France: Sarkozy abolishes inheritance taxes for surviving spouses
Economic revolution gathers steam in France as the tax system is radically overhauled
by Edward Reed

Introduction
On 1 August 2007, the French Parliament officially approved the draft Law on Work, Employment and Spending Power (known in France as “le projet de loi pour le travail, l’emploi, et le pouvoir d’achat” or colloquially “paquet fiscal”). The law was passed in the Assemblée Nationale (lower house) by 169 votes to 68 at the end of July after all-night debates and then in the Sénat (upper house) by a show of hands.

The new measures are driven by the desire of President Nicolas Sarkozy to “break with the ideas, values and ways of the past”; they encompass far-reaching changes to the laws affecting personal taxation and the labour market. A bold assertion of the new president’s political agenda, they represent the first major step in fulfilling Mr Sarkozy’s campaign pledges to boost the economy, encourage enterprise, and increase spending power.

In particular, the overhaul of the tax system is designed to reverse the perceived exodus of wealth from France in favour of the more benign tax regimes found in certain other European jurisdictions, such as the UK and Belgium. On presenting the bill in parliament, the Finance and Economy Minister, Christine Lagarde, told lawmakers that “all you have to do is go to the Gare du Nord on Friday night to the Eurostar and Thalys arrivals to understand that those French bankers who have gone to work in the City, those tax exiles in Belgium, want one thing: to come back to France”. It is in an attempt to stem this flow of wealth away from France and redress the balance between France and its competitors, that Mr Sarkozy’s government has launched the following package of reforms.

Inheritance tax
The French civil code favours inheritance by spouses and close blood relatives, particularly children. Accordingly, the inheritance tax treatment of an individual’s estate on death (and of gifts made during his lifetime) has traditionally been determined by the nature of the relationship between the deceased or donor and the heir or donee. The size of the various exemptions available and the level of the (graduated) rates of tax applicable are personal to the recipient heir or donee and vary according to the closeness of that relationship: blood relatives and spouses do best, non-relatives worst. The principle underlying this system has been retained following the President’s reforms; however, the tax rates and exemptions have become significantly more generous. The government estimates that, as a result of the changes, 95% of French estates will now be exempt from inheritance tax altogether.

Lifetime gifts
The exemptions applicable to lifetime gifts between spouses and people in a civil solidarity pact (PACSés) have been aligned, so that in both cases gifts not exceeding 76,000 euros can be made free of tax. Lifetime gifts in excess of that amount remain taxable on a sliding scale from 5% on the first 7,600 euros to 40% on assets over 1,700,000 euros.

Outright gifts of cash up to a maximum of 20,000 euros made by a person under 65 to an adult child, grandchild, great-grandchild or (failing that) nephew or niece, can now be made free of inheritance/gift tax. This exemption is in addition to the existing exemptions on lifetime gifts of 150,000 euros for children, 30,000 euros for grandchildren, and 5,000 euros for great-grandchildren, nieces and nephews.

As under the old system, gifts made within 10 years of death are brought notionally back into the deceased’s estate for the purposes of calculating inheritance tax (effectively the tax on those gifts is sometimes merely deferred until death). Cash gifts qualifying for the new 20,000 euro exemption, however, are not clawed back under this rule. Furthermore, the increased exemption for cash gifts applies retrospectively to estates the administration of which has not yet been completed.

Inheritances – spouses given a big boost, children not far behind
Previously, limited personal exemptions from inheritance tax applied for assets passing on death between spouses or PACSés (76,000 euros and 57,000 euros respectively) and to your children (50,000 euros in respect of each child). These exemptions were in addition to a ‘global’ exemption of 50,000 euros, which was split between the surviving spouse (or PACSé) and children.

Under the new regime, the global exemption has been scrapped but the individual exemptions have been significantly increased:

· there is now a complete exemption from inheritance tax on assets passing between spouses and PACSés on death;

· the exemption for children has been tripled to 150,000 euros per child; and

· the exemption for assets passing between brothers and sisters has been tripled to 15,000 euros.

The effect of these changes is best illustrated by an example. The following calculations are based on a married couple with two children and a combined estate of 800,000 euros (roughly £550,000). They assume that the husband dies first and his share of the couple’s assets (400,000 euros) is split between his wife (say, 100,000 euros) and the two children (say, 150,000 euros each).

Under the old rules, the first 76,000 euros passing to the wife and the first 50,000 euros passing to each of the children would have been free of inheritance tax. A further 50,000 euros would escape tax under the global exemption (split between the wife and the two children), creating a total tax-free sum of 226,000 euros. The balance of 174,000 euros would have been taxable on the sliding scale, leaving a total tax bill of around 30,000 euros. The wife’s estate of 500,000 euros (being her 400,000 share plus the 100,000 received from her husband) would then have been subject to tax on her death. Assuming everything was left to the children, the children would again benefit from their personal exemptions and the global exemption, leaving a taxable estate of 350,000 taxable on the sliding scale (giving rise to a tax bill of around 60,000 euros).

Under the new rules, no inheritance tax will be payable on the part of the estate that passes to the surviving spouse. The 150,000 euros passing to each of the children will also be covered by their personal exemptions, with the result that no tax at all will be payable on the death of the first spouse. Of the wife’s estate of 500,000 euros, only 200,000 euros will be taxable (after deduction of the children’s new exemptions), on which approximately 37,000 euros tax will be payable.

Clearly, the new rules could lead to significant tax savings: in this example, the total tax bill for the couple’s combined estates under the old rules would have been around 90,000 euros; under the new system the total tax payable will be closer to 37,000 euros. Inevitably, the savings become more acute the more children there are.

The introduction of a full spouse exemption is a major step and introduces the possibility of a married couple avoiding inheritance tax altogether on the first death, deferring tax on their combined estates until the second death. Conveniently for UK taxpayers with a property or assets in France, this now more closely mirrors the inheritance tax position in the UK. In addition, it opens up the opportunity for further tax savings by passing assets directly to the children on the first death (the purpose being to make use of the exemptions for children as well as the spouse exemption) – a tax planning technique which is already widely used in the UK.

However, the obvious conclusion for large estates that assets passed to the children up to their personal exempt bands (but no more) avoid tax altogether on the first death (which ought to be cheaper), misses the point that they then lose out on the benefit of the lower rates of taxation on the graduated or sliding scale on the first death. This raises the potential tax when the bulk of assets is distributed to the children on the second death: more of the assets passing to the children at that point will instead be taxed at the top rate of 40% if they exceed the higher rate threshold (currently 1,700,000 euros). For wealthier families, therefore, it will usually be more tax-efficient to pass additional assets to the children on the death of the first spouse, up to the 40% threshold, so that the lower bands are used up.

Further enhancement of the newly-introduced direct tax ceiling
The so-called “bouclier fiscal” or “fiscal shield” was initially introduced on 1 January 2007 by President Chirac. The measure placed a cap or ceiling on the amount of direct taxes (including income tax, wealth tax (ISF), and land and property taxes) payable by an individual taxpayer or spouses. When the bouclier fiscal was introduced, the cap was set at 60% of annual earnings.

Under Sarkozy’s reforms, the ceiling has been brought down to 50%. Significantly, social security contributions (“CSG” and “CRDS”) - long seen as one of the most oppressive features of the French tax system - are now included in the equation. As before, the taxpayer is entitled to claim a rebate of any tax paid in excess of the capped amount. The reduced rate will come into effect from 1 January 2008, but, as the measure operates retrospectively, taxpayers will be able to reclaim additional tax paid going back to 1 January 2007.

The potential tax savings as a result of the tightening of the bouclier fiscal are significant. In the case of a married couple with two children and an annual household income of 100,000 euros, the direct taxes payable could be up to as much as 76,000 euros. Under the new rules, the couple would be entitled to claim a tax rebate of 26,000 euros.

Some limited tax reliefs for homeowners
Unlike the UK, France has not traditionally been a nation of homeowners. Currently, only around 56% of French people own their own home, in contrast to the European average of around 75%. In an attempt to incentivise home ownership, Mr Sarkozy’s reforms will offer French taxpayers income tax relief for interest paid on their mortgage payments. The relief is limited to your primary residence and applies during the first five years of the loan.

Both existing and new mortgages qualify for relief; however relief cannot be claimed in relation to historic payments. The annual amount of interest in respect of which relief can be claimed is capped at 3,750 euros for a single person and 7,500 euros for a couple. For a couple with children, this is increased by an additional 500 euros per child (or 250 euros per child in the case of a single parent). Where the amount of the interest payments falls within these limits, the tax credit received will be equivalent to 20% of the amount of the annual interest paid.

In a parallel move which in part recognises a strong prime property market, the relief for wealth tax attributable to the value of your primary residence has been increased by 50%. Whereas previously wealth tax was calculated on an amount equal to 80% of the market value of your home (i.e. a 20% relief), from January 2008 tax will only be payable on 70% of the value (a 30% relief).

Tax relief on investments in small and medium-sized enterprises and donations to organisations providing a public benefit
In order to encourage investment in small businesses (seen by Sarkozy’s government as a key to France’s economic growth), investors will now be able to offset 75% of amounts invested in qualifying companies against their liability to wealth tax: the relief is capped at a maximum of 50,000 euros. Similarly, 75% of the amount of any donations to organisations which are deemed to provide a public benefit (the loose equivalent in France of a charity) will now deductible for wealth tax purposes up to a maximum of a further 50,000 euros. These reliefs are due to come into effect on 20 June 2007 and will operate in respect of wealth tax payable from 1 January 2008.

Tax relief on overtime
“Le travail est un trésor”, declared the Finance Minister citing the famed 17th-century author of the Fables, Jean de la Fontaine, as she presented the government’s reform package, in a pointed reference to the tale of the dying farmer who told his idle sons that there was a treasure buried in his fields, thereby prompting them to plough their way to success.

In a move to deregulate the labour market, employers will benefit from lower social security contributions in respect of overtime hours (social security contributions are extremely high in France and are frequently cited as a brake on recruitment). Employees, meanwhile, will also benefit from a reduced rate of social security contributions on overtime hours, which in addition will be completely exempt from income tax. It is hoped that these incentives, which are due to take effect on 1 October 2007, will encourage employers to offer, and employees to work, overtime hours in order to boost productivity and increase spending power.

Income tax breaks for student workers
New rules are being introduced to encourage students to undertake holiday work to finance their studies. Previously, students aged 21 or under who undertook casual work during their school or university holidays were exempted from income tax to the extent that their annual earnings did not exceed an amount equal to twice the monthly minimum wage. This exemption has now been extended to cover all forms of employment (the idea being to encourage students to gain professional work experience), while the upper age limit has been raised to 25 and the amount of the annual exemption increased to three times the monthly minimum wage. The cost to the exchequer is estimated at no more than 30 million euros.

Regulation of bonuses paid to departing company bosses
Until now, the payment of bonuses to departing company executives (known as “golden parachutes”) has not been subject to any specific regulatory control. The new legislation seeks to put an end to automatic bonuses in favour of performance-related bonuses. Bonuses are now only payable where conditions of performance have been clearly stated at the outset and have been met by the executive receiving the bonus. Existing contracts where no such conditions have been stipulated must be brought into line within 18 months of the new legislation coming into force.

To increase transparency, the board of directors must make available to the public both the resolution authorising the company to enter into a contract for the payment of a performance-related bonus and (prior to payment of the bonus) the resolution confirming that the necessary performance-related conditions have been satisfied.

Opposition to the reforms
France is a country steeped in revolution and bureaucracy. Sarkozy faces one final hurdle before his reforms can be put into action. Socialist party MPs, having failed to block the passage of the bill, immediately appealed against it to the Constitutional Council, which has until 2 September 2007 to rule on the appeal. The effect will be to delay the official publication of the bill as law and its entry into force until the Council has had its say. The deputés’ complaints arise on a number of fronts. Their main objections are:

· that the measures which relax the rules on overtime will be discriminatory, open to abuse and risk restricting the job market by discouraging employers from taking on extra staff;

· that the direct tax ceiling of 50% of gross income violates the principle that all taxpayers should be equally subject to the law; in effect, they complain that the measure favours only those on the highest rates of tax and national insurance and is equivalent to neutralising wealth tax by the back door;

· that the introduction of wealth tax relief for business property investment, contributing as it does to the future profit of the investor (in the form of income and gains) is objectionable; they call into question the reality of any associated commercial risk which might justify the relief.

Conclusion
The president intended his package of reforms to create an economic shock and stimulate growth. The reforms have certainly created a political shock and brought down on his head severe criticism from the European finance ministers: they contend he risks destabilising the euro by measures which are bound in the short term to take his budget deficit outside the permitted parameters.

While some of the domestic rhetoric adopted by the French government to promote the reforms may be borrowed from the past, the language of personal advancement and individual wealth is new and comes from abroad. In substance too, the new legislation represents a symbolic and deliberate shift in approach – in the direction dare one say it of the much-demonised “Anglo-Saxon model”. For many, especially those on the political left, the changes are unsettling. For Nicolas Sarkozy and his government, they are essential if France is to compete economically with the rest of Europe and attract wealthy individuals to France.   Whether the reforms are successful in realising those objectives remains to be seen.

At the same time, however, as setting the political tone for the new presidency, these far-reaching reforms, which come hot on the heels of some big changes in January 2007 to the strict inheritance rules, will be felt by individual taxpayers normally resident outside France. For an English investor in France – and there are many in the second home sector – it is time for a re-assessment of tax and estate planning.
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