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1 Introduction

1.1 We welcome your Inquiry into the structure and distributive effects of the Australian taxation system.  

1.2 We note that the terms of the Inquiry are extremely broad and are phrased in primarily “economic” tax terminology.  This reflects the current fashion in tax reform, which is to place economic objectives at the centre, and to leave basic considerations of equity and fairness at the periphery.  Our purpose in this submission is to suggest that it is time for a change of fashion in tax reform.  We need to renew our focus on basic considerations of systemic equity and fairness.

1.3 We provide here some specific submissions on aspects of the Australian tax system and the recent tax reform process, from a legal and justice-oriented perspective.  We hope this will assist the Committee.

2 Tax Fairness and the Process of Tax Reform
2.1 Review of Business Taxation, 1998-1999: The demotion of equity
2.1.1 In every decade since the 1970s, there has been a major government inquiry into reform of the Australian taxation system.  The Review of Business Taxation A Tax System Redesigned (1999) (with its earlier consultation papers) is the most recent such review (the RBT Report).
  Major tax reform has followed these reviews in the 1980s and 1990s.

2.1.2 The goal of fairness is described in these reports and in the tax literature as a fundamental principle of the Australian tax system called ‘equity’. The classic definition of equity has stayed the same for decades. The Draft White Paper set out the definition as follows:

‘Equity, or fairness, has two dimensions:

· Horizontal equity, which means that people in similar economic circumstances should be treated similarly; and

· Vertical equity, which means that people in different situations should be treated differently, with those who are better off bearing a greater share of the tax burden.’

2.1.3 Vertical equity is usually linked to taxation according to ability to pay, which is itself usually linked to a progressive income tax in which marginal tax rates rise with income (so that the amount of tax paid increases more than proportionately with income). Ability to pay in an income tax is determined with reference to the measure of ‘income’, so inadequacies in that measure affect the distributive outcome of the tax system. Australia’s overall tax system has been estimated to be progressive (including the income tax, which is explicitly progressive, and offsets the effects of other taxes such as alcohol and tobacco taxes, rates and the GST (Goods and Services Tax) which are generally regressive).
 When combined with use of the revenue to provide public services and income transfers, such a tax system is intended to be redistributive of income and resources in society.

2.1.4 The Draft White Paper of 1985 also explained the importance of tax equity:  

‘An equitable tax system is critical, not only to the attainment of economic and social objectives, but also to the maintenance of a basic respect for the tax system from which a high degree of voluntary compliance derives.’

2.1.5 Although the meaning of equity has remained constant, equity not always had the same status in the tax reform debate. In 1975, the Asprey Report contained an entire chapter dedicated to ‘the problem of progressivity’.
  In 1985, the Draft White Paper placed the goal of equity first but spent less time than the Asprey Report discussing what equity might actually mean. However, it did devote a considerable amount of discussion to tax avoidance and the definition of ‘income’. The RBT Report in 1999 focuses on neither fairness nor evasion, but has the primary goal of ‘optimizing economic growth’, placing the goal of equity second in the hierarchy of national objectives.
  

2.1.6 The demotion of equity was justified by the RBT ostensibly confining itself to the ‘business tax system’, for which equity apparently refers only to the ‘consistent treatment of income from whatever source derived’.
  The RBT claimed it did not need to address vertical equity, as ‘the personal tax and welfare systems are the main instruments for handling community preferences about vertical equity’.
 Nonetheless, many RBT recommendations, most obviously the cut of the tax rate on capital gains, impact directly on vertical equity in the personal tax system.  

2.1.7 Many discussions of tax equity are premised on an assumption of the ‘tax burden’ and tax as ‘confiscatory’ of private reward. For example, the editorial of The Australian newspaper recently stated:

‘Australia is supposed to be the land of the fair go. And back in 1996, John Howard was elected on the promise of introducing a fair tax system. But the ABC of tax reform is not limited to the GST. If you study hard to get a good education, then work hard to gain promotion or build your own business, what happens?  You do enough to receive some reward for your efforts and the tax office confiscates half of every extra dollar you earn. … Under a supposedly free enterprise government, the tax burden has reached record highs.’

Focusing on the trials and tribulations of ‘the working rich’, The Weekend Australian profiled ‘Families [who] stagger under burden of tax’.
  This language is also used by all political parties; most recently, the Labor Party has sought to gain political advantage by highlighting ‘Australian Families Bearing the Tax Burden’ under the current Liberal government.

2.1.8 The primary problem with the metaphor of the ‘tax burden’ was acknowledged more than 25 years ago in the Asprey Report:

‘[S]ome general remarks may be offered about the phrase ‘burden of taxation’. It is frequently used, but it is misleading. … [T]he implication that all the taxes a citizen pays constitute a straight diminution of his welfare … is not true of any advanced democratic society. Many of the public activities financed from taxation are prerequisites to the functioning of the private economy, and many of them are conducted by the State because by any reckoning the State is the most efficient instrument available. … 

 … [T]he problem is best seen as one of the role of the tax system among the whole complex of policies by which the modern State affects the distribution and size of the community’s income and property.’

2.1.9 We would like to see a more sophisticated analysis of tax fairness by the Parliament and policy makers, as well as by the media.  

(1) We are concerned at the apparent demotion of equity as an explicit tax policy reform goal.

(2) We are concerned at what we consider to be a spurious distinction made by the RBT between ‘business’ taxation and ‘individual’ taxation in considering the fairness of Australia’s tax system.  Fairness must be considered by reviewing the impact of the taxation system in the context of the overall effects of tax, spending and property laws of government.

(3) We are concerned that the interests of individual workers and small business owners (and hence equity with respect to those taxpayers) are being lost in the tax reform and policy making process, in the context of an overemphasis on business tax reform, especially that concerning large business.

2.2 The Board of Taxation and Processes of Tax Reform
2.2.1 The Board of Taxation was established following the RBT Report, with the mission to ‘contribute a business and broader community perspective to improving the design of taxation laws and their operation’.
  We understand the importance of injecting some experience of ‘the real world’ into tax policymaking and the tax reform process, and we consider the Board of Taxation can make a significant contribution in this regard, in view of the combined substantial experience of business and tax practice of its members.  

2.2.2 However, we are concerned that the Board of Taxation may not adequately represent the entire Australian community and in particular, may not provide sufficient community input concerning the situation of ordinary salary and wage earners, especially low income earners.  Again, we are concerned that there is an overemphasis on business taxation and insufficient emphasis on equity.

2.2.3 It is possible that this may lead to tax reform that fails to take full account of the needs of low income earners in Australia, or may be a stumbling block for tax reform that could enhance tax equity.  While the Board of Taxation has no legislative authority and cannot override the government or Parliamentary processes, experience to date shows that it may have significant influence on tax reform decision-making by the government.  

2.2.4 For example, the Board has recently come down against the proposed reform of taxation of discretionary trusts, although this had been a key plank of the government’s overall tax reform proposals.
  

2.2.5 We must emphasis, of course, that there no suggestion of any actual or apprehended bias in the working of the Board; on the contrary, the Board members are to be commended for their work to date in improving the Australian tax system.  Our concern is a structural one about the process of tax reform in Australia.  

(1) We consider that the role of the Board of Taxation should be closely monitored, in particular its interaction with the government of the day and the Parliament in tax policy making.  

(2) We would like to see more disclosure as to the process of research and writing of reports of the Board.  

(3) We would recommend that the rules governing the membership of the Board should, in the future, explicitly require that membership more fully reflect the diverse interests of the broad spectrum of the Australian community.

3 Some Specific Income Tax Issues that Raise Issues of Fairness

3.1 There has been significant commentary and criticism by others of a number of recent tax reforms and of specific structural problems in the Australian tax system.  For example, the issues of the income tax rate structure; the impact of the GST on equity and progressivity; the effects of the CGT 50% discount; and the problem of ‘bracket creep’ are widely known and subject to considerable debate.  We hope the Inquiry will consider and address these issues.

3.2 We highlight here by way of example of our general thesis, three specific issues in the income tax system that are less frequently commented upon, but that we consider may have significant adverse equity effects.  The three issues are all examples of basic principles of fairness being directly ignored or overlooked in favor of pursuit of unclear economic objectives.  A common theme in respect of these three issues is the disparate tax treatment of:

(1) salary and wage earners compared to businesses and investors;

(2) small businesses compared to large businesses and investors.

3.3 Issue 1:  Deductions for travel between two places of employment or business
3.3.1 Our first example is a very simple example.  In FCT v Payne [2001] HCA 3, the High Court produced a judgment which means that workers can no longer claim deductions in respect of expenses on travel between two separate places of employment or income-producing activity under s 8-1 Income Tax Assessment Act 1997 (ITAA97).  The decision overturned many years of accepted practice of allowing deductions for such expenses.  The Treasurer has since announced that the law will be amended to “retain deductibility for expenses of traveling directly from one job to a second job, and also for expenses of traveling from the usual workplace to an alternative workplace and between the alternative workplace and home”.

3.3.2 We are concerned, however, that no legislative action has actually been taken to enact the announced deduction provision.  We have been informed by the Treasurer’s office that action cannot be expected before Spring 2003.  This contrasts with the massive legislative activity to enact tax provisions directed at providing tax relief for business in areas such as tax losses, ‘blackhole’ expenditures, venture capital and consolidations.  

3.3.3 The proposed amendment announced by the Treasurer concerning deductibility of travel expenses following the Payne case is welcome and is intended to apply from the 2001-2002 income year.  However, as the law stands these travel costs are not allowable and there is ongoing uncertainty for workers and small business individuals as to the scope of deductions to be allowed.  This is a small, but important, example of the unequal position of wage and salary earners in relation to big business in the tax reform process.

3.3.4 At a more general level, there are a number of other expenses of salary and wage earners that are not deductible under current tax law, but that could be considered to be ‘blackhole’ expenses for which some form of tax deduction or offset should be allowed: for example commuting costs and childcare costs.  However, because of its focus on business tax issues, the RBT tax reform process has not considered the appropriate tax policy in respect of any of these issues.

3.4 Issue 2:  Deductions for small businesses – non-commercial losses 
3.4.1 Division 35 ITAA97 (the ‘hobby or non-commercial loss’ rule) commenced operation from the 2000-2001 income tax year.  It prevents losses of individuals from what the tax law calls “non-commercial business activities”, being offset against other assessable income in the year the loss is incurred.  The loss is deferred and may only be offset against income from the same business activity in a future year.  
3.4.2 Division 35 was introduced following Recommendation 7.5 of the RBT Report, because ‘the concept of what constitutes carrying on a business has been found to be very difficult to administer and resource intensive’ and ‘a broad interpretation of the current law has resulted in significant revenue leakage from individual taxpayers claiming deductions for unprofitable activities.’
  Estimated revenue to be saved by this measure was $30 million in the 2000-2001 year, increasing to $140 million in 2003-2004.  

3.4.3 There are a number of specific exceptions to alleviate the effect of Division 35, including an exception if more than $20,000 assessable income is earned in a year; the “business activity” is profitable in three out of five income years; or real property with a cost of at least $500,000 or other assets with a cost of at least $100,000 are used in the business activity.  The Commissioner also has a discretion not to apply s 35-10 in some circumstances.

3.4.4 In spite of these exceptions, as drafted and administered, Division 35 has a number of problems.

(1) It treats the smallest businesses started by individuals (or in partnership) the most harshly, for little revenue gain, ie small business that make less than $20,000 assessable income.  

(2) The concept of ‘business activity’ is problematic.  It has potential to produce an unfair outcome where an individual who has a salary and/or business begins another business, as losses that are incurred in one business ‘activity’ are not able to be offset against losses of another different business ‘activity’.  The definition of ‘business activity’ is effectively left up to the ATO which looks to whether a business activity is ‘inherently similar’ to another business activity.  The potential problems with this definition are illustrated by the following example from the Explanatory Memorandum:
‘Example 1.2 Annette conducts a business activity as an olive farmer producing olive oil.  She has had great success manufacturing high-grade oil and selling it both locally and to exporters.  Recently, Annette started producing bottled olives, in an attempt to expand her business. This new activity is sustained independently from the olive oil market activity. Division 35 will treat Annette's bottling activity as a part of her primary business activity of producing olive oil. Both her olive oil activity and her bottling activity are similar, and may therefore be looked at in aggregate against the 4 tests to determine whether her losses, if any, from those activities can be deducted from her other income.

Annette is also a keen amateur scientist. In her home laboratory Annette has developed a new chemical insecticide for olives. She has patented its composition and is now receiving royalties from a chemical manufacturer. Annette has also written a research paper on insecticides, which is available for purchase. Annette's research activities are not of an inherently similar nature to her olive oil production and bottling activity and will be considered as a separate business activity under Division 35.’

Consequently, in this example, The ATO would defer deduction for expenses incurred in the activities in respect of the insecticide, even if these would satisfy the definition of a business.  If the income from this “business activity” were insufficient to cover Annette’s associated expenses, she would never be able to claim these losses; yet, she has other business profits.  From a policy perspective, it is not clear why the olive insecticide development should not be considered as one of Annette’s general business activities and the expenses of that development should not be deductible against her general business profits under s 8-1 ITAA97.
(3) At least one purpose of Division 35 was to capture ‘Pitt Street/Collins Street farmers’, eg barristers who carry on primary production activities that produce tax losses and are not commercially profitable.  This would seem to be an area in which tax equity calls for anti-tax shelter provisions.  However, most of this target group would be able to avoid the application of Division 35 through the real property exception or the assessable income exception.  Again, the rules seem to work most harshly where the income or assets are small.

(4) Division 35 was supposed to simplify tax issues for identifying a business and determining small business deductions.  However, where there is more than one activity, as illustrated by the above example, it has made the issue much more complicated because of requirements to determine ‘separate’ and ‘similar’ business activities, an essentially nonsensical exercise.  

3.4.5 The overall outcome is that Division 35 unduly penalises small and relatively low income individuals and operations while increasing their compliance costs and failing to capture tax shelter activities of higher income individuals.

3.4.6 Finally, the Division 35 loss quarantining rules only apply to losses from business activities and do not apply to losses from mere passive investment activities.  Thus, a negative geared rental property investment is not affected (see Issue 3 below).  As a policy matter, it is not clear why tax losses from such an investment may be deducted against other income (thereby sheltering that income), but this is not allowed for business losses.  As discussed below, the injustice is compounded by the fact that ultimate gains on property investment will be taxed at a concessional rate due to the CGT discount, while gains of individuals by way of business income will be taxed at the full marginal tax rate.

3.5 Issue 3:  Negatively Geared Investments in Rental Property
3.5.1 The purpose of our final example – the taxation treatment of negatively geared investment property - is to demonstrate the serious systemic distortions which can arise when the tax reform process chooses to ignore basic considerations of equity and fairness.

3.5.2 As a result of the RBT reform process, where an individual investor borrows to invest in a rental property:

(1) the individual can immediately deduct against their other income the excess of the annual interest expense (and other expenses) over the annual rent on the rental property – ie the net expense is a full, immediate revenue deduction even if the rental investment is in a loss position (s 8-1 ITAA97); and

(2) if the individual holds the rental property for 12 months before selling it, any gain on the sale of the property is taxed as a discount capital gain – ie only half the gain is subject to tax (Div 115 ITAA97).

3.5.3 This outcome fails even the limited test of equity which the RBT Report purported to adopt, namely that the tax system should treat all forms of business and investment income equally.

3.5.4 As noted above, the so-called ‘non-commercial loss rules’ in Division 35 ITAA97 will prevent immediate revenue deductions for net losses claimed in relation to investments in a range of active business operations.  One might think it is difficult to find any sensible policy basis for allowing a different treatment to apply for passive property investment where gains from investment property are taxed at normal rates.  Where such gains are in fact taxed at half the normal rate, as is now the case in Australia, it might be thought impossible.
3.5.5 The net outcome of this state of affairs has profound implications for the main focus of the Inquiry, namely the distributive effects of the tax system.  

(1) The concessional treatment of negatively geared rental property has created a significant and obvious investment distortion in favour of passive investment in rental property.  

(2) This distortion has attracted investment funds to the sector and necessarily created upwards pressure on house prices in the domestic housing market.  

(3) In that housing market, first home buyers now find themselves competing with investors whose acquisitions will be partly subsidised by the tax system.  It is the first home buyers who bear the cost of the subsidy.   

(4) Indeed, first home buyers do not even compete on an even playing-field with investors.  Current tax law does not permit a deduction for interest expense associated with purchasing a home in which to live.  The tax law only permits an interest deduction for the purchase of a second home as an investment.  

(5) Thus, first home buyers do not enjoy the negative-gearing concession available to investors.  In short, the first home buyer’s after-tax interest cost is about twice that of the investor.

3.5.6 The effects of this investment distortion on distributional equity are obvious.  Equally obvious is that they could have been avoided by giving proper consideration to the basic principles of systemic equity which should underpin the tax system.  Failure to respect those principles means that Australia now has a tax system where the tax laws subsidise those who are pursuing the acquisition of a second house, at the expense of those who are still trying to save sufficient income to acquire their first house.  

3.5.7 We would recommend that serious consideration be given to addressing this issue.  

3.5.8 One response might be to allow first home buyers a deduction, or perhaps a tax offset, for some or all of the interest expense on their first home so that they can compete on an even playing field with investors.  We note that the US tax system allows deductions for home mortgage interest expense in some cases, up to a ceiling value of the property.
  

3.5.9 Alternatively, restrictions could be imposed on the extent to which an immediate revenue deduction is allowed against other income for the annual net interest expense on a negatively geared rental property.
  In particular, if the CGT discount concession is to remain so that only 50% of the ultimate capital gain on sale of the rental property is to be taxed, we think that equity considerations point to some restriction on the deduction for the net interest expense.  In view of the 50% CGT discount, we would suggest that it may be appropriate to only allow an immediate deduction for 50% of the net interest expense (i.e. excess of interest over annual rent), and to treat the remaining 50% of t`he net interest expense as deductible only against the ultimate capital gain on sale.  This proposal would reflect the commercial reality that investors incur the net interest expense in part to earn rent and in part in the hope that a capital gain on sale will emerge.

3.5.10 To prevent any immediate shock to property markets, this proposal could be phased in over time so that the deductible portion of the net interest expense could be limited to say, 90% in the first year after the measures commenced, phasing down to 50% over a suitable period.

3.5.11 A third option would be to deem gains on negatively geared investment property to not be eligible for the CGT discount, so that investors would have to balance the benefit of the deduction for the annual net interest expense against the disadvantage of the gain being taxed at normal rather than concessional rates.
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� See Taxation Review Committee Full Report AGPS Canberra (31 January 1975) [Asprey Report]; Australian Treasury Draft White Paper on Reform of the Australian Tax System (1985) [the Draft White Paper]


� As above at para 1.2 p 14


� Based on income and expenditure data from 1996-97: Harding Ann and Warren Neil Who Pays the Tax Burden in Australia?  Estimates for 1996-97 NATSEM Discussion Paper No 39 (February 1999). A regressive tax takes proportionately more from low-income than high-income taxpayers; for example, the Goods and Services Tax (GST), even with the basic food exemption, is regressive because low-income people spend all of their income, while high-income people save some income (or buy investments) and are thus not taxed by the GST on their savings.


� Draft White Paper, above note 1, para 1.1


� Asprey Report above note 1 Ch 4


� Review of Business Taxation A Strong Foundation: Establishing Objectives, Principles and Processes AGPS Canberra 1998 para 6.7


� As above at Box 6.1


� Above note 6 at para 6.13


� Editorial The Australian 10 December 2002 p10


� ‘The Working Rich’ The Weekend Australian 7-8 December 2002 p8


� Wayne Swan MP Transcript of Doorstop Interview 10 November 2002


� Asprey Report above note 1 at 23


� http://www.taxboard.gov.au/content/charter.asp


� Taxation of discretionary trusts: A Report to the Treasurer and the Minister for Revenue and Assistant Treasurer (November 2002) http://www.taxboard.gov.au/content/trusts/index.asp


� Treasurer Press Release No 78 (8 October 2001)


� Explanatory Memorandum, New Business Tax System (Integrity Measures) Bill 2000 (Act No 90, 2000)


� Section 163(h) Internal Revenue Code, Title 26 US Code.  It has been observed by one eminent US economist that the home mortgage interest deduction “probably makes the system fairer” in respect of the provision through the tax system of subsidies to home ownership: David F Bradford, Untangling the Income Tax Harvard University Press 1996, 2.  As in Australia, gains on sale of a main residence are exempt from tax in the US.


� We note that this was previously initiated but subsequently revoked:  s 82 KZC – 82KZK Income Tax Assessment Act 1936.  The issue of negative gearing of rental investments was also addressed by the Asprey Report.
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