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Executive Summary

The taxation system exists for the sake of ensuring a fair distribution of the wealth within a community.  However, in recent years the progressivity of income taxation has been reduced.  From the perspective of Catholic social teaching this is problematic.  On questions of social policy the Catholic perspective emphasises the preferential option for the poor and the pursuit of the common good.  This viewpoint sees questions of equity in tax policy as of a higher order of concern than considerations of economic efficiency and taxation neutrality.  A perfectly neutral taxation system devoid of vertical equity would be like Sir Humphrey’s wondrously efficient hospital that had no beds.  

There is scope to correct this imbalance by increasing vertical equity without raising tax rates by broadening the taxation base as it applies to higher income earners.  Many trusts can be taxed as companies to eliminate one of the remaining legal forms of taxation avoidance for the wealthy.  Limits can be placed on the deductibility of executive redundancy packages to companies to discourage recent egregious excesses.

The most central issue facing Government in terms of tax policy is in the area of the interaction of the taxation and social security systems.  The Australian income transfer system appears to be a house that has been in a constant state of renovation.  The structure has been so often modified that it is extremely unwieldy.  The Government needs to embark on a maximal approach to welfare reform.  The high effective marginal tax rates that result from the overlapping of the tax and social security systems create poverty and disincentive traps which must be dealt with as a policy priority.  

This reform program also provides scope for restructuring the way that families are treated under the current arrangements.  The extraordinary levels of debts that families have innocently incurred to Centrelink is prima facie evidence of systemic failure.  Such unnecessary debts have not failed to grab international attention. The UK Treasury has explicitly stated that it would not replicate the Australian model of the Family Tax Benefit due to these unfair and structurally unnecessary debt- inducing mechanisms.

There may also be a case for specific taxation measures in the area of regional development.  The rationale for such concessions through expansion of Zone Rebates or tax credits, along the lines of certain US States, is not purely economic.  Tax credits for regional development do involve distortions and a reduction in taxation neutrality.  Still, the connection between regional disadvantage and the incidence of poverty is sufficient to suggest that such tax measures should be implemented to satisfy the requirements of social justice and equality of opportunity. 

Catholic Welfare Australia’s policy recommendations 

Recommendation 1

That the Government: seek to improve vertical equity in the taxation system by broadening the tax base on higher income earners by:

a) Reconsidering the introduction of entity taxation that would tax non-fixed trusts as companies;

b) Removing tax concessions for negative gearing;

c) Adopting measures to ensure that incorporation cannot be used as a form of tax avoidance for normal income from personal exertion; and

d) Limiting corporate deductibility of executive redundancy packages to $1m.

Recommendation 2

That the Government embark on a major reform initiative to restructure the tax and social security systems to minimize disincentive and poverty traps. 

The guiding principle of this reform package should be that the effective marginal tax rate facing low income earners be no more than the top marginal tax rates faced by the nation’s higher income earners. Such reforms could include:

a) A significant expansion of the Working Credits Scheme recently adopted by the Parliament above the $1000 annual limit;

b) Implementation of a modified form of the successful US EITC scheme;

c) Implementation of the Working Tax Credit scheme in place in the UK;

d) Adopting the Keating/Lambert proposals to consolidate the means test for all forms of family assistance with a common phase out rate of 30%; and

e) The introduction of a genuine negative income tax system which eliminates overlapping between the tax and social security systems (for lower income families and individuals).

Recommendation 3

That the Government embark on a wholesale reform of the arrangements for the taxation and provision of benefits to families. As preliminary measures, the Government should:

a) Ensure income notification mechanisms for Family Tax Benefit and Parenting Payment are integrated;

b) That concession measures to reduce family indebtedness to Centrelink are adopted, including writing-off substantial amounts of the debt; and

c) Consider implementing an income disregard level along the lines of the UK model.

Recommendation 4

That the Government address regional disadvantage by:

a) Substantially increasing Zone Rebates in areas of greatest disadvantage to stimulate economic activity; and

b) Implement tax credit regimes as an effective wage subsidy for new jobs created in areas of greatest regional disadvantage based upon practices implemented in various US State jurisdictions.

Catholic Welfare Australia and this submission

Catholic Welfare Australia is the peak body representing Catholic welfare agencies.  It is a national federation of Catholic social service organisations that operate in local communities and at a diocesan level, including Centacare agencies nationwide. Catholic Welfare Australia is an organisation of the Australian Catholic Bishops’ Conference and is responsible to the Catholic Bishops through a Board appointed by the Conference.  The network employs over 5000 people and provides direct assistance and support to many thousands of people each year.  It is served by a National Secretariat in Canberra, including the Social Policy and Research Unit which has produced this submission in consultation with Member Organisations in the national network of Catholic welfare agencies.

Catholic Welfare Australia seeks to answer the challenge of social justice in the Gospels, and to promote the ministry of Catholic social welfare as part of the core mission of the Church to be a sign of God's kingdom in the world.

Catholic Welfare Australia welcomes the opportunity to contribute to this inquiry into the structure and distributive effects of the Australian taxation system. This submission is of a preliminary nature and Catholic Welfare Australia looks forward to making further contributions to this inquiry over the next 12 months as part of a coordinated Catholic Church approach. It is expected that other agencies, especially Catholic Health Australia, within the Catholic sector will be making separate submissions and may make complementary and related statements within their submissions. This is reflective of the diversity of the Church as well as the manner in which Catholic Church’s agencies share common areas of interest through their provision of human services.

Catholic Welfare Australia welcomes inquiries about this submission which can be directed to the staff of the Social Policy and Research Unit in the National Secretariat, on 02-6285 1366.  Their contact details are listed below:

Brendan Long 

(0419437592), brendan@catholicwelfare.com.au
Margaret Deerain 



margd@catholicwelfare.com.au
Adam Mitchell



adam@catholicwelfare.com.au 

Sr Liz Rothe
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GLOSSARY 
Taxation issues

Excess Burden

The cost imposed on an economy from levying taxation, particularly from the labour market effect of imposing a progressive tax scale.

Horizontal equity
Ensuring that the taxation system recognises the costs of caring for dependants.

Income Disregard

A threshold for income rises in the current year in comparison to the last where any extra income earned below this threshold is disregarded. Where extra earned income exceeds the threshold, it is the total income less the threshold amount that is then assessed. This approach avoids a ‘cliff edge’ scenario whereby a very tiny amount can have dramatic effect on earned tax credits.

Neutrality
A principle that seeks to minimise tax induced distortions on economic behaviour by treating taxpayers in similar circumstances in similar ways.
Tax expenditures

A departure from taxation arrangements that would normally be applied that impose a cost on the Government akin to an expenditure outlay.

Vertical equity
Ensuring that tax liability increases appropriately with income (progressivity).

Catholic Social Teaching

Common good

The common good refers to all those social, political, cultural and economic conditions that allow people both as individuals and collectively to achieve human fulfilment more easily. Those conditions that hinder human fulfilment are morally suspect. The common good presupposes respect for the human person, it requires the social well-being and development of the group itself, and it also requires the peace and security of a just order.

Preferential option 

for the poor 

The preferential option for the poor reflects Christ’s concern for the poor and also provides one of the motives for working so that we may contribute to those who are in need. A preferential love for the poor is incompatible with an obsessive love of riches and over-consumption.
 Having a preferential option for the poor enables us to consider the world from the perspective of those who suffer from poverty and to become active in the fight against injustice.

Subsidiarity

The principle of subsidiarity states that a community of a higher order or authority should not interfere with the internal life of a community of a lower order but should seek to support and encourage such a community so that it may effectively coordinate its activities with those of the wider community as they work towards the common good.

1) Applying Catholic social teaching to taxation policy

Catholic social teaching emphasises our shared social responsibilities.  This is seen in the significant document of the Second Vatican Council Gaudium et Spes
: On the Church in the Modern World.  It states specifically that society has an inherent communitarian character and is not merely a collective of individuals. This communitarian character is upheld through an emphasis on the importance of both the individual’s freedom and dignity, and the good of the whole community. To have a genuinely cohesive society, we must aim towards the good of each individual and the common good of our nation.
 Any economic, political or cultural policies that seeks to create a better life for one group while ignoring or actively acting against another is not acting justly.  Both individuals and groups within the community have a moral obligation to ensure that their interests contribute to the common good. 
Taxation policy is a means by which Government can structure economic relations for the common good.
  Taxation has a dramatic effect on individual and corporate behaviour.  It alters the incentive structures to achieve policy goals.  So it provides Government with one of its most potent weapons in influencing the development of social structures in Australian life.  It must therefore be seen as a process deeply implicated with social ethics and social justice.

Progressivity in taxation

Income tax progressivity is a desirable feature of a well-designed taxation system.  This is a position which generally enjoys broad ethical agreement in the community.  The Catholic approach is to codify and extend this requirement by calling for adoption of the principles of solidarity and the pursuit of the common good.  The principle of solidarity implies friendship and social charity and is a direct demand of human relationship. It is the expression of a mutual commitment to establish the common good, and, in practice, calls on those who are more influential, because they have a greater share of goods and common services to feel responsible for the weaker and be ready to share with them all they posses.
  In the case of those on higher incomes this must involve a preparedness to bear a larger proportion of the burden of meeting the costs of social programs for the disadvantaged.
  The principle of the common good calls us to choose actions that benefit society as a whole.  Both these principles are practical social expressions of the Golden Rule of Christ to love our neighbor as we love ourselves.  It is difficult to see how a moral person could deny that there is an ethical and social benefit in higher income earners accepting an appropriately higher burden of the cost of maintaining systems that support the disadvantaged.
 
Catholic Welfare Australia recognises the importance of the fundamental principle of maintaining the integrity of the taxation system.  So considerations of taxation neutrality and economic efficiency are important.  Tax expenditures which erode the potential tax base should be avoided unless compelling social policy reasons exists for them.  Any progressive income tax scale will have some disincentive effects on labour market behaviour (this is part of the notion of excess burden- see glossary).  So a broad tax base is important to ensure that tax rates are not punitively high.  Other features of the system, like simplicity and transparency, are also desirable.

Ethical principles must ultimately enjoy a certain priority in the reforms of taxation arrangements over consideration of economic efficiency and administrative expediency.  Solidarity, vertical equity and the pursuit of the common good are more important principles than reduction of excess burden or taxation neutrality.  The tax system exists primarily for the sake of wealth transfers.  A just tax system seeks primarily to celebrate the dignity of all persons by funding programs that combat economic disadvantage.
  This consideration cannot be made secondary to pursuing the most efficient system.  A perfectly neutral tax system devoid of any vertical equity is like Sir Humphrey’s wondrously efficient hospital with no patients.  

Moves to shift the instrument of progressivity in the income transfer system from the tax system to the welfare system can have ethical problems.  Targeting spending programs to low income earners are not a substitute for income tax progressivity.  This was achieved by reducing tax rates funded by broadening the tax base on consumption.  One of the primary goals of introducing a GST was to reduce progressivity in income taxation.  The regressive impact of this measure was dealt with through an increase in benefits.  However, this rationale is ethically problematic on the grounds that it conflicts with the principle of subsidiarity.  This principle broadly calls on Government to refrain from seeking to remove from families and individuals functions that they are capable of performing themselves.  By imposing a broad based consumption tax with compensating increases in benefits, those individuals previously not in receipt of benefits have effectively been taxed into a position of welfare dependency.  As benefit levels rose to compensate for the new tax persons were captured by the welfare system who had previously not been a part of it.  So the overall package of measures created a situation where some people who has previously been in a position to provide for themselves as not now doing so.  This breaches the principle of subsidiarity.

2) Proposals to improve vertical equity

If the claims outlined in the previous section are accepted then there seems to be some need to strengthen the progressivity of the current system.  This does not mean moving to a Swedish model which makes the top marginal tax rate a major disincentive to increased personal income exertion.  This submission does not call for an increase in the top marginal tax rate.  Our highest marginal tax rate is still relatively high and takes effect at relatively low levels by international standards.

How can the progressivity of the overall taxation system be increased without raising tax rates?  One method is to reduce the capacity of certain income earners to move out of the personal income taxation system and into more concessionally treated tax forms of income.  There are two examples: incorporation and the taxation of trusts.  

Vicarious incorporation

Incorporation provides the opportunity for a higher income earner to take advantage of the significant differential between the top personal and company tax rates.  While it is difficult to assess how much this is taken up, the architect of the large reduction in the company tax rate, Paul Keating, once commented that he thought there would not have been many reporters in the Canberra Press Gallery who did not incorporate.  This submission does not call for an increase in the company tax rate.  However, it may be possible to restrict this incorporation concession by ensuring that the benefits of the company tax structure are restricted only to those organisations which are genuine corporate entities.  The taxation legislation could be amended so that the Commissioner could treat profit declared by a corporation as income in the hands of the individual taxpayer where it is clear that incorporation is simply a vehicle for tax avoidance, and not a genuine corporation in the ordinary understanding of the term.  Alternatively, application of the general tax avoidance provisions of the act to such vicarious incorporation could be considered.
  While no doubt this would present considerable enforcement challenges, the threat of the use of such discretion by the Commissioner of Taxation may be sufficient to reduce this tax loophole for higher income earners substantially.  

Trusts

A primary mechanism by which high income individuals can reduce their normal taxation liability is through the use of trusts.  The basic principle is that income is split between individuals in a family trust and tax paid when the income is distributed to the beneficiary.  This can be used to reduce the taxation liability substantially. There are clearly some cases where the nature of the activity involved might justify a trust model.  However, there seems little reason why taxpayers who would otherwise face normal income tax rates should be able to avail themselves of this concession.  Taxation of non-fixed trusts (where the distribution of trust income to beneficiaries is not predetermined) as companies under the ‘entity taxation’ rules would have reduce this loophole considerably.  Special arrangements might be needed to provide for the circumstances of family farms which are generally not a hidden form of tax shelter for higher income earners.  
Negative gearing

Negative gearing is another form of tax avoidance for high-income earners.  By allocating losses on rental income against other income (losses that are offset by capital gains in periods of asset inflation), this provides for significant reductions in personal income taxation liabilities.  This also tends to fuel the level of speculative investment in this sector which drives up housing prices in general.  Abolition of negative gearing would augment the personal income tax base.

Executive redundancy packages

Limiting deductibility of executive redundancy payments might also support the goals of vertical equity.  Recent glaring examples of executive redundancy packages of extraordinary proportions have acted as something of a slap in the face to ordinary Australians.  Although the arrangements are contractual payments and may not be part of the personal income taxation system, taxation measures can be adopted to make this option less attractive to companies.  The expense associated with termination of these contracts is an allowable business expense to companies.  However, limiting the scope of this deduction to a million dollars would discourage such excessive packages and not affect the entitlement of average employees.  While many people consider these payments to be an injustice to shareholders, we cannot ignore the fact that such large amounts of money being paid to one person (regardless of its form) is particularly repulsive in a society where many people struggle to survive.  Admittedly, placing dollar limits on corporate deductions is not a principle that, if regularly adopted, would enhance the overall integrity of the tax system.  Denial of an otherwise legitimate deductible expenses simply for the sake of a social policy objective will have some distortion on economic behaviour.  It would treat taxpayers equally under the same rules and thus would constitute a non-neutrality which would influence economic decisions.  Still, any costs to the overall neutrality of the system are justified for the social policy goal of reducing the manifest excesses of recent corporate payments of this nature.

That Government seek to improve vertical equity in the taxation system by broadening the tax base on higher income earners by:

-
 taxing trusts as companies;

-
 removing tax concessions for negative gearing;

· adopting measures to ensure incorporation cannot be used as a form of tax avoidance for normal income from personal exertion;

· limiting corporate deductibility of executive redundancy packages to $1m.

3) Proposals to improve incentives for the working poor

The disincentive problems of the Australian welfare system have been diagnosed for many years.
  We have a reasonably generous system of income support  by international standards.
  However, benefits are much more tightly targeted than overseas.  We also have a very high reliance on personal income tax and a relatively high marginal rate applies at relatively low incomes.  These combine to cause significant overlapping of the taxation and social security systems.  The withdrawal of benefits when beneficiaries earn income, acts as an effective tax.  When this is combined with the withdrawal of other benefits (public housing, rent assistance, health care cards etc) the effective tax rate facing beneficiaries can be very high and even greater than 100%.  On the basis that 60% is a high effective marginal tax rate, NATSEM
 estimates that approximately 8% of Australians are in this category.  The figure is much higher for single parents at 23%
.  These figures have changed little as a result of Australia’s New Taxation System.
These high effective marginal tax rates create poverty traps.  They are the result of Government policy.  This is a reason why individuals should be reticent about attacking those in receipt of income support payments.  

Government should seek to introduce the most systematic reform possible.  A range of reform proposals have been put forward (see box below).  The most ambitious reform program would involve reconfiguring the tax and social security systems in order to ensure means tests do not overlap and that those receiving benefits in the range in which benefits are being reduced do not pay any tax.  The opportunity for such wholesale reform may not present itself for some time.  So more limited measures involving tax credits to reduce the effect of the effective marginal tax rates should be considered. 

Rather than endorsing one specific reform proposal over others at this stage, Catholic Welfare Australia calls on the Government to evaluate reform proposals from a principle of equity which states that the effective marginal tax rate facing low income earners be no more than the top marginal tax rates faced by the nations higher income earners.  This principle may not be able to be applied in all cases.  Still, as a basic framework principle for welfare reform it ensures that the system is not regressive in terms of marginal tax rates.

One way to reduce these disincentive traps would be to expand the Working Credits scheme that has just been adopted by the Parliament, beyond the $1000 annual limit.  Other options to be considered further are outlined in the box below.

Selected approaches to reduce effective marginal tax rates

The UK Working Tax Credit Scheme (see below)

A tax credit system for low-income families with additional tax credits for children/those with disabilities.  The scheme has recently been extended to provide a tax credit to single persons (Working Tax Credit). 

The US Earned Income Tax Credit (EITC) Scheme

A 40% refundable tax credit to low income families with two or more children up to a maximum of US$3556 (smaller credit for a family with one child).  The credit phases out as incomes rise from US$12,000 to $29,000.

The Keating/Lambert proposal

The means test for various types of family payments is consolidated into a single test.  A tax credit would be incorporated into the payments and phased down at 30 per cent.

The Dawkins proposal
A negative income tax system approach could be adopted.  Under this model the income tax credit to reduce effective marginal tax rates is not conditional on previous tax contributions by an employee.

On the UK model of Child and Working Tax credits

The UK recently developed a model of reform for their tax and benefit system that is commendable. The new Child Tax Credit (CTC) and the Working Tax Credit (WTC) seeks to integrate all income-related support. It also seeks to provide a clearer focus on the two aims of supporting families and addressing familial poverty through the CTC, and to tackle poor work incentives (a problem confronting many Australians today in the form of high effective marginal tax rates) and persistent poverty amongst working people.  

To seek to abolish the problems with effective marginal tax rates that are discouraging people from moving from welfare to work, or from seeking extra work, the UK has established a set amount of income disregard. While this in no way addresses the entire problem of low-income families facing high effective marginal tax rates, it has nonetheless made an impact.
 

There are a number of commendable elements to the UK’s new child and tax credit scheme. Firstly, the WTC is similar in design to Australia’s Family Tax Benefit but is extended to all people thereby offering greater support to those on low incomes regardless of family circumstances. Eligibility is means-tested, and extending these tax credits to low income earners provides an incentive to those moving from welfare to work. WTC also provides assistance to those who do not have children (and are therefore ineligible for FTB assistance in Australia) but nonetheless experience persistent poverty due to their low paying work. 

Secondly, setting a ‘disregard’ amount into the tax credits scheme does not produce the kinds of debt and associated emotional and financial stress experienced within Australia with the Family Tax Benefit (FTB).  This provides an income buffer zone so that a family’s income can increase within certain limits without the loss of benefits.  The disregard then acts to give families greater peace of mind that they are unlikely to be significantly penalised if their income patterns change. 
That the Government embark on a major reform initiative to restructure the tax and social security systems to minimise disincentive and poverty traps.  The guiding principle of this reform package should be that the effective marginal tax rate facing low income earners be no more than the top marginal tax rates faced by the nations higher income earners.  Reforms could include:

· a significant expansion of the Working Credits Scheme recently adopted by the Parliament above the $1000 annual limit;

· implementation of a modified form of the successful US EITC scheme;

implementation of the Working Tax Credit scheme in place in the UK;

· adopting the Keating/Lambert proposals to consolidate the means test for all forms of family assistance with a common phase out rate of 30%;

· introduction of genuine negative income tax system which eliminates overlapping between the tax and social security systems (for lower income families and individuals).
4) Reform of family taxation arrangements

If considerations of vertical equity and welfare reform have priority in a Catholic approach to taxation policy, this does not mean that the issue of horizontal equity is insignificant.  There are still issues of justice associated with ensuring that the cost of caring for dependants is considered by the taxation system.   

In a system of taxation based on justice and equity it is fundamental that the burdens be proportioned to the capacity of the people contributing.

This ‘capacity’ will of necessity vary with the obligations of parents to care for their children.  From an ethical perspective the appropriate taxation unit is the family not the individual.  This recognises the role of the family as the first and vital cell of society.  Horizontal equity is an important quality of an income transfer system.  Where a family decides that one partner will not enter the paid workforce by remaining at home for the sake of caring for the family, then Government must respect this choice and adjust the taxation liability in some measure.  To fail to accept this would be to see the raising of children as a ‘personal consumption choice’.  Any person who uses this terminology needs to renew their lexicon.  What greater human capital investment can a society make but to assist parents in providing for their children?  

The current tax arrangements for families partially recognises these principles but fails to apply them appropriately due to significant inefficiencies in their administration.  Catholic Welfare Australia acknowledges the increased quantum of assistance to families under Family Tax Benefits A and B relative to previous arrangements.  Still, the current situation is that approximately 500,000 families are significantly indebted to the Commonwealth due to difficulties associated with forecasting their family income.
  This outcome is prima facia evidence of system failure in the administration of family taxation.  Notwithstanding recent measures to give families more choices under the family tax model, the problems are endemic. The resulting indebtedness to the Government adversely affects families’ wellbeing.  

A comprehensive review of the family taxation model is called for.  The Government at present has stated that the basic structure of the current system will remain.  Alternative models have been ruled out due to the fact that there will always be some winners and losers.  This is unfortunate.  

The ultimate cause of these problems is that the income transfer system in Australia seems to be like a house under constant renovation.  Every few years Government will knock down a wall here, add a level there, excavate in this area, seal off of that section.  The result is a rather large and precarious structure in which many get lost and no one is very certain that everything really functions.  The problems are so significant that the Australian system has become an example of a model to be avoided (see box below).  

The UK Government has criticised the Australian family taxation model.

In establishing the child and working tax credits schemes, the UK studied the Australian model of the Family Tax Benefit. While acknowledging its relative generosity and its ability to more closely target those in need, the UK was also quick to notice the very high rate of debts that had arisen from the incorrect forecasting of income.
 While the Government has sought to alleviate this common burden on families who cannot afford the debt by introducing ‘any-time’ changes to their income estimates, the UK has chosen to set an ‘income disregard’ of £2,500. This means that those receiving the child and working tax credits do not accumulate a debt if their income rises within this amount,
 and should their ‘extra’ income exceed this disregard, they only lose tax credits on the amount above the £2,500 disregard. 

So wholesale reform is needed.  Tinkering will simply add to current problems.  Developing a more efficient modular system like the UK approach would be worthy of serious consideration.  There is a broad base of support and growing political impetus for serious welfare reform.  This process also gives the Government an opportunity to reconsider the essential architecture of the Australian income transfer system as it applies to families.

Some measures can be adopted more readily. The Commonwealth could integrate the income notification systems that apply to Parenting Payment recipients and Family Tax Benefit recipients.  The requirement for dual notification is onerous and risks significant innocent non-compliance.  In recognition of this design fault in the system the Government should consider writing off much of the debt that families currently owe to Centrelink.  One proposal would be to write off half of any debt if a family in receipt of an overpayment payed off the other half by a specified period (say 12 months).  

The baby bonus is a problematic benefit.  It is another one of these little extensions that make the system unwieldy.  It is not really means tested so expenditure in this measure will not be progressively distributed.  If it is to be a measure of horizontal equity why should it be separated from Family Tax Benefit Part B.  It should be absorbed into other measures as part of a major overhaul of the system.

That the Government embark on a wholesale reform of the arrangements for the taxation and provision of benefits to families.

That as preliminary measures the Government:

-
ensure income notification mechanism for Family Tax Benefit and Parenting Payment are integrated;

-  
consider concessional measures to reduce family indebtedness to Centrelink, including writing-off substantial amounts of the debt;

-
the government consider implementing an income disregard level along the lines of the UK model.

5) The health insurance rebate

The 30% rebate for private health insurance is a problematic measure from the perspective of social justice and equity.  Catholic Health Australia is presenting a comprehensive submission on the rebate arrangements.  This submission simply notes that the rebate constitutes a tax expenditure that is regressively distributed.   The provision of this tax rebate to fund ‘ancillary’ benefits is particularly concerning.  The funds provided under this rebate could be better directed to delivery of core health services.

That the Government

.
remove ancillary private health insurance products from the scope of the 30% rebate arrangements.

.
consider a range of options for reform of the 30% rebate to ensure it is a less regressive tax expenditure.

6) Taxation policy and regional development

Rural and regional communities are generally poorer than metropolitan regions with unemployment often being the cause of financial constraints for many.  In the recent submission to the Senate Inquiry into Poverty and Financial Hardship, Catholic Welfare Australia emphasised that rural communities suffer significant economic disadvantage and a high incidence of poverty.   A recommendation for change was the identification of areas of disadvantage through objective indicators that are used in the UK and Ireland as part of their National Anti Poverty Strategies (and the Roundtree Foundation in the UK).  

Once these areas of economic disadvantage have been identified, targeted programs can be applied.  Such schemes have been adopted with some success in the US at state level.
  These are related to the provision of tax credits for employers in affected areas who take on additional employees.  They receive a credit for state and local taxes.  The tax credits represent a significant portion of the employees wage, creating an effective wage subsidy scheme. 

Regional development tax credit schemes in South Carolina and Washington State
Various states in America have set up a system of incentives such as the 1,000 enterprise zones.  These zones have been created in areas of economic need and development as in rural and remote areas.  Companies making investment and providing job creation are provided with benefits usually in the form of tax credits and tax refunds.
 

South Carolina operates a scheme called the Job Development Credit.  Under this scheme, eligible businesses that enter into a “Revitalization Agreement” to maintain a specified level of employment and investment may apply to withhold a percentage of State employee taxes.  The quantum of this tax credit is based on the hourly wage rate paid to a new employee and the level of development of a county (less developed counties receive greater credits).   

Washington State operates the Distressed Area Tax Credit/Job Creation program. This is a tax credit for businesses located in specific areas (high unemployment counties, community empowerment zones or low income counties).    Companies receive a $4,000 credit per job where wages and fringe benefits exceed $40,000 and $2,000 for other jobs. 
Schemes of this nature could be considered in Australia.  In regions of economic disadvantage a tax credit could be offered to an employer who takes on new staff up to a fixed level (say 50%) of the new employee’s wage.  This subsidy could last for a fixed period (say 12 months) so that the employee’s attachment to the labour market is stabilised.  It would be prudent to first try this project as a pilot program in a known area of disadvantage and offering it nationally if this increases employment.

Zone Rebates could be increased.  The rebates are very low at present.  They could be substantially increased and brought forward as cash payments.  Areas of greatest disadvantage could be targeted.  This would significantly boost economic activity in the region, which should lead to greater employment opportunities.  There will be some rebates given to higher income ranges but this could be justified if economic benefits emerge in the local economy.  The use of zone rebates is also an economically efficient form of regional assistance as it does not distort pricing signals.  This is another area where a trial project could be undertaken.

That the Government substantially increase Zone Rebates in regional areas of greatest disadvantage to stimulate economic activity.

That the Government implement tax credit regimes as an effective wage subsidy for new jobs created in areas of greatest regional disadvantage based on practices implemented in various US State jurisdiction.

7) Conclusions

Australia’s tax system has been subjected to major review in recent yeas.  Still, it is questionable whether the new system is more equitable.  Vertical equity can be increased by eliminating residual loopholes for high-income earners.  Horizontal equity can be increased by implementing a more efficient taxation system for families.  Still, a Government which is genuinely committed to justice will focus first on the issue of the integration of the tax and social security system.  Welfare reform associated with reduction in high effective marginal tax rates is the highest priority for tax policy in Australia at present.
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