residential and

business properties. While most tax jurisdictions have a single integrated property tax that

applies to residential and business property, there are some exceptions.’*? In most tax

jurisdictions, both owner-occupied and rental houses are taxed. 133 This reduces distortions

in economic behavior.

In most tax jurisdictions, both land and buildings are taxed. There are, however, a few tax
jurisdictions that feature a pure land tax. In other tax jurisdictions, tax is collected on
property deemed by the law to be immovable property, for example, buildings, construction
and fixtures other than land, excluding unfinished construction works. 134

Tax reliefs are an important tool to improve the progressivity of the property tax system and
reduce the liquidity problem of asset-rich but income-poor households. A wide range of
reliefs are granted across tax jurisdictions for varied policy objectives. For example, many tax
jurisdictions have introduced housing exemptions up to a certain threshold to incentivize
investment in home ownership. In several tax jurisdictions, special treatment is given to
agricultural land and property but generally within limits3°, for example, on threshold
cadastral values or up to a certain extent.3® Tax reliefs and exemptions are also commonly
granted to support business property.3’

Agricultural land is excluded from the tax base in some developed as well as many
developing countries. The objective of excluding farmlands from the tax base is to protect
them from conversion to urban use. A full exemption is however not the only instrument
that can be applied to this end. An alternative that is applied in some tax jurisdictions is to
assign a smaller cadastral value to agricultural lands relative to other types of land, such as
urban land, to reflect its value in current use, which leads to a reduction of the tax
obligation.13®

Preferential tax treatment of agricultural land might however not be the most efficient way
to protect farmland considering that land use planning and transport policies tend to have a
greater influence on land use decisions.’> Research has uncovered that differential tax

131 OECD (2021). Making Property Tax Reform Happen in China: A Review of Property Tax Design and Reform
Experiences in OECD Countries. OECD Fiscal Federalism Studies. OECD Publishing, Paris. Available from
https://doi.org/10.1787/bd0fbae3-en.

132 For example, Australia, Belgium, Ireland, United Kingdom and China.

133 Although some countries, for example Lithuania, levy recurrent property taxes tax owner-occupied
properties only.

134 For example, Lithuania, where, as per articles 3 and 4 of the Real Estate Tax (Nekilnojamojo turto mokestis -
NTMYJ), individuals pay immovable property tax at 0.5 to 2 % of the value of the property, subject to a minimum
threshold of EUR 150,000. Available from https://finmin.Irv.It/en/competence-areas/taxation/main-taxes/real-
estate-tax

135 For example, France, Finland, Chile and Uruguay.

136 For example, Czech Republic where newly recultivated lands, not forests, are exempt for 5 years and / or
newly cultivated forests for 25 years.

137 For example, Denmark.

138 For example, Canada and New Zealand.

139 Brandt, N. (2014). Greening the Property Tax. OECD Working Papers on Fiscal Federalism, No. 17. OECD
Publishing, Paris. Available from https://doi.org/10.1787/5iz5pzw9mwzn-en.
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treatment in favor of agricultural over urban land is often insufficient to offset the
significantly higher prices that the land could command if it were converted to urban land.'#°
Moreover, the favorable treatment of rural land can encourage speculation on the outskirts
of urban areas, which has the potential to drive up urban land prices.?*! It is therefore
unclear whether, overall, reliefs and exemptions are beneficial.'4?

Taxes on immoveable property can also be designed to support other policy objectives by
promoting certain activities, including efficient land use, the reduction of urban sprawl, and
the management and development of infrastructure. They can also be used to capture land
value, stabilize residential property prices,’*® and incentivize new construction or climate-
friendly improvements.4

Any reliefs should be well targeted and monitored, since they may introduce distortions, for
example, on land-use decisions, increasing inequalities and generating revenue losses that
could result in the levying of higher taxes for other taxpayers to compensate for the revenue
shortfall. When considering whether to implement recurrent taxes on immoveable property
which are designed to support policy objectives other than revenue raising, it is important to
remember that to promote growth the best design would imply a wide tax base and low tax
rates. Though this may, within limits, differ across regions, it is important to maximize
revenue while minimizing allocative distortions.

Box 7: Recurrent taxes on immovable property and (non-revenue) policy objectives

Capturing land value

As the urban population is growing, so is the public demand for sustainable
infrastructure development, such as quality mass transit systems, affordable housing,
and other public services. However, local governments in many developing cities are
constrained by limited resources to carry out the necessary public investment.
Simultaneously, the prices of land and properties are rising due to the growth of urban
populations, which creates increased demand for land resources.

Property owners, particularly those who are passive beneficiaries in terms of rising
property values are becoming effortlessly richer. This is the so-called “getting richer
while sleeping” effect.14

One of the mechanisms to capture land value is through the taxation system, either
through taxes on rental income, sales and recurrent property taxes, or through special
levies and charges enacted for one-off purposes (such as immovable property transfer
taxes). Recurrent property taxes are widely regarded as having the greatest potential to

140 Maurer, R. & Paugam, A. (2000). Reform toward ad valorem property tax in transition economies: fiscal and
land use benefits.

141 5lack, E. (2012). The politics of the property tax. A primer on property tax: Administration and policy.
Chichester: John Wiley & Sons. Available from http://dx.doi.org/10.1002/9781118454343.ch3.

142 Klemm, A. (2010). Causes, benefits and risks of business tax incentives. International Tax and Public Finance.
IMF Working Paper WP/09/21. Available from https://www.imf.org/external/pubs/ft/wp/2009/wp0921.pdf
143 See further at Box 7 (Recurrent taxes on immovable property and (non-revenue) policy objectives).

144 OECD (2021). Making Property Tax Reform Happen in China: A Review of Property Tax Design and Reform
Experiences in OECD Countries. OECD Fiscal Federalism Studies. OECD Publishing, Paris. Available from
https://doi.org/10.1787/bd0fbae3-en.

145 salm, M. (2017). Property taxes within the BRICS states. Property Tax in BRICS Megacities: Local
Government Financing and Financial Sustainability, 41-185.
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capture, at least in part, increases in property values as these are reflected in the tax
base, resulting in a corresponding higher tax liability for high-valued property owners.

Promoting efficient use of land

Property taxes can also be used to influence land use patterns, as a part of a broader
range of measures that comprise countries' land use plans by adding costs or providing
incentives to develop land.

In general, property taxes increase the costs of holding land or keeping property vacant
and underutilized, providing an incentive to owners to generate income from the land to
recover the costs associated with the tax. This is particularly true if market price
valuation is used as compared, for example, to area-based taxation.

Property development becomes more attractive, particularly in areas where land values,
and hence taxes, are high. A tax purely on land value, or a split-rate system, i.e., that
applies a higher tax rate to the land-component than the construction-component of the
property value, could further incentivize efficient land use by encouraging investment in
capital improvements. However, separating the valuation of land and construction is
administratively challenging.

Most countries include policies in their property tax regime that incentivize certain land
use goals:

- low rates or exemptions for farmland and forests to prevent conversion to urban
development.

- taxing undeveloped land (zoned for construction, not farmland or forest) at higher
rates than construction, thus promoting new developments to reduce the incidence
of taxation; or

- levying impact or development fees to make new residents internalize the cost of
new developments.

- promote investments in energy efficiency or renewable energy through property tax
rebates and exemptions.

Stabilizing the prices of houses

Property taxes can be used to dampen volatility and rapid rises in house prices. Property
valuations take into account property taxes when determining the market value of a
house.'#¢ As house prices rise, property taxes should also rise, acting as an automatic,
countercyclical, stabilizer on the housing market.'#’” The effectiveness of property taxes
in acting as a brake on rising house prices depends on the frequency of reassessments of
property values for the purposes of property taxes. The more frequent the
reassessments, the more closely the valuations which determine the tax base will reflect

146 The net present value of a house is given by: (i) the discounted stream of cash-flow (rents) or services
(imputed rent); less (ii) maintenance costs and property taxes. As house prices rise, property taxes will

represent an increasing share of rents, thereby reducing the net present value and counteracting further house

price appreciation. See Blochliger, H. (2015). OECD Economics Department Working Papers No.

1205. Reforming the Tax on Immovable Property: Taking Care of the Unloved. Available at Reforming the Tax
on Immovable Property (oecd.org)

147 OECD (2016). Fiscal Federalism 2016: Making Decentralization Work. OECD Publishing, Paris. Chapter 3.
Reforming the tax on immovable property. Available from https://www.oecd.org/publications/fiscal-
federalism-2016-9789264254053-en.htm
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any increase in market value, and the more accurate the stabilization effects.

Some tax jurisdictions allow an immovable property tax deduction for income tax
purposes.4®

Box 8: Recent reforms on recurrent immovable property taxes in countries

In Chile, a progressive surcharge applies to taxpayers whose combined real estate fiscal
value in Chile exceeds CLP 400 million (approx. USS 500,000) regardless of tax residency.
The surcharge rate increases from 0.075% to 0.15% and 0.275% as the property
increases in value. This tax entered into force on 1 April 2020 and is cumulated with the
ordinary real estate tax, payable quarterly.

Lithuania has reduced the tax-exempt threshold for non-commercial property from EUR
220,000 to EUR 150,000 (Approx. USS 250,000 to USS 170,000). Furthermore, the
minimum tax rates for immovable commercial property have been increased from 0.3%
to 0.5% of the property value.}*®

By precisely defining the scope of tax within the legislation, recurrent taxes on immovable
property can be retained and applied to a wide tax base.™ This is because tax bases that are
covered in enduring legislation are more resistant to political pressures that may seek to
benefit select groups of taxpayers. In addition, the clearer the definition of the tax scope, the
less room there is for changes because of judicial interpretation or administrative regulation.

3.4.4 Thresholds

Many tax jurisdictions have introduced exemptions from recurrent property taxes for
residential housing up to a certain threshold to make the system progressive and to
incentivize investment in home ownership. As discussed above, in several countries, special
treatment is given to agricultural land and property within limits®>%, for example, on
threshold cadastral values or up to a certain extent.!>?

3.4.5 Taxrates

There are arguments in favor of both uniformity of tax rates and differential rates and there
is empirical evidence of both options in different tax jurisdictions.’®®> On the one hand,

148 For example, Costa Rica, Colombia and Greece.

1499 OECD (2021). Making Property Tax Reform Happen in China: A Review of Property Tax Design and Reform
Experiences in OECD Countries. OECD Fiscal Federalism Studies. OECD Publishing, Paris. Available from
https://doi.org/10.1787/bd0fbae3-en.

150 plimmer, F. (2012). Legal Issues in Property Tax: Administration and Policy. In McCluskey, J. et al. (2012). A
Primer on Property Tax. Blackwell Publishing.

151 For example, France, Finland, Chile and Uruguay.

152 For example, Czech Republic where newly recultivated lands, not forests, are exempt for 5 years and / or
newly cultivated forests for 25 years.

153 McCluskey, J. et al. (2012). A Primer on Property Tax. Blackwell Publishing.
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uniformity increases transparency, reduces complexity and corresponding administrative
and compliance costs, minimizes distortions on land-use decisions, and reduces incentives
for tax avoidance. On the other, non-uniform tax rates can be used to foster development
and economic objectives. Rate differentials can also be used to provide progressivity to the
tax, increasing with asset values, which are estimated to correlate with taxpayers’ ability to

pay.

Tax rates may vary in different way