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Submission to the Senate Economics Committee’s inquiry into

the structure and distributive effects of the Australian taxation system

Framing the issues and proposing adult lifetime assessment

Griffith University welcomes the Senate Economics Committee’s inquiry into the structure and distributive effects of the Australian taxation system because its terms of reference invite a review of the broad impact of Australia’s taxation system not frequently undertaken.  The framing of an issue affects the way it is considered: some things are included while others are excluded from the frame of reference, and the frame suggests a perspective of the material within its purview.  While the inquiry’s terms of reference are commendably broad, they nonetheless beg various questions directly and by implication.

This submission draws attention to some of the issues arising from the framing of the review’s terms of reference.  It doesn’t argue for an even broader review, but that the inquiry’s frame of reference should be stated explicitly so that its inevitable limitations are understood and dealt with, either in this or in a subsequent inquiry.  The submission invites the inquiry to consider restructuring the tax-transfer system so that the final taxation assessment is over the whole adult life resident in Australia.  This would take account of important distributive effects of the tax-transfer system over the adult lifetime which are not presently included explicitly in the system.

The submission frames the issues it considers by space, base, unit and time.

Space

International issues

The inquiry is naturally concerned with Australia, but several international issues are relevant.  

1
The average Australian has about 8 times more income than the average African and 3 times the world average income (Milanovic, 2002: 63).  Milanovic (2002: 89) observes that an American having the average income of the bottom US decile is better-off than 2/3 of world population, and much the same observation could be made about Australia.  The differences in average personal incomes between countries are much greater than the differences within countries (Milanovic, 2002: 88).  A fully redistributive tax-transfer system would therefore start by transferring resources to people in developing countries, or at least encouraging donations, investment and other measures to support economic development in developing countries.  The tax system currently discourages overseas donations by limiting deductions to organisations in Australia (Krever & O’Connell, 2002: 222).

2
The structure and distributive effect of the tax system within Australia should be considered with tax treaties with other countries and other international obligations.  For example, Genser & Eggert (2001) argue that governments need to develop a wide range of tax instruments to avoid the harmful affects of international tax competition.  It may also be desirable to modify internal arrangements to achieve better arrangements internationally (Commonwealth Department of Treasury, 2002: option 5.2).  

3
Comparisons with the structure and distributive effects of the tax systems of other OECD countries, and in particular, with other wealthy English speaking countries would be informative.  While there are clearly considerable methodological difficulties in making a comprehensive comparison, some useful basic comparative information is already available.

4
Thus, the Commonwealth Treasury (2002a: 6) observes that Australia’s overall tax burden, measured by total tax revenues as a share of gross domestic product, is relatively low compared to other OECD countries, although higher than most major regional economies.  And Apps (1999: 1) concluded even before the introduction of the GST that Australia had a direct-indirect tax mix which was close to the average of OECD member countries.

Levels of government

5
While the terms of reference refer to the States (and Territories) they do not refer explicitly to local government.  This is an oversight for two reasons.  Local government collects an important property tax, an area of taxation which is arguably underused in Australia since all property taxes are only 8.8% of total taxes (Commonwealth Department of Treasury, 2002: 2).  The inquiry should investigate the possibility of reforming the anomalies in the assessment and collection of council rates which should be done in conjunction with reforming State land taxes and extending the tax base to include wealth generally.  This is discussed further in the section on the tax base.

6
Secondly, both the national government in the UK (through its proposed poll tax) and the Queensland State government (through a proposed ambulance service levy, since dropped) have sought to use local government to collect a tax for the higher level of government.  This could be considered a form a vertical fiscal imbalance, of taxes raised by one level of government and spent by another.  It is interesting because it is in the opposite direction to the normally observed imbalance.  But it raises a more fundamental question and the inquiry might consider, contrary to the prevailing orthodoxy, whether the ideal arrangement is necessarily for each government to raise all and only the revenue it spends.  One could imagine an agreement between all levels of government on the most desirable incidence and administration of taxation accompanied by a revenue sharing agreement.  In the section on income the submission notes the arguments to integrate the tax system with the income transfer system.  It would also be worth considering the desirability of combining the currently separate Commonwealth, State/Territory and local government revenue raising systems into one integrated system.

Regions

7
Probably because of its federal structure, Australia most often analyses geographic differences by States and Territories.  But differences within States/Territories are often greater than differences between States/Territories.  Cashin & Strappazzon (1998: 17) for example, found that in 1991 the differences in per capita income between Australia’s 57 statistical divisions was three times greater than the differences between the six States.  The Productivity Commission (1993b: xxv) argued that artificially high transport costs resulting from inappropriate transport regulations and revenue-raising taxation on transport industries are a burden on regional development.  It further argued (p xxvi) that fringe benefit tax concessions should be replaced with income tax zone rebates to compensate residents of remote regions for lack of government services.  It is therefore important to know the incidence and distributive effect of taxes between regions and any effects of the tax-transfer system on the direction and rate of development of regions.  While there has been some theoretical work on this issue (Petchey & Levtchenkova, 2001) there apparently has been little empirical work.  

8
The inquiry might consider whether empirical studies are needed on the incidence and distributive effect of taxes between regions and any effects of the tax-transfer system on the direction and rate of development of regions, and if so, what particular issues interests policy makers and legislators.

Base

9
The three major tax bases available to modern governments are income, consumption and wealth (Cooper, Krever & Vann, 2002: 21).  

Income

10
Income, consumption and wealth are related, at least in the comprehensive or Haig-Simons understanding of income.  Simons (1938: 49) describes income as the gain in the exercise of control over the use of society’s scarce resources.  That gain may be consumed or accumulated as wealth.  Income is therefore personal consumption plus accumulation or increase in wealth –

income = personal consumption + increase in wealth.

11
This very broad understanding of income suggests that income received through transfer payments such as pensions and allowances should be considered equally with income received from economic activity such as work and investment.  

Integrating the analysis of tax and transfers

12
The Asprey report of the taxation review committee (1975) argued that the taxation system and the transfer system should be integrated fully as a single system to supplement or reduce net disposable income according to a single measure of need (Inglis, 2000: 7) and more recently Dawkins & colleagues (1998: 253) argued that there is a strong case for considering the integration of the tax and transfer systems.  As Ingles (2000: 1, 8) observes, this has not only considerable conceptual attractions but also potential administrative efficiencies since there is considerable and growing overlap of the 4 million social security recipients at any one time (and more over the course of a year) and the approximately 8 million taxpayers.

13
However, as this submission notes later in the section on unit, the tax system assesses financial means by concentrating on the individual’s income, whereas the transfer system increasingly assesses financial means by the family rather than by the individual, and also considers assets as well as income.  Inglis (2000: 13) argues that the full integration of the tax-transfer systems would require harmonising the very different definitions of income used in each system which have now diverged so greatly that full integration may not be practicable in the short or even medium term.  An alternative suggested by Inglis (2000: 13) which achieves much the same practical effect is separating the systems completely by ensuring that people are either in the benefit system – in which case they receive the appropriate amount as a direct payment – or in the tax system, but not both.  Inglis (2000: 13) proposes dealing with boundary problems where a family is close to the edge of one system and crosses over to the other from time to time by imposing a special part-year tax rate.

14
Both the proposals for full integration and full separation of the tax-transfer systems consider revenue raising and income transfer together: they differ in how to eliminate or at least minimise overlap.  Both are considered in the Government’s consultation paper on reforming the social security system (Commonwealth of Australia, 2002: para 56).  This submission does not adopt a position on that issue.  But it follows these scholars and many other analysts in considering together the revenue raising system with the income transfer system as if it were one tax-transfer system.

Non market income

15
The taxation base is narrowed by excluding income which is not exchanged or transferred.  The exclusion from gross income, as presently defined, of the net rental value of owner-occupied residences is effectively a transfer to owner-occupiers as well as an efficiency cost or deadweight to the economy estimated at between 0.25% and 0.45% of gross domestic product (quoted in Freebairn, 1997: 8).  The lack of an exchange may cause valuation problems, but these are not insurmountable and have not been an obstacle to local government property rates.  Imputed income from cars, boats and household appliances and furnishings arguably should also be included in the tax base.  (The exclusion of the main place of residence from the capital gains tax is, of course, another direct and regressive transfer to owner-occupiers for political rather than technical reasons).  

16
Also excluded from the tax base is leisure, unpaid work and the self supply of services.  This narrows the tax base considerably thus reducing revenue raising potential, it has at least some distributional effect, and it also distorts individuals’ decisions on the allocation of their time between paid and unpaid activities and therefore taxed and untaxed income and thus is economically inefficient, estimated to be 2% of gross domestic product (Freebairn, 1997: 5, 8).  

17
Taxing the imputed value of unpaid work and the self supply of services – for example, in the garden, on the house, on the car, the self-supply of transport by driving, cooking and cleaning, child care, etc – would encounter at least data collection or measurement problems.  Allowing a deduction from personal income tax for expenditure on public transport, childcare and other household services would be one way of off-setting the failure to tax imputed income from some self-supplied services (Edgar, 1997).  

18
Taxing the imputed value of leisure encounters conceptual problems in addition to other problems.  How would one distinguish taxable leisure from simply doing nothing?  The particular conceptual problems for the voluntary or non profit sector were explored by Dollery, Wallis & Crase (2002), although they do not consider the tax-transfer implications directly.  Edgar (1997) argues that in contrast to other exclusions from the tax base, the benefits from excluding imputed income from leisure are probably spread evenly enough to be able to ignore their distributive effect.  

Exclusion of work related expenditures from the tax base

19
Work related expenditures are deducted from personal income tax because they are incurred not for personal consumption but for productive activities, to earn income.  Bittker (1967) noted the haziness of the distinction between the cost of living, which is not to be deductible, and the cost of earning a living which is deductible.  The conceptual difficulties with the distinction and the numerous inconsistencies this generates were expounded in detail by Edgar (1997) and Halperin (2001) demonstrated the difficulties with several attempts to establish the distinction on a more sound conceptual footing.

20
Baldry (1998: 49) reports that in the 1993/94 income year 67% of wage and salary earners (59% of all personal income taxpayers) claimed deductions for work related expenditures, which were 2.6% of total declared wages and salaries.  Notwithstanding its relatively small proportion of wages, calculating claims for work related expenditure deductions is the major and often the only complication in completing the tax return for most wage earners (Baldry, 1998: 49).  Baldry says that work related expenditure deductibility is a major part of the high compliance costs associated of Australian personal income tax.  Employees benefit from 6.7% of tax expenditures (Commonwealth Department of Treasury, 2003).  

21
Baldry shows that deductions for work related expenditures generates a range of distortions and consumption caused by the implicit subsidies it gives to certain activities.  Contrary to its presumed purpose, Baldry says that it seems to undermine the equity of the tax system: the differential access to deductible work related expenditures available to the various occupational groups introduces an arbitrary element into the distribution of effective post-tax income, while in general conferring significant tax advantages on the better-off.  Halperin (1974) made this observation of the US tax system 30 years ago, which has an uncanny resonance in present day Australia –

It is particularly interesting to contrast the apparent liberality of the treatment of travel, meals, lodging and entertainment with the strictness in the allowance of deductions for such items as education, job-seeking costs and clothing.

22
Baldry argues that these undesirable consequences together make a compelling case for the total or partial abolition of work related expenditure deductibility in Australia, a move which would also put the Australian tax system in line with practice in the majority of developed economies.  Aotearoa New Zealand, for example, abolished work related expenditure deductibility in 1987 (Baldry, 1998: 49).  

Avoidance

23
In addition to the de jure narrowing of the tax base through legislation and its interpretation, there is the de facto narrowing of the tax base through avoidance and the administrative decisions of the Australian Taxation Office.  While data on the effect of the de facto narrowing of the tax base is by its nature hard to collect, one gathers from anecdotes that it affects many taxpayers’ behaviour, and one may therefore infer that it has an important impact on the structure of the tax system and its distributional consequences.  In particular, it would be informative to consider ATO data on the effect of the shift to a self-assessment regime, its distributive effects and its role in structuring the taxation system. 

Wealth

24
Income is the flow of resources; wealth is the accumulation of resources, or assets.  While it may be impracticable to collect data and therefore assess tax on all consumption of resources and increases in wealth, Australia and Canada are the only two developed countries which do not tax wealth annually or upon transfer (Cooper, Krever & Vann, 2002: 30).  This is a major gap in Australia’s tax-transfer system.

25
While it is a fundamental principle of taxation economics that income should be treated similarly for all purposes in the tax-transfer system, in practice different treatments are prescribed for different purposes.  Thus, wealth in the form of an assets test is assessed for most (but not all) transfer payments but not for taxation.  The inquiry should consider the desirability of assessing wealth for revenue raising as well as income transfers.

Property

26
A particular form of wealth is property.  In 2000-01 property taxes in Australia comprised land tax (1% of all taxes), municipal rates (3%), stamp duties on conveyances (2.5%), financial institutions taxes (1%) and various other duties and levies to total 8.8% of all taxes (Commonwealth Treasury, 2002a: 2).  

27
Conveyance duties are a disincentive to reallocating ownership and use of land to maximise efficiency which cause a deadweight or inefficiency cost of from 4.5% to 13.3% of conveyance duty revenue (Freebairn, 2002: 409, 410).  Freebairn (2002: 410) also shows the distributive effect of conveyance duties: they lower the rental returns and asset values of the properties that are transferred.  This in turn affects the values of the properties that have not been recently transferred, thus redistributing the incidence of conveyance duty to them.

28
The Productivity Commission (1993: 16) and Freebairn (2002: 410) prefer a tax on land applied universally at the same rate but Smith (2000: 1) shows that land value taxation has been eroded to the small contribution it makes to public revenue now.  According to Albon (1997: 281) while all States and Territories tax land, none has a comprehensive land tax: coverage and contribution to revenue vary substantially between jurisdictions.  Land tax falls on commercial property including rental housing in all jurisdictions, with some high value owner-occupied housing is included in Victoria and Tasmania.  Land for primary production is usually exempt and government land is now always excluded from the base.  Rate structures in most jurisdictions are progressive but have wide variations in thresholds (Albon, 1997: 281).

29
Even within jurisdictions there are considerable anomalies in the imposition of land tax –

Archaic administration and the variety of valuation procedures produced inequities and anomalies, arbitrary jumps in land valuations, and tax assessments unmatched by taxable capacity. . . The largest state tax loopholes are now found in land taxes, which have only ever accounted for around 5% of state taxes. In NSW, concessions are five times greater than revenue collected.

(Smith, 2000: 7)

30
The yawning gaps in the land tax base and inconsistent concessions distorts decisions and is allocatively inefficient.  Thus Albon (1997: 282) suggests that the exemption of land used for most owner-occupied housing may have contributed to Australia’s urban sprawl and encouraged owner occupancy over rental and the Productivity Commission (1993a: 16) says that the exemption of owner-occupied housing from capital gains taxation, and the non-taxation of rents attributable to owner-occupation, encourage more investment in housing and larger land holdings for dwellings than would otherwise occur.

Tax expenditures

31
In 2000-01 Commonwealth tax expenditures were almost 20% of total Commonwealth taxes.  The biggest tax expenditure was concessional treatment of superannuation, which was 30% of tax expenditures and 6% of total Commonwealth taxes (Commonwealth Treasury, 2002a: 2).  

32
Tax expenditures in the form of deductions from taxable income are neutral where there is a flat rate of taxation, as with company tax.  However, tax deductions are regressive with a progressive rate of taxation as with income tax.  Tax deductions start with the taxpayer’s total income and reduce the assessable income upon which tax is levied by the amount of the deduction.  

Consider a taxpayer with an income well above the top marginal rate of income tax, of $100,000.  Assume for simplicity’s sake that the top personal marginal rate is 50% (it is actually 48.25% with the Medicare levy).  All of the taxpayer’s income above the threshold of $60,001 is taxed at 50%.  So $39,999 is taxed at the 50% rate, giving a tax liability for this part of the taxpayer’s income of $19,999.50.  Assume the taxpayer makes a deductable expenditure of $1,000 on health care.  This is deducted from the taxpayer’s income so that only $38,999 is taxed at the 50% rate, giving a tax liability for this part of the taxpayer’s income of $19,499.50.  The wealthy taxpayer gains the benefit from a deductable expenditure of $1,000 for a net cost of $500.

Compare this with a taxpayer with a taxable income at the lowest marginal rate, of $10,000.  Assume that the relevant tax rate is 20% (it is actually 18.5% with the Medicare levy).  All of this taxpayer’s income above the threshold of $6,001 is taxed at 20%.  So $3,999 is taxed at the 20% rate, giving a tax liability of $799.80.  This taxpayer’s deductable expenditure of $1,000 reduces their taxable income to $2,999, giving them an adjusted tax liability of $599.80, a reduction of $200.  Both taxpayers receive the consumption benefit of their $1,000 expenditure on healthcare, but the net cost for the poorer taxpayer is $800 or 37.5% higher than for the wealthy taxpayer, and of course it would be twice as high for the very poor person whose income is below the minimum tax threshold.  

33
Tax expenditures in the form of rebates are more neutral even with a progressive tax scale.  Tax rebates are not deductions against income assessed for taxation, but deductions against tax payable.  

Consider the first taxpayer again with an income of $100,000 who has a (partial) tax liability of $19,999.50 who spends $1,000 on health care.  Assume the expenditure attracts a tax rebate of 50% (it could be set at any rate depending on the government’s objectives).  This would reduce the taxpayer’s tax liability by $500 to $19,499.50.  Consider again the second taxpayer with an income of $10,000 who has a tax liability of $799.80.  Their expenditure of $1,000 attracts a rebate of 50%, also reducing their taxable income by $500 to $299.80.  For the same expenditure of $1,000 both the wealthy and the poorer taxpayer receive the same rebate of $500.  

34
While tax rebates are more progressive than tax deductions they are not completely progressive since taxpayers on different incomes receive the same benefit and people with an income below the minimum taxable income receive no benefit from a rebate unless, perhaps, they are able to carry forward the rebate against a future tax liability.  A more progressive alternative to a flat tax rebate or credit is a tapering or disappearing credit whose value declines as taxable income increases.  The US uses a disappearing tax credit for child care tax expenditure, phasing the credit out over a large income range to zero for the very rich.  Another alternative is a refundable tax credit, which, for example, Canada uses to offset the effects of the GST on poor persons.

Unit

35
The effect of a tax-transfer system is affected greatly by the unit it applies to.  Ideally all assets and income would be ascribed to their ultimate owners, individuals.  However, this is generally not considered practicable (Ralph, 1998: para 6.62) and so the tax transfer system also applies to legal entities such as companies, trusts and partnerships.  An important principle of horizontal equity in taxation is that entities be treated comparably.  This is not the case at present, with trading as an individual or in partnership being treated less favourably and discretionary trusts being treated much more favourably than companies.  

People considered as individuals and in families

36
Even when it is possible to apply the tax transfer system to individuals some countries such as Germany and the US treat the family as a tax unit.  While the Australian personal income tax is levied on individual incomes, eligibility for many cash transfers and family tax benefits is based on joint income (Apps, 1999: 2).  This assumes that per capita living costs are lower when shared in a household than when incurred by individuals living alone.  It also assumes that income is shared in households, or at least that parents and spouses support their children and partners.  There is also a strong political motive to target transfers (whether by way of cash transfer or tax expenditure) since it is a way of further tightening expenditure and thus reducing claims on general revenue.

37
However, as Apps shows, increasing targeted forms of family assistance can result in a significant shift towards a joint tax system and the newly increased rebates for children which are means-tested on joint income (Family Tax Benefit (A)) and increased rebates for the dependent spouse which are untargeted on primary earner income but tightly income-tested on the spouse’s own earnings from market sector employment (Family Tax Benefit (B)) gives Australia a partial joint taxation system (Apps, 1999: 2).
38
Apps explains how these changes also change the supply of labour.  In a two parent family with children a partner can specialise in work at home rather than enter the workforce, producing untaxed goods and services which are close substitutes for those available in the market place such as childcare.  The setting of income tax rates and means tests on transfers and the tax-transfer treatment of child care affects greatly the financial consequences of the second income-earner’s decision to participate in the paid or domestic workforce which in turn affects household labour supply and savings and, in turn, the efficiency and growth of the economy. (Apps, 1999: iii, 4).  

39
Since women are generally paid less than men they are usually the second income earner in a family with two incomes.  This policy therefore disproportionately affects women, it reinforces their disadvantaged position in families and it depresses rates of pay for ‘women’s work’ readily substitutable by unpaid work.

40
In her paper ‘Reforming the Australian tax transfer system’ Apps (1999) also demonstrates that the Government’s new tax system is inconsistent with horizontal equity as well as with vertical equity because it selectively disadvantages dual income families on low to average wages and reduces the progressivity of taxes on individual incomes (p 12).  Apps suggests that the opposition’s family tax credit included in its tax policy platform at the last election is open to serious criticism on distributional grounds (p 22), and that the earned income tax credit scheme proposed by the ‘five economists’ would have a strong overall negative effect on family labour supply (p 19).
Time

41
As Simons (1938: 49) says, the specified time interval is fundamental to the measurement of income and therefore the operation of the tax-transfer system.  Currently Australia generally assesses taxation annually but collects and transfers more frequently, from weekly to quarterly depending on the circumstances.

Timing the assessment of capital gains

42
A major exception to regular and frequent collection of tax is the taxation of capital gains.  As Edwards (2001: 9) and others have argued, a Haig-Simmons or comprehensive income tax would tax capital gain upon accrual, say, annually.  But that is likely to cause taxpayers liquidity problems as well as incurring valuation problems, so capital gains are taxed on realisation or transfer of the underlying assets.  This in turn provides opportunities for tax to be deferred, which effectively gives taxpayers an interest free loan and thus is a considerable benefit.  The resulting anti avoidance provisions against temporal transfer of tax liability make the capital gains tax provisions extremely complex (Edwards, 2000: 9) but anomalies remain.  

43
Differences in the time treatment of taxable income and deductions are part of the reason for the relatively low effective tax rates for negatively geared rental property.  Taxpayers are allowed an annual deduction of nominal interest each year but are allowed to defer taxation of only the real capital gains when the property is sold.  Furthermore, since 1999 the capital gains tax applies at only half the normal income tax rate to nominal, not real gains.  This could be repaired by aligning the time treatment of taxation and deductions for negatively geared rental property, for example by allowing deductions only against the current income earned on assets, as in the US and other jurisdictions (Freebairn, 1997:6; Krever & McClelland, 1993: 104).  
Historical trends

44
Smith (2001: 275) has surveyed Commonwealth personal income tax from 1917 to 1997 and the historical treatment of land tax (Smith, 2000), but there seems to be little other general work on historical rates of other taxes, for example corporate tax and probate and gift duty.  Nonetheless, it is evident that these rates have for the most part been declining over recent years, with particular benefit for upper rate taxpayers.

Adult lifetime analysis

45
Harding (1992 :1) concludes from analysing a model of realistic lifetime profiles of a population born in 1986 that both cash transfers and income taxes are progressive over a lifetime and redistribute income from those with high to those with low lifetime incomes.  This analysis did not include transfers from the extremely favourable treatment of payments into and distributions from superannuation funds.  Even so, the policy question remains: how distributive should the tax-transfer system be over the adult lifetime?

46
In a study of an admittedly simple model, Creedy & van de Ven (1999: 7) find that the lifetime redistributive effect of the tax and transfer system is less than the average redistributive effect on annual incomes over the period of male ages between 20 and 65.  Creedy & van de Ven (1999: 6-7) observe that this result is partially due to the inclusion of the unemployed, which causes periods of high income variability for individuals from one year to the next as employment status fluctuates.  Since simulated individuals are typically unemployed for no more than a few years of their total working lives say Creedy & van de Ven (1999 :7), taking a lifetime measure of income results in lower inequality.  A lifetime measure of income would also reduce high effective marginal income tax rates, thus reducing some of the disincentives for people to move from income support to work that concern government (Commonwealth of Australia, 2002 :6).

47
Creedy & van de Ven do not consider the redistributive effect of the tax and transfer system after normal working age, taken to be 65.  The tax-transfer position of people over 65 has attracted renewed interest as the community considers the implications of Australia’s aging population in Treasury’s intergenerational report 2002-03 (Department of Treasury, 2002b).  This includes not only income support (superannuation-old age pension) but also the provision of specialised accommodation, personal care and health services.  The concern is that costs in the last decade or two of life may be very high and not provided for adequately in either personal (liquid) savings or community savings, thus putting the tax-transfer system under considerable pressure as the baby-boom generation grows into the old fogey generation.  The Government sought to provide for the capital cost of specialised accommodation for the elderly by requiring a capital contribution from beneficiaries, effectively requiring them to liquidate their only major asset, the family home.  This was politically unacceptable at the time, and the replacement pension loans scheme and accommodation bond (FACS, 1999: 13, 41) are a much diluted alternatives.

Extending income related loans to costs incurred in the last decades of life

48
We have observed that people in the last decade or two of their lives need to smooth out big peaks and troughs in their income, income support and major expenditures.  The higher education contribution scheme does precisely that in a specialised circumstance.  It distributes payment for a high initial cost (university tuition fees) over an extended period by extracting small percentage repayments of 3%-6% through the taxation system.  Loan repayments are contingent upon the debtor’s income exceeding a threshold, and repayment rates are progressive.  Chapman (2003), the architect of the scheme, proposes that it be extended to subsidies to artists, some repayments from elite athletes financed through the Australian institute of sport, non-custodial child maintenance, R & D tax deductions, and more; Chapman & Botterill (2002) show how income related or Chapman loans could be applied to the provision of farmers’ drought relief; and Chapman and colleagues (2002) show how Chapman loans could be used for criminal fines.  

49
Costs incurred in the last decades of life are not suitable for Chapman income related loans since there is unlikely to be sufficient income earned after incurring the debt to repay it.  To recover costs incurred in the last decades of life it is necessary to apply Chapman loans to assets as well as income, and to apply them to the taxpayer’s estate, unlike Chapman loans which are extinguished upon death.  However, the general principle is the same: with HECS the government pays upfront and the debtor repays the debt when and if they have enough income, and for costs incurred in the last decades of life the government pays upfront and the taxpayer repays the debt out of assets as well as income when they no longer need it, out of their estate.

Adult lifetime tax assessment

50
This now leads us to a yet more general application of the principle of adult lifetime assessment.  Australia has had a range of limited income averaging measures for capital gains, sportspersons and artists, and primary producers are able to average their income over 5 year periods and through special bonds (ATO, 2003).  This proposal for adult lifetime tax assessment seeks to describe the most general form of adult income averaging.  

51
Currently tax collections and benefit payments are assessed provisionally periodically throughout the year, fortnightly to quarterly depending on the circumstances.  So any over- or under-payment of tax or benefits during the year are recovered at the end of the year when a final assessment is made.  This has unfair results for people with income that varies significantly from year to year.  Thus a person who earns $30,000 in one year and $0 in another year pays more tax than a person who earns $15,000 in both years.  The fairest tax collection system would average income over a whole lifetime.

52
The transfer system is means tested on current income and assets, but no attempt is made to recover benefits from recipients who subsequently acquire assets and/or income above, say, the Australian average.  Furthermore, we have seen that very considerable benefits are transferred to people with superannuation funds, and these benefits are regressive, being of most value to high income earners.  Again, no attempt is made to recover these benefits after they have served their purpose of encouraging saving/providing for retirement.  

53
These inequities would be redressed by making each annual tax assessment and (re)payment provisional until a final reckoning upon death.  Upon death the deceased’s adult income would be summed.  Included in income would be not only taxable income as presently defined, but also transfer payments received by the deceased person during their adult life.  This would include benefits, but also major tax expenditures such as concessional treatment of superannuation income and major subsidies such as for the cost of specialised aged accommodation, personal care and health care in the last decades of life.  That is to say, the final assessment would move towards the comprehensive Haig-Simmons definition of income.

54
Set against the adult life income would be the income tax paid by the deceased while an adult.  There would be a final tax assessment at an adult lifetime rate.  Where the final assessment found that the deceased had paid more than the adult lifetime rate there would be an appropriate repayment to the deceased’s estate.  Where the final assessment found that the deceased had paid less tax than the adult lifetime rate the additional payment would be levied against the deceased’s estate.  There would be a threshold value of an estate below which all additional assessed tax would be forgiven, say $1 million.  Above the threshold tax would be forgiven/collected at a tapering rate.

55
This is a way of reintroducing probate duty, but possibly with increased acceptability because the amount of probate duty would depend in part on the amount of transfers the deceased had received during their adult life.  Liability would be reduced for people who fund their retirement, health expenditure and aged accommodation themselves, although the distributive effects of the scheme would depend on the rates and thresholds set.  Such a scheme would not only fill a major gap in Australia’s taxation system, but also provide a source of funds for the capital costs of the specialised accommodation, care and health facilities that an aging community is expected to need.  It would be a sort of retrospective self-financing of major costs in the last decades of life, a retrospective Chapman loan that applied to assets as well as income.

Transitional measure: extending periodic income averaging

56
Adult lifetime tax assessment would be a major change, perhaps too radical to introduce in one step.  A transitional measure would be to extend periodic income averaging over, say, 5 year periods.  This might be introduced initially for self-employed taxpayers and others likely to have highly variable incomes from year to year and extended to other taxpayers as the scheme became more familiar and its impact better understood.  

Intergenerational effects

57
The committee will want to consider whether the inquiry should cover intergenerational distributional effects of the tax system, and if so, over how many generations and which generations.

Discussion

58
Taxes may be assessed for general revenue raising, to transfer income, to stabilise the economy (Krever, 1987: 7), to compel or encourage the pooling of risk (insurance, such as health insurance), to compel or encourage saving such as superannuation, or to modify behaviour such as reduce consumption of drugs harmful to individuals or the production of greenhouse gasses or pollution harmful to the environment.  While it is a fundamental principle of taxation economics that income should be defined identically for all purposes in the tax-transfer system, in practice different definitions are used for different purposes.  Thus, wealth in the form of an assets test is assessed for most (but not all) transfer payments.  The inquiry should consider the desirability of assessing wealth for revenue raising as well as income transfers.

59
Inflation can change the effect of the tax system by bringing a higher proportion of income earners into the tax net and by moving existing tax payers into higher tax brackets.  Smith (2001: 275) concludes from a review of Commonwealth personal income tax from 1917 to 1997 that for a substantial period of Australia’s tax history inflation has made a more substantial (and regressive) contribution to how the personal income tax burden is distributed than the most drastic policy changes forced by depression or war.  She argues that tax policy inertia became, by default, a policy of reduced tax progressivity and notes that this raises important questions about how tax policy is made over the longer term.

60
The committee will be aware that much research and analysis of the distributive effect of Australian taxation has been conducted by the University of Canberra’s national centre for social and economic modelling under the direction of Professor Ann Harding.  Harding & Warren (1999: 2) warn –

It is surprisingly difficult to assess how fair the distribution of the tax burden is in Australia today because of the paucity of comprehensive and up-to-date information on tax burdens. 

*
*
*

It must be emphasised that assessing who bears the tax burden requires highly sophisticated modelling and numerous heroic assumptions.  The methodology used in this study is generally similar to that used in most tax incidence studies, but the results can still be regarded as only indicative rather than definitive. 

61
Nonetheless, Harding (1992 :1) and Creedy & van de Ven (1999: 7) concluded from their analysis of their models that the tax-transfer system was redistributive over the adult lifetime.  While this is a reassuring finding, the models were partial and the analysis needs to be updated to take account of recent changes to the tax-transfer system.

62
This submission has proposed an adult lifetime assessment of taxation which would smooth out peaks and troughs in income and take account of transfer payments received, including from significant tax expenditures, and wealth or assets held by the taxpayer’s estate.  This would not only address a major gap in Australia’s tax system in assessing wealth for revenue raising as well as income transfers, but also provide a source of funds for the major costs expected from the aging of the community.

63
As a transitional measure the submission has argued for an extension of periodic income averaging over, say, 5 year periods to self-employed taxpayers and others likely to have highly variable incomes from year to year.  Periodic income averaging may be extended to other taxpayers as the scheme became more familiar and its impact better understood.

64
The inquiry should also consider the distributional effects of the tax-transfer system between regions, and if it finds more work is needed, it would be extremely helpful to state what particular issues interests policy makers and legislators.
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