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Submission

Introduction

Consider this: the income tax act in 1936 comprised 236 pages of legislation.  Today, in 2003, the equivalent income tax legislation comprises well over 5,000 pages.  In Victoria, in 1936 the authority to raise local government rates, The Local Government Act, had a mere two pages devoted to the raising of rates in 1936.  In 2003 it has the same two pages.  

If we accept that both pieces of legislation had essentially the same job to do in 1936 as in 2003, then something is very wrong with our income tax system.  The reason is simple and obvious; the obligation to pay local government rates attaches to the current owner of the property, and that’s all there is to it.  There are no cohorts of experts out there angling to manipulate, distort or avoid the rates obligation.  It cannot happen because the rates obligation crystallizes on the fact of ownership.  

With income tax the story is vastly different, we have tens of thousands, possibly over 100,000, tertiary qualified people who dedicate a substantial part of their working life to managing the tax burden including shifting it from one set of shoulders onto another.  This is the tax industry.  

The challenge for government and administrators is how to apply the efficiencies of systems such as the local government rates system to the income tax system.  It can be done and this submission will outline two proposals for doing this or at least in moving along this path.  The first and theoretical proposal will suggest a fundamental change in the way income is taxed, and the second is only a modification to the way corporations are presently taxed.  

Before I introduce my proposals let me first outline why I believe that our income tax system is failing.  Many people believe that the 5,000 pages or so of the income tax acts play a significant part in the determination of income for tax purposes.  This is not at all true.  It is the accounting standards and accounting policies and principles that are largely responsible for this.  The legislation only plays its part at the margins.  

The role of accounting standards is obvious in all business tax returns where the starting point is invariably, 'net profit as per accounts'.  If this is the case then, why are accounting considerations largely ignored in the structure and amendment of our tax system?  Why indeed.  

It is this difference between ‘accounting profits’ and ‘taxable income’ that is one of the major cracks in our tax system that fosters tax avoidance.  Another crack is the adoption by our system of the ‘legal’ entity rather than the ‘economic’ entity as the tax subject.  In taxing the legal entity our system provides scope for uneconomic dealings between related tax entities.  There are tax reform proposals in progress for partly addressing this issue.

Over the years Parliament has been attempting to deal with legal challenges thrown up by taxpayers with purely legal solutions.  Such solutions have only provided a larger playing field for taxpayers and their legal advisors.  In retrospect, a wiser and more successful approach might have been to meet such legal challenges to our tax system with ‘economic’ solutions. 

Thus, a simpler and more effective approach to combating the so called ‘legal’ tax avoidance schemes of the past would have been to allow the Commissioner, in given circumstances, to treat one or more taxpayers as one for the purpose of determining a collective tax liability.  In doing this only genuine commercial transactions of the combination of these taxpayers with the outside world would be recognised for tax purposes.  The only input allowed from such taxpayers would be the manner in which this collective tax liability was to be allocated between them.  My first proposal is to suggest a similar ‘economic’ solution to the Gordian knot of the present income tax system.

First Proposal:

The Substitution of the Present Income Tax System with a Combination of a Net Worth Tax and an Enhanced GST

While the quantum of income for income tax purposes can be obtained using either of two methods, the income tax legislation has adopted only one of these.  Thus a taxpayer will be obliged to report all specific instances of salary and wages income, all interest and dividend income, all profits from profit making undertakings and so on.  Against this he will be allowed certain deductions that have been incurred in gaining or producing this income.  The net amount of income (also minus concessional deductions) will become the taxable income on which tax will be applied on a sliding scale.  That, very generally, is the process that is employed in taxing the majority of taxpayers under the current tax regime.

The exact same taxable income figure as calculated under the first method can be obtained using the second method, also known as the ‘economic’ method.  Under this method no regard at all is had to the specific instances of income or expenses, (i.e., salary, interest, dividends, or deductions etc).  What is looked at is the effect that that income and that expenditure have on assets and liabilities of a taxpayer in a given period.  A taxpayer with say $100,000 of specific net income earned from traditional sources during a period can do only two things with that money: he can either increase his net assets (by investing in new capital items or by reducing a liability), or he can spend it.  Thus if the change in a taxpayer’s net asset position is known between the start and end of a year and his private expenditure is known then his taxable income can be calculated, to the dollar.  This method has long been used in tax audits where records are unreliable or non-existent.  

If we can suppose that the above taxpayer had failed to lodge his return and it was not possible to determine his income through the normal means, a taxation auditor might still determine his exact income using the ‘economic’ method.  An audit may show, for example, that during the course of the year our taxpayer had, using the resources available to him, reduced his mortgage by $20,000 and had purchased a car for $20,000.  Further research may reveal that $60,000 was spent on sundry living expenditure.  The summary of the audit would show, using historical data, an increase in net assets of $40,000 plus private consumption expenditure of $60,000, making an overall income total of $100,000.

The economic approach to income determination can be summarized with the formula:

Change in Net Assets  +  Private Consumption Expenditure  =  Income
Using this formula it would be technically possible to subject the same income dollars to tax as is being taxed under the current system.  To do this the Private Consumption Expenditure component would be taxed via a GST and the Change in Net Assets component would be taxed with a Net Worth Tax.  The taxation levied under these two taxes would be made to equal that collected under the current system.  With these two taxes in place the Income Tax Act would be redundant, as the income previously taxed under it would now be taxed under a different arrangement.

It should be noted that the present system, which combines an income tax and a GST, is technically repugnant because it is taxing one income component twice.  Thus income, which is destined for private consumption, is currently being taxed on derivation through the PAYG system and again when it is spent, through the GST system.  This double taxation was only temporarily abated through the tax relief provided on its introduction.

A pure ‘economic’ approach is probably not feasible and some practical abridgement of the concept would be necessary.  Thus it may not be practical to monitor and tax all ‘Changes in Net Assets’; rather, some part of Net Assets might have to be deemed to be subject to tax.

The replacement of the present income tax system with an enhanced GST coupled with a Net Worth Tax would generate very significant benefits for the Australian economy.  At the same time it is recognised that there would be considerable, if not insuperable, political hurdles to overcome but this should not prevent the benefits from being examined and fully assessed.




GST/Net Worth Tax System – Observations

.
Under the Net Worth Tax would have a practical commencement threshold, say $300,000.  This would include a notional exemption for the family home.  Below this figure a taxpayer would be subject to only the GST on private expenditure.  The GST rate would have to be increased and expanded to include all items.

.
Net Worth returns or Balance Sheets would be required from a substantially reduced taxpayer base.

.
The elements of a Net Worth return are already available on Australian computer databases currently accessible to the ATO.  

.
Those taxpayers who have artfully avoided taxation in the past will now be subjected to it.  This will have the effect of an overall lowering of nominal tax rates but not the amount of tax raised.  

.
The tax industry will be considerably affected.

.
There will be a deflationary impact on the economy as wages and salaries are adjusted to eliminate bracket creep considerations and remove the grossing up factor incorporated in salary packaging.

.
Tax expenditures will have to be funded by direct grants 


Second Proposal:
The Replacement of Company Taxation and Exemption of Dividend Income and Their Substitution by a Withholding Tax on Distributions
This alternative proposal recommends the complete exemption of companies from income tax and the characterization of all dividend income as exempt income in the hands of recipient shareholders.  These two initiatives are to be accompanied by a fixed and final withholding tax on all company distributions.

The present tax system currently subjects companies to tax on their taxable incomes determined in accordance with the provisions of income tax legislation.  The tax paid by companies is then attached as a credit to dividends paid out of company profits determined in accordance with the accounting standards.  The net effect of the present system is the taxation of the accounts profits of companies at the marginal rate of tax paid by individual shareholders.  Leaving aside timing differences and differences in marginal rates, the profits of companies are effectively exempt from Australian income tax through the imputation system.  

Even though company profits are effectively exempt from tax, company management is still answerable to shareholders for the robustness of the bottom line, which is impacted on by income tax payable.  Accordingly very great pressures are placed on company management to reduce the tax burden in line with the risks that they are prepared to take.  Enormous resources are currently devoted to this task and it is fair to say that the tax planning industry has found a comfortable home in the corporate setting.

By exempting companies from taxation company management will no longer be answerable to shareholders for the amount of tax payable instead they will be judged on profits unaffected by distortions caused by tax considerations.

By exempting shareholders from taxation on dividends received by them they will be receiving substantially the same benefit as was previously obtained under imputation.

By replacing company tax with a fixed and final withholding tax the scope for tax avoidance will be significantly reduced or eliminated.  

This proposal will have the companies, the Commissioner and shareholders all pulling in the one direction for the first time.

Again, with this proposal there will be many difficulties.  For example, companies where there is no shareholder pressure for dividends may be asked to pay the distribution withholding tax on ‘deemed’ distributions; tax benefits currently being streamed to certain industries would need to be re-thought or made the subject of a direct grant; international aspects and obligations would need special attention.  

Against the difficulties must be measured the benefits.  Chief of these will be the elimination of costs associated with tax planning, legal challenges, tax return preparation and government administration.  Because there will be a reduced scope for tax avoidance more profits will be subject to tax than previously and this will provide scope for a lower withholding tax rate than present company tax.

My purpose in making this submission was not so much to provide a comprehensive replacement for the present taxation system but to demonstrate using basic principles that it is possible to have a tax system that is fair, uncomplicated and entirely free from the pressures of tax planning and avoidance.  

Ronald P Winthrop
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Dear Sir/Madam

THE STRUCTURE AND DISTRIBUTIVE EFFECTS OF THE AUSTRALIAN TAXATION SYSTEM

Please find herewith my submission relating to part (a) of the Committee’s reference.  My contact details have been recorded on the face sheet of my submission.

Yours faithfully

R P Winthrop

