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Home truths and international comparisons on taxation

ACOSS submission to Senate Economics References Committee, April 2003.

Summary

This submission makes the following points:

1. Australia is a low-tax country by "first world" standards, being the sixth lowest taxing country among the 30 OECD countries.

2. Average income tax rates for middle income earners are also low by OECD standard, and lower than in the United States.

The present hype about "high tax rates on middle income-earners" is based on confusion between:
- marginal and average tax rates (many people believe their marginal tax rate applies to all of their income);
- the structure of the Australian income tax system and that of most other OECD countries (Australia has a single national personal income tax; most other countries impose social security taxes and state income taxes);
- "middle" and "high" incomes (many of the top 20% of wage-earners wrongly believe they are "middle income-earners").

3. Despite concerns about "bracket creep" moving middle income-earners into high tax brackets, the last major income tax cuts are just three years old and that bracket creep has much less "bite" now that inflation has fallen to very low levels. Accordingly, there is less public pressure for income tax cuts now than in the past

4. Any examination of the effect of taxation on families must take account of the benefits and services that taxation buys. The community receives the benefits and services it is prepared to pay for. Tax-payers do not always understand that any large reduction in taxes will come at the expense of fewer services or higher charges for services further down the track.

5. Australia spends much less on social security than most OECD countries. This partly reflects the income-testing of Australian social security payments to exclude people with no need for income support. However, it also reflects low rates of payment that raise the risk of poverty. 

6. The cost of Australia's community services (health, education, and social welfare) is roughly equivalent to the OECD average. However, this masks major deficits in public health services, school and tertiary education; and health and community services for Indigenous people, people with disabilities, older people, and other vulnerable groups. Moreover, the cost of health and aged care services is expected to rise as the population ages over the next 40 years.

7. For these reasons, the overall level of taxation (as distinct from income tax rates) will need to increase, not fall, over the coming years. The real issue is whether those with the greatest capacity to pay shoulder their share of the cost.

8. The future fiscal cost of our ageing population will be exacerbated by recent Government decisions to extend tax rebates and other concessions to older people not entitled to age pensions. The generosity of these concessions towards a group that generally does not need more Government assistance will have to be reviewed.

9. Australians are unfairly taxed. Despite the apparent progressivity of our personal income tax system, it is quite possible that when all taxes are taken into account, Australians pay a flat overall tax of roughly one third of their income. The main reason for this is that over 25% of public revenue is raised by consumption taxes that substantially offset the progressive effect of the income tax system.

10. Another major reason that our tax system is much less progressive than it appears to be on paper is that many high income-earners pay less than the statutory rates of income tax. For many high income-earners, the top income tax rate is effectively closer to 30% than 47%, due to widely-exploited tax shelters and loopholes. This has the effect of shifting more of the cost of community services onto the shoulders of low and middle income-earners.

11. Many of the same tax loopholes that lead to inequity are also economically inefficient, even harmful. The worst current example is the combination of negative gearing and lower rates of tax on capital gains, which have added fuel to an already over-heated property market. The outcomes include higher home prices and (potentially) higher interest rates.

12. The closure of these loopholes is the key to expanding community services and improving social security in the coming years, without the need for substantial increases in income tax rates and user charges.

13. The people who pay the highest tax rates are not high income-earners. They are unemployed people and low and middle-income families, many of whom face effective marginal tax rates in excess of 60 cents in the dollar due to the combination of social security and other income tests and income tax (benefit traps). It is these groups, not high income-earners, who are the most likely to be discouraged from increasing their earnings. Any action to reduce high marginal tax rates should, therefore, start with them.

14. Eight policy recommendations to close off the worst income tax shelters and loopholes and ease benefit traps for low-income earners, are advanced.

1. Australia is a low-tax country

By Organisation of Economic Cooperation and Development (OECD) standards, Australia is a low tax country. This may surprise many tax-payers, who have been told by media commentators, taxation interest groups, and politicians that they are over-taxed.

The graph below compares official Organisation of Economic Cooperation and Development data on the overall levels of revenue collected by all levels of Government in 16 OECD countries.

Graph  AUTONUM  Taxation revenue as a % of GDP (2000)
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Source: OECD Revenue Statistics.
Note: Fourteen smaller or less developed OECD countries have been omitted (e.g. Luxembourg and Turkey). Of these, only 2 raised less tax revenue than Australia and 12 raised more.

Australia is the sixth lowest taxing country among the 30 OECD countries for which data is available. Among the "rich" OECD countries, only the United States and Japan raised less revenue than Australia.

This information does not accord with a perception that middle-income Australians pay more income tax than do people in other countries, such as the United States. This perception is usually based on comparisons of the marginal rates of personal income tax paid by people on average incomes. For example, the top personal income tax rate in the United States is 39% and it cuts in at an income of $307,000 (there is also a 35% tax rate for incomes above $141,000); compared with a top rate of 47% cutting in at $60,000 in Australia.

There are three main reasons for this apparent inconsistency. Middle-income Australians are not highly taxed compared with people in other OECD countries, but many believe they are, due to:

1. a confusion between marginal and average tax rates;

2. a failure to take account of all income taxes in other countries;

3. a confusion about who is a middle income-earner.

We explore these three issues below.

1. Confusion between marginal and average tax rates

First, some people confuse average and marginal income tax rates, believing that the marginal tax rate applies to all of their income. Others understand the distinction but wrongly focus their attention of marginal tax rates when the average rate is the true measure of the extent of taxation.

The marginal tax rate only tells us how much we paid on the next dollar earned. The average or overall rate of tax is a better indicator of how much tax we pay, and in progressive income tax systems this is always lower than the marginal rate of tax. The table below compares marginal and average tax rates applying to different income levels. It shows, for example, that a person on $60,000 paid a marginal tax rate of 42% on their last dollar earned, but an average tax rate of just 26% on all of his or her income.

Table 1 Marginal Vs average tax rates

	Annual taxable income
	Marginal tax rate
(tax rate on the last dollar earned)
	Average tax rate 
(tax rate on all income)

	$6,000
	0
	0

	$20,000
	17%
	12%

	$50,000
	30%
	23%

	$60,000
	42%
	26%

	$100,000
	47%
	34%


Note: Does not include Medicare Levy or any deductions or tax offsets

Australia has higher marginal rates of tax on above-average incomes than some other OECD countries because the first $6,000 of income is not taxed. Most other countries tax the first dollar of income (for example in the United States the first $6,000 is taxed at 10%). Our $6,000 tax-free threshold is important for low-income earners, and it also introduces a strong element of equity into the system. However, to raise the same revenue from a tax scale with a tax-free threshold, the Government must impose higher rates of tax further up the scale. This means that high-income earners are taxed a bit more in order to ease taxes on low incomes.
 

2. Failure to take account of all income taxes in other countries 

Second, simple comparisons of income tax rates imposed by national Governments miss other important parts of the income tax picture, especially:

· State and local Government income taxes;

· Social security taxes paid by employees.

Australia does not have these taxes, but most other OECD countries do. The existence of social security taxes in most other countries explains why Australia appears to collect a relatively high proportion of its revenue from income taxes. We fund social security through a general income tax, whereas most countries use employer and employee social security taxes. Yet the employee component of these taxes is, for all intents and purposes, a tax on income. Once this is included in income tax statistics, we find that most OECD countries collect more taxes from income than does Australia.

This is the standard treatment of social security taxes for international comparative purposes, and is used by the OECD. International comparisons that exclude social security taxes from the calculation of income tax levels are misleading.

To illustrate the effect of adding-in these other income taxes, the table below compares the income taxes paid by single adult workers on different wage levels in Australia and the United States, which many Australians regard as a low-tax country.

Table 2: Average (overall) tax rates in Australia and the United States (2001)

	
	
	67% of average wage
	100% of average wage
	133% of average wage
	167% of average wage

	Australia
	National Government
	18.9%
	23.1%
	26.8%
	31.0%

	
	State Government
	0
	0
	0
	0

	
	Social security tax
	0
	0
	0
	0

	
	All income taxes

	18.9%
	23.1%
	26.8%
	31.0%

	United States
	National Government
	8.5%
	10.6%
	14.2%
	16.9%

	
	State Government
	6.1%
	6.3%
	6.4%
	6.5%

	
	Social security tax
	7.7%
	7.7%
	7.7%
	7.7%

	
	All income taxes

	22.2%
	24.6%
	28.3%
	31.1%


Source: OECD 2003, Taxing wages.
Once the whole picture is revealed, we find that low and average income-earners are taxed more, not less, in the United States than they are here. They also receive less generous benefits and services from United States Government than do workers and their families in Australia.
 Part of the reason for this is that much of the US welfare budget is given over to expensive social insurance payments for older people that are based on their previous wages, leaving less room for social expenditures on people of workforce-age, or children.

Graph 2 below broadens this comparison of average personal income tax rates to 16 OECD countries. 

Graph 2: Average (overall) tax rates for an average production worker (2002)


[image: image2.wmf]16%

16%

17.00%

19.00%

20.00%

23%

24%

24.00%

26%

27%

28%

29.00%

29%

30%

41%

43%

10%

15%

20%

25%

30%

35%

40%

45%

50%

Japan

Ireland

Greece

Spain

New Zealand

UK

Australia

US

Canada

France

Italy

Austria

Netherlands

Sweden

Germany

Denmark


Source: OECD 2003, Taxing wages.
Note: For a single adult on an average manual wage. The OECD provides data for 30 countries. Of the 14 smaller or developing countries not included in this graph (such as Luxembourg and Turkey), 5 had lower tax rates and another 9 had higher tax rates than Australia.
Graph 2 shows that the overall rates of tax paid by "average" Australian workers were below average OECD levels. The only "rich" countries to have lower average income tax rates than Australia were The United Kingdom, New Zealand, Japan, and Switzerland.

Graph 3 (below) extends this analysis by taking family payments into account. Most OECD countries including Australia have family payments (such as our Family Tax Benefits) to help with the costs of children. Whether they take the form of direct payments through the social security system or tax rebates or credits, these payments in effect offset part of the taxes paid by families. 

Graph 3: Average tax rates for an average production worker with two children (2002)
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Source: OECD 2003, Taxing wages.
Note: For single-income families only, including family payments. The difference between these figures and those in the previous graph represents the level of family payments in each country. (Ireland has a negative figure because family payments for this family exceed the income tax payable). The OECD provides data for 30 countries. Of the 14 smaller or developing countries not included in this graph, 9 had lower tax rates and 5 had higher tax than Australia. 
When family payments are taken into account, Australia's income tax level for an average worker is around the middle of the range. The reason for this is not that our income tax rates are about "average". Rather, both our income tax rates and our family payments for average working families are low by OECD standards. A number of European countries, such as Italy and France, have higher tax rates than Australia, but they appear below Australia in Graph 3 because they have more generous family payments for average workers.

3. Confusion about who is a middle income earner 

People on relatively high incomes often believe that they are "middle income-earners" and, as such, overtaxed. This is because they are not aware that the vast majority of Australians live on much lower incomes than they do. Much of this confusion is generated by the publication of data on average full-time total wages, currently $48,000 per year. Presented with this information, people on incomes somewhat higher than this (for example $60,000 to $80,000) often consider themselves to be "middle income-earners".

This perception has led to concerns about "middle income earners" facing the top income tax rate of 47%, which cuts in at $60,000 per year.

This perception is misleading for two reasons:

First, the average is not the middle. A minority of very high income-earners have much more income than the rest of us, pulling the average figure upwards. The middle or median full-time total wage is just $40,000 per year. That is, half of all full-time wage earners earn less than this.

Second, millions of people do not earn full-time wages, and many (such as pensioners and unemployed people) have no earnings at all. When their incomes are taken into account, the middle income for all Australian households is just $31,000 per week. That is, half of all households live on less than $31,000 per year.

The table below shows where people on $60,000, $80,000 and $100,000 are placed within the range of full-time wages and all household incomes in Australia.

Table 3: Middle or high incomes? (2002)

	Income level
	% of all full-time employees that earn more than this
	% of all households with higher incomes than this

	$60,000
	18%
	25%

	$80,000
	6%
	13%

	$100,000
	2%
	7%


Sources: ABS, Employee earnings and hours (2000); ABS, Income distribution (1999-00). Adjusted to end of 2002 for subsequent movements in average earnings, excluding households reporting zero or negative incomes.

The table shows that a wage-earner on $60,000 falls within the top 20% of full-time wage earners, and a household on $60,000 (including any other wage earners in the household, and any Family Tax Benefits) falls within the top 25% of all households. The proportions of wage earners and households with more than $80,000 are much less than this.

By definition, people earning more than $60,000 per year are high income-earners, although it would be more accurate to describe them as "well off" rather than rich. Their actual living standards also depend on the size of any family they support, and their financial commitments. Yet most people on this income level would be surprised to learn that many families struggle to live on incomes of less than half these amounts:

· 22% of families with children have a gross household income of less than $30,000 per year; and

· 37% of families with children have a gross household income of less than $40,000 per year.

These are the true "battler families".

What about bracket creep?

Some argue that even if middle income-earners do not face high tax rates now, they will do so in the near future, due to the effects of income tax "bracket creep". These commentators raise the spectre of average wage earners being taxed at marginal tax rates of 42% or 47%.

As we argued above, this does not mean they will pay 42% or 47% on all of their income, only a small proportion of it. Low inflation rates have taken much of the sting out of "tax bracket creep", and there is no pressing need to reduce income tax just three years out from a $12 billion a year tax cut.

In any event, average wage earners rarely face the top two marginal tax rates, or do so on just a small part of their income, because tax thresholds are raised from time to time to prevent this from happening.

Even if average wage-earners faced a marginal tax rate of 42%, this would not by any reasonable analysis be the greatest problem with our income tax system. Average tax rates are more important than marginal rates for most purposes, and the greatest increase in average tax rates over the past decade has been experienced by people on much lower incomes, due to the erosion of the real value of the tax-free threshold. 

Another more pressing concern is that high income-earners can easily avoid paying tax at their nominal tax rate by exploiting a range of tax avoidance devices such as those outlined below. This unfairly leaves low and middle income-earners to shoulder more of the cost of essential community services and social security payments, and erodes the revenue available to provide them. 

Under these circumstances, in the absence of income tax "bracket creep" funding for benefits and services would come under much greater pressure. Instead of the periodic cuts in income tax that are made under the present arrangements, there would be periodic cuts in benefits and services.

2. We get the services we pay for

One outcome of Australia's low tax status is that Federal and State Governments have less funds than comparable countries to devote to social and economic infrastructure, benefits and services.

Social security

The graph below shows that Australia spends much less, in proportion to Gross Domestic Product, than most OECD countries on social security.

Graph 4: Social security expenditure as a proportion of GDP (1998)
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 Source: OECD 2002, Social expenditure data base.


One reason for this is that our social security payments are targeted according to need, instead of being based on a proportion of people's previous wages as is usually the case in other OECD countries. This means that Australian Governments can reduce income poverty levels with a lower expenditure "effort" than can most overseas Governments.

However, another reason for our low social security expenditures is that the rates of Australian social security payments are very low. The table below shows how much pensioners, unemployed people, and low jobless families received from Centrelink in 2002, compared with the relevant Henderson Poverty Lines.

Table 4: Comparison of Social Security Payments to the Henderson Poverty Line (including housing costs) — $ per week, September 2002

	Family/Income Unit1
	Total Payment
$ per week

	Poverty line
$ per week
	Rate as % of poverty line

	Head in Workforce
	
	
	

	Single adult unemployed
	$230
	$294
	78%

	Single, independent 18-20 unemployed.
	$196
	$294
	67%

	Couple unemployed – 0 children
	$376
	$393
	96%

	Sole Parent unemployed – 1 child
	$365
	$378
	97%

	Sole Parent unemployed – 3 children
	$492
	$536
	92%

	Couple unemployed – 1 child
	$450
	$473
	95%

	Couple unemployed – 3 children
	$576
	$632
	91%

	Head not in Workforce
	
	
	

	Single adult student
	$151
	$238
	63%

	Single full-time student, independent 18-25
	$196
	$238
	82%

	Single Age/Disability Pensioner
	$256
	$238
	108%

	Age/Disability Pensioner couple – 0 children
	$395
	$338
	117%

	Sole Parent not in labour force – 1 child
	$365
	$322
	113%

	Sole Parent not in labour force – 3 children
	$492
	$481
	102%


Source, Melbourne Institute, Poverty Lines and Centrelink information.

Assumptions: All households have zero private income and assets. All single people live alone. All rent privately and receive maximum rate of Rent Assistance, except adult students who are ineligible. All children are aged 5-12 years, except in the case of independent young people

Health, education and social welfare services

The graph below compares overall Government expenditure on health, education and social welfare services (as distinct from social security payments), among OECD countries.

Graph 5: Health, education and welfare services expenditure as a % of GDP (1998)
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In regard to these services, Australian expenditure is around the OECD average. It is important to remember, however, that as a geographically large country with a growing population, the costs of delivering these services are likely to be higher in Australia than in most other OECD countries.

Further, there is mounting evidence of un-met needs for community services in Australia:

· There is widespread agreement that we under-invest in education, especially in the critical early years, and that higher education is under severe financial stress.

· Our public health services have been under considerable strain for many years, with chronic "bed shortages" in public hospitals.

· Medicare is fraying at the edges, as more General Practitioners decline to bulk bill their patients.

· Many low-income earners and pensioners cannot afford dental treatment for themselves and their children, since the Federal Government withdrew funding from public dental clinics.

· The health of Indigenous people is a national tragedy, with the average lifespan of indigenous people being 20 years shorter than that of the general community.

· People with severe disabilities cannot obtain the community-based care services they need, placing relatives under considerable stress and leaving some people with disabilities with no option other than to live in a nursing home.

· The average "gap fee" that parents have to pay for full-time day care services for a child is more than $50 per week, even for many low income families.

· Long-term unemployed people receive very little help to overcome barriers to employment such as a lack of work experience, or inadequate skills, leaving them with just a 25% chance (on average) of getting a job within the next 12 months.

Every dollar that is cut from taxation is a dollar that cannot be spent to meet these needs.

There is evidence to suggest that tax-payers are increasingly aware of this trade off, and prepared to give a higher priority to improvements in services than to cuts in taxation.
 

When asked whether Governments should give priority to tax cuts or increases in social expenditure, Australians have traditionally preferred tax cuts, especially in times of high inflation. However, the gap between the proportion of respondents who prefer tax cuts and those who prefer more social spending narrowed from 50 percentage points in 1987 to 12 percentage points in 2001. Likely reasons for this include an awareness of the adverse effects of cuts in Government expenditure at Federal and State Government levels, and the dampening effect of low inflation rates on income tax "bracket creep". Similar trends in public opinion in the United Kingdom have lent support to recent Government decisions to raise funding for health and other services.

Effects of population ageing on Federal and State Budgets

Over the next 30 years, population ageing in Australia will put upward pressure on social expenditure, especially in health and aged care. The Government's Intergenerational Report estimates that by 2041, the ageing of the population, as well as continuous improvements in medical technology, will raise federal social expenditures by 5.3% of GDP (or $38 billion per year in current dollars). If the projected (and highly uncertain) cost of improvements in medical technology is not included, the increase is much less (2% of GDP or $14 billion per year in current dollars). It would be much less again if workforce participation among older people and mothers increases to fill the gap in the labour market left by the fall in the number of younger workers.
 

We should not view these trends with alarm. Australian Governments have coped with much more serious fiscal problems in the past, including the demands of war and post war reconstruction in the 1940s, and the rising fiscal costs associated with higher levels of joblessness in the 1970s and 80s. They have done so by raising the overall level of public revenue, as a proportion of Gross Domestic Product. Even so, Australia's public revenue levels are still well below the OECD average, as we indicated above.

Nevertheless, a substantial increase in social expenditure is likely to be required over the next 40 years to meet increased needs for health and aged care and income support for a growing number of older Australians.

Unfortunately, the Government has unnecessarily increased the future cost of supporting older Australians by extending tax rebates and other concessions originally intended for pensioners to retired people on much higher incomes. As a result of these decisions:

· a retired couple on up to $58,244 (well above average full-time earnings and above the incomes of more than half of all families with children) receives a special tax rebate available exclusively to older Australians;

· a retired couple on $80,000 (well within the top 10% of retired couples) will obtain most of the concessions currently enjoyed by pensioners, for example cheaper public transport, electricity bills, and council rates, if State Governments agree to share the cost.

The extension of these rebates and concessions alone will cost approximately $1 billion per year when fully implemented, and much more as the population ages. No official estimates of the future costs of these policies was provided in the Government's Intergenerational Report.

The generosity of these policies reflects the community's under-estimation of the actual living standards of older Australians whose incomes or assets are above pension allowable limits.
 It fails to take account of the fact that:

· the vast majority own their homes outright;

· few have dependent children to support;

· many have substantial investment assets that enable them to enjoy a standard of living well above that of average families (for example, regular overseas holidays).

The claim that older Australians with incomes or assets above the allowable limits for age pension are "self-funded" is also misleading. Those who now rely mainly on their superannuation have benefited over many years from generous superannuation tax concessions, often worth more over their lifetime than the total cost of the age pension.

Financing future increases in social expenditure 

The challenges of population ageing, and meeting the service shortfalls identified above, will require a substantial increase in the share of social expenditures in Gross Domestic Product, unless other areas of expenditure are cut back severely or improvements in health and aged care are financed from regressive user charges.
 This will require an increase in public revenue at both national and state levels. Based on past experience, and our relatively low taxation levels, Australia should cope with the effects of such an increase in taxation reasonably well. The key issues are:

· How will taxation be raised, for example through income tax levies or base broadening, or increases in taxes on consumption?

· Who will pay?

· Will increases be publicly accepted?

A major problem in raising more revenue is that the only major progressive tax base - personal income tax - is so narrowly-based that high income-earners can easily avoid statutory tax rates. Unless this tax base is repaired, the burden of meeting future social needs will increasingly fall onto the shoulders of low and middle income-earners. Higher rates of tax or special levies will be required just to prevent public revenue from falling in proportion to GDP, let alone to increase it.
 Boosting consumption taxes would raise more revenue, but mainly at the expense of low and middle income-earners.

We now turn to these equity and tax system integrity issues.

3. Australians are not over-taxed, but they are unfairly taxed

The Australian personal income tax scale is progressive. That is, high income-earners are required to pay a higher rate of tax on their income than people on low incomes (as shown in Table 1 above).

Is Australia's tax system progressive?

The income tax scale gives the impression that the overall Australian tax system is progressive.

However, income tax is only one of many taxes we pay, and most of the other taxes are regressive - that is, people on low incomes pay a higher rate of tax than those on high incomes.

The reason for this is that many Federal, State and local taxes are taxes on consumption, such as the Goods and Services Tax and Petroleum Excise. A tax on consumption usually imposes a higher effective rate of tax on the incomes of low-income earners, because they generally spend more than their income (for example, many retirees live off their savings).

· For example, if a pensioner's income is $200 per week and she spends $250 per week by drawing down her savings, a 10% tax on everything she buys would cost her $25 per week, which is 12.5% of her income.

On the other hand, most high income-earners save much of their income. As a result, a flat consumption tax imposes a lower rate of tax on their income.

· For example, if an executive on $2,000 per week saves $500 every week, the same 10% consumption tax would cost him $150 per week. Although this is a much larger amount than the tax on the pensioner's expenditure, it represents just 7.5% of the executive's income.

In these examples, the pensioner pays tax at a rate of 12.5%, while the executive pays 7.5%.

Since more than 25% of all tax revenue in Australia is collected from consumption taxes (which is about average for OECD countries), the overall tax system is a lot less progressive than the income tax scale would suggest.

The graph below shows the average overall tax rates for Australian households, based on Australian Bureau of Statistics (ABS) data. This graph shows higher average tax rates than Table 1 above because it includes:

· Consumption taxes as well as well as income taxes;

· State taxes as well as Federal taxes.

It should be noted that for the purpose of the ABS analysis, people are divided according to their household income, not their individual income, so average incomes also appear to be higher. 

Graph 5:


[image: image6.wmf]Flat tax? Average overall tax rates in 1998

0%

5%

10%

15%

20%

25%

30%

35%

40%

Bottom

20% (0-

$300)

2nd 20%

($300-

$550)

3rd 20%

($550-

$880)

4th 20%

($880-

$1360)

top 20%

(>$1360)

Gross household income ($pw) 

Rate of tax (%)

Indirect (including

consumption)

taxes

Income taxes

Source: ABS 2001, Government benefits, taxes and household income.
Note: Proportion of all household income collected in tax (not marginal tax rates). Includes indirect taxes as well as income tax, and State taxes as well as Federal taxes.

The graph indicates that the top 20% of households paid an average overall rate of tax of 33%, compared with 25% for the middle 20% and 26% for the bottom 20%. The progressive effect of income taxes is almost offset by the regressive effect of consumption taxes. 

This exposes a hoary old myth: that is, if income taxes were replaced by taxes on consumption, high-income earners would be forced to pay more because they couldn't readily avoid consumption taxes. While it is true that high income-earners pay more consumption taxes than lower income earners in dollar terms, when tax is measured as a proportion of income a consumption tax usually imposes a heavier burden on low and middle income-earners (as the above examples indicated).

In reality, the Australian tax system is even less progressive than indicated in the graph, since: 

· more than half of indirect taxes (which mostly fall on consumption rather than income) were not included in the ABS survey because it was too difficult to attribute them to individual households;

· the ABS assumed that high income-earners paid their income tax at the relevant statutory rate, minus only the simplest deductions and tax offsets (rebates). They did not capture the reality of widespread tax avoidance (see below). 

· these data precede the replacement of the Wholesale Sales Tax with the GST, and the accompanying income tax cuts, which increased our overall reliance on consumption taxes by approximately $5 billion per year and reduced the progressivity of the personal income tax scale.

It is quite possible that in overall terms, the Australian tax system is not progressive at all: that Australian households are taxed at a flat rate of around one third of their income.

If our income tax scale were replaced with a flat tax, there would be widespread protest from low and middle income-earners. Yet the same result may well have been achieved through a series of taxes (and tax loopholes) that are much less visible than the tax that comes out of their fortnightly pay.

Any attempt to substantially "flatten" personal income tax rates, or increase taxes on consumption, raises the prospect that the tax system would become regressive in overall terms.

What tax rates do high income-earners actually pay?

Income tax is not supposed to be restricted to the pay packets of workers, although it often seems that way in Australia. A fair income tax should be applied to all income, including income from investments, capital gains, superannuation, and employee fringe benefits. Another way of putting this is to say that a fair income tax has a broad base, not a narrow one.

In practice, high income-earners have found many tax shelters and loopholes to exploit in order to legally reduce their tax. This practice was formerly referred to as tax avoidance, but tax practitioners now prefer more neutral terms such as tax minimisation or tax planning. Whatever these practices are called, the objective is the same: to reduce effective tax rates well below the 43% or 47% that high income-earners are supposed to pay.

The following advertisement in the Australian Financial Review
 is typical of many offers in the press to high income-earners to help reduce their income tax.

Tax intelligent investing

When one of our clients received a large sum of money recently, we designed and implemented a combination of tax intelligent strategies for investing the funds. As a result, little or no income tax will be payable on the investment income... now or much later during our client's retirement. There should also be no Capital Gains Tax liability. In addition, our client knows that on their passing, these strategies will help ensure that the investments are transferred to their beneficiaries free of tax. 

Advertisement in the Australian Financial Review, 9/4/03.

The use of tax loopholes and shelters is so widespread that it is sometimes argued that Australia might as well reduce top tax rates to 30%, since many high income earners only pay this much (or less) in any event. The table below outlines some of the methods by which this is achieved.

Table 5: Tax loopholes and shelters used by high income-earners

	Tax loophole or shelter
	How does it work?
	How much revenue is lost each year?


	Sacrifice salary for executive shares or options
	Salary is sacrificed for shares in the company, or an option to buy them. Although these have (in effect) a cash value as soon as they are made available, they are completely exempted from Fringe Benefits Tax and are often not taxed until they are sold up to 10 years later. 
	$400 million

	Sacrifice salary for a for a company car 
	Salary is sacrificed for a company car, which saves the employer money because the value of the car is not fully taxed under the Fringe Benefits Tax. These tax savings are shared with the employee.
	$650 million

	Sacrifice salary for superannuation
	Salary is sacrificed for superannuation contributions that are taxed at a flat rate of 15% (30% if the superannuation surcharge applies) resulting in a tax saving of 18.5% to 33.5% for a high income-earner.
	$1,300 million*

	Income splitting
	A high income-earner splits his income with a close relative on a lower tax rate, saving up to 48.5% in tax.
	$800 million

	Negative gearing
	Investors borrow to buy an asset (such as property or shares) and deliberately make a loss for a number of years, which is immediately claimed as a tax deduction. However, the main income from the asset (the capital gain on its sale) is not taxed until it is sold years later, and even than at just half the normal tax rate. This reduces the effective rate of tax on income from 48.5% to a negative amount, at least for a number of years.
	$2,000 million

	Family trusts
	A high income-earner diverts income into a family trust where it can be artificially "converted" into a lower-taxed capital gain or split with family members, reducing the person's effective tax rate by 24 to 48.5%. 

	$700 million

	Private companies
	A high-income contractor or consultant diverts his earnings into a private company where it is taxed at a flat rate of 30% instead of 48.5% until (and if) it is paid back to him as a dividend.
	$1,300 million

	Total
	
	$7,150m


Notes: *This amount is half of the 50% of the $5.2 billion in tax breaks for employer contributions that go to the top 20% of wage-earners. This figure assumes that a fairer superannuation system would halve these tax breaks for high-earners. The revenue savings could be used to boost superannuation tax subsidies for low and middle income earners (see recommendation below).

The overall cost to public revenue of the above tax shelters and loopholes is $7 billion per year. The tax savings overwhelmingly accrue to high income-earners.

There is little point in criticising the exploitation of these loopholes unless we are prepared to close them. At the end of the day, Governments are responsible for the level of tax avoidance in the community.

Regrettably, although Governments are increasingly "tough" on social security recipients, they are generally timid in their approach to tax avoidance. A recent example was the fate of proposals advanced by a Government-appointed Review of Business Taxation to improve the integrity of the income tax system by:

· taxing discretionary trusts in like manner to companies;

· removing the Fringe Benefits Tax break for company cars.

· taxing the personal services income (business profits) of contractors who divert their earnings through private companies at the same rates as ordinary personal income;

The first two of these measures were abandoned in the face of fierce opposition from high income-earners, and the third was introduced in a heavily watered-down form.

The failure to seriously tackle tax loopholes and shelters has been a feature of most Australian Governments. Until the majority of people become aware of the fact they are personally disadvantaged by the tax avoidance practices of the well-off, little concerted action will be taken. The single major exception was the 1985 tax reform package, which traded off the closure of tax loopholes (such as the exemption from income tax of capital gains) with reductions in income tax rates. This package of sweeping income tax reforms attracted much less opposition than most commentators expected. The reasons for this included:

· consistent public exposure of rorting of the tax system (for example the "bottom of the harbour" schemes in the early 1980s); 

· negotiation of tax reform with key constituencies (for example through the 1985 Tax Summit);

· careful packaging (especially the trading-off of tax reductions for the closure of loopholes and shelters);

· the fact that only a minority of high income-earners were seriously affected (especially by the Capital Gains Tax).

There are lessons here for any Government that is committed to improving the fairness of the income tax system and building a viable revenue base for the future.

Tax loopholes and shelters are economically harmful

Having an income base that is as broad as possible is not just important for equity reasons. It is also important from the standpoint of economic efficiency. All taxes influence people's behaviour by encouraging people to undertake activities that are lightly taxed and discouraging activities that are heavily taxed. If the income tax system lightly taxes some activities compared with others, it may distort economic decision-making. If those activities are economically desirable, such as saving for retirement, this is not a problem.

Business interests often argue that income taxes should be cut to "encourage investment". If taxes on income were cut across the board, this might encourage efficient investment that raises Australia's overall wealth, though at the expense of meeting social and economic needs through Government expenditure.

However, if the tax system privileges some forms of investment over others, this can give rise to serious economic problems. At the very least, investment in other areas of the economy might be reduced, whether or not this is a desirable outcome. This is one of the reasons that tax economists generally favour broadly-based taxes over tax bases that are riddled with exemptions and loopholes. Another reason is that the same amount of revenue can be raised from lower rates of tax, using a broadly based tax.

Tax privileges for specific industries or investments can also lead to more serious economic problems. The best current example of this is the way the tax system encourages people to borrow money to invest in assets such as property and shares that appreciate in value. The combination of tax deductions for "negative gearing" and the cuts to Capital Gains Tax announced three years ago have contributed greatly to recent over-investment in inner city apartments and other rental property. Policies intended to ignite investment in new technologies have instead fuelled an old-fashioned Australian property boom.

This is because capital gains are taxed at half the rate of income from ordinary profits (for example, from the sale of goods by an active business), and they are only taxed once the asset is sold. By contrast, tax deductions for the interest payments on debt used to finance this investment are available immediately, at the investor's full marginal rate of tax. This "mismatch" between income and deductions encourages "negative gearing", whereby an investor deliberately makes a loss on an investment in property or shares for a number of years in order to reduce income tax.
 Negative gearing is generally associated with investment property, although the same tax avoidance strategy is also being applied to shares, through investment vehicles such as "leveraged equities".

As the Reserve Bank Governor recently pointed out, over-investment in assets such as residential property can be economically harmful, especially when financed by high levels of debt.

Comments on borrowing for investment in property by Ian McFarlane, RBA Governor
McFarlane Ian (Reserve Bank Governor), Do Australian households borrow too much? Speech to the Sydney Institute, 4/4/03:

So borrowing for investor housing is a large part of the story of rising household debt in Australia. It is also different to borrowing for owner-occupation in several respects. First, it is a pure investment decision, not a lifestyle decision.....Second, for a high proportion of these investors, tax considerations drive the profitability calculations and so provide an incentive to maximise debt. Thirdly, borrowing for investment purposes is inherently riskier than for owner-occupation, in that the investor cannot be sure of who is going to occupy the dwelling and on what terms, but the owner-occupier knows the answer to that question......We at the Reserve Bank have been concerned about investor housing for some time. We are concerned not only because it has been a very large factor in explaining the growth of household debt, but because the risks involved are greater than in borrowing for owner-occupation, and are unlikely to be fully understood by many newcomers to this activity.


Comments on the same subject from property forecaster Residex
Unit Defence, by Alex May, Sydney Morning Herald, 10/4/2003:

What crash? The investment-unit market is already correcting, say the experts, and the returns shape up well. It's a fact: Sydney apartments are yielding all-time lows for investors. But that doesn't mean apartments are a bad investment - in fact, most investment apartments are providing better rates of return than the stock market, according to John Edwards, the managing director of property forecaster Residex. "I don't think there will be a crash in the investment-unit market. It does not matter that it is oversupplied," he says. Edwards says apartments in Sydney are yielding between 3 and 5 per cent but tax benefits such as depreciation and negative gearing mean that the real returns for investors are more like 6 per cent. "Even with 4 per cent yields, with after-tax benefits the P/E (price to earnings ratio) for an investment unit is still better than the stock market with a P/E of five to six," he says. "That's a fantastic return and it's a low level of risk. And don't forget there is always the potential for capital gains on top of that."

Other problems arising from the present tax bias in favour of borrowing to invest in assets such as property and shares are that:

· It can accelerate increases in house prices, making it harder for people to buy their first home. 

· It can contribute to overheating in the economy, as was the case in the late 1980s, leading to pressure on the Reserve Bank to raise interest rates.

· It can, for exacerbate the effects of economic down-turns as investors are forced to "unwind" their debts by cutting their spending.

· It can reduce the level of investment in other areas that are important for the future health of the economy, such as manufacturing for export.

On the other hand, there is no convincing evidence to suggest that the availability of negative gearing has helped ease the chronic shortage of rental accommodation for low income-earners.
 For example, the recent boom in investment property has concentrated on inner city apartments.

It is also misleading to claim, as the real estate industry did at the time, that the previous Government's decision to remove the tax benefits of negative gearing for new residential property investments was the primary reason for a collapse in property markets in the mid 1980s. The main reasons were increases in interest rates and the greater attractiveness of shares as an investment vehicle, and in any event the "collapse" was largely confined to Sydney.

Who pays the highest tax rates?

The highest tax rates are not paid by high income-earners. They are paid by unemployed people and low-income families.

The reason for this is a combination of income tax rates and social security income tests that "claw back" benefits as people's earnings rise. For this reason, in 2000 20% of workers in married couple families and 50% of those in sole parent families "lost" more than 60 cents of the next dollar they earned.

It is the income tests rather than tax rates that do most of the damage to work incentives in these cases.

Table 6 gives examples of the some of the worst of these "benefit traps".

Table 6: Benefit traps

	Characteristics of tax-payer
	Effective marginal tax rate on the next dollar of earnings (%)
	Main reasons for this high marginal tax rate

	Unemployed adult on Newstart Allowance
	75%
	Income test for Newstart Allowance, income tax at 17%

	Low income family with one child in day care
	70%
	Income tests for Family Tax Benefit (Part A) and Child Care Benefit, income tax at 30%

	Low income family with children aged 15 and 17 years
	78%
	Income tests for Family Tax Benefit (Part A) and Youth Allowance, income tax at 30%


Notes: "Low-income family" in these examples refers to families with incomes of around $30,000 to $40,000 per year.

As well as facing higher effective tax rates, these social security recipients are more likely to be sensitive to financial disincentives to employment than high wage-earners. Despite anecdotal claims from high income-earners about the negative effects of the top marginal tax rate of work incentives, there is no solid evidence to suggest that the top marginal tax rate either reduces their work effort or encourages people to leave Australia, to any significant extent on a large scale.
 Indeed, many high income-earners have increased their (to a large extent unpaid) working hours substantially in recent years, suggesting that their work efforts are motivated by factors other than their current disposable incomes.

On the other hand, unemployed people seeking casual work, and mothers in low and middle-income families seeking to return to the paid workforce are much more sensitive to financial work incentives. 

In addition to the high effective tax rates outlined above, many face extra imposts if they increase their earnings, including reductions in public rental subsidies (for public tenants) and child care fees (for mothers returning to the workforce after caring for a child full-time).

It is neither feasible nor desirable to remove income tests from the social security system. To do so would extend social security payments to people who don't need them, at a large cost to Government.

Nevertheless, the worst of these benefit traps should be removed, so that few of any social security recipients lose more than one third of their earnings to tax and income tests. This is a modest, but attainable goal.

4. Policy recommendations

We propose the following changes to the present income tax system to remove unfair and inefficient loopholes and tax shelters exploited by high income-earners and to reduce the effective tax rates paid by many low and middle income-earners.

Superannuation 

R. 1

(i) A two-tier annual tax rebate, paid annually into the relevant superannuation fund(s), should be introduced to replace existing tax concessions for superannuation contributions and the superannuation surcharge. The new rebate should:

-
apply to the sum total of all contributions (compulsory or voluntary);

-
be paid at 100 per cent of contributions up to a low flat annual contributions ceiling (to boost superannuation tax concessions for people on low incomes), plus 20 per cent for additional contributions up to a higher flat annual ceiling (sufficient to encourage a modest level of voluntary saving by an employee on an average full-time wage).

(ii) Employer superannuation contributions (including nominal employer contributions to defined benefit schemes) should be taxed at source through the PAYG system at the relevant marginal income tax rate.

Revenue neutral

Business and investment structures

R. 2

The sheltering of personal income from tax using business entities such as trusts and private companies should be curbed by:

(i) Tightening the tax treatment of the income of discretionary trusts by introducing a withholding tax and imputation system along the lines of the corporate income tax (taking account of proposed changes to that system in (iii) below), or by applying the Capital Gains Tax to untaxed and tax-preferred income distributed to beneficiaries;

Revenue: $700 million

(ii) Tightening the exemptions for personal services businesses in the "alienation of personal services income" legislation;

Revenue: $300 million

(iii) Introducing a withholding tax on income that is not distributed by private companies to share-holders by the end of each financial year, equal to the difference between the corporate tax rate and highest marginal rate of personal income tax plus Medicare Levy (including the surcharge), less an allowance for reinvestment purposes where appropriate.

Revenue: $1,000 billion

Income splitting

R. 3

A consistent set of taxation rules should be legislated to eliminate taxation advantages of artificial income splitting between spouses and business partners, whether directly or through the use of business entities such as trusts and companies.

Revenue: $800 million

Negative gearing

R. 4

(i) Investment in low cost rental housing in areas of greatest need should be strengthened by replacing the current depreciation allowance for rental housing with a tax credit targeted towards investment in low cost rental housing. The tax credit would meet 4% of construction costs for low-rental housing stock.

Revenue: $100 million

(ii) The tax bias favouring negatively-geared passive investment in assets that appreciate in value, such as property and shares, should be reduced. This should be achieved by quarantining expenses incurred from these investments (such as interest payments), so that they can only be deducted from income arising from the same class of investments and not from other kinds of income (such as wages). Part of the revenue from this measure should be earmarked to help finance the tax credit proposed in (i) above.

Revenue: $2,000 million

Fringe benefits

R. 5

The treatment of fringe benefits in the tax and social security systems should be rationalised to remove major advantages to employees sacrificing salary for fringe benefits and to simplify Fringe Benefits Tax (FBT) relating to minor fringe benefits, by:

(i) Introducing a simple statutory formula that eliminates the present concessional treatment of company cars;

(ii) Removing the FBT exemption for employer-provided child care services.

Following the full implementation of these measures, meal and entertainment expenses should be made non-deductible and exempt from FBT.

Revenue: $650 million

Executive shares and options

R. 6

The income tax treatment of employee share and options benefits should be changed to curb their use for tax avoidance purposes by high income-earners and companies as follows:

(i) The FBT exemption for employee benefits in the form of shares or rights should be restricted to the first $1,000 per year of benefits provided to each employee pursuant to approved employee share schemes in which the majority of permanent employees are eligible to participate and benefits are offered in a non-discriminatory way.

(ii) Benefits in the form of shares or options which thereby attract Fringe Benefits Tax would not be taxed in the hands of employees.

Revenue: $400 million

Benefit traps: families

R. 7

The existing income tests for family assistance payments to help with the direct costs of children (Family Tax Benefit Part A, Child Care Benefit and Youth Allowance) would be converted into a much simpler and less punitive single income test for families as follows.

(i) The Youth Allowance parental income test would be restructured to remove the current "stacking" between this and other social security income tests:


The free area for the parental income test would be raised to at least the level of that for Family Tax Benefit (Part A).
 


Further, in the case of families with children attracting payment of both Youth Allowance for dependent young people and FTB (A), the free area would be raised to the point at which families with a FTB (A) child receive the minimum rate of FTB (A) only.


In the case of families with two or more children attracting Youth Allowance, the parental income test free area in respect of the payment for one of the children would be raised to the point at which Youth Allowance for the other child cuts out 

(ii) The income test for Family Tax Benefit (Part A) would be eased, and brought into alignment with that for Youth Allowance:


The taper rate would be reduced from 30 to 25 cents, the same as that for Youth Allowance.

(iii) The income test for Child Care Benefit would be restructured to prevent stacking with the income test for Family Tax Benefit (Part A), to simplify it, and to bring it into closer alignment with the income test for other family assistance payments:


The free area would increase to the point at which families with a FTB (A) child receive the minimum rate of FTB (A) only.


The taper rates for Child Care Benefit would increase to 15% where only one child is in care, and 25% where more than one child is in care. 


In addition, maximum rate of Child Care Benefit would be significantly increased to reduce "gap fees".

Cost: $650 million.

Benefit traps: unemployed people

R. 8

To simplify the current system and reduce the high effective tax rates for unemployed people, the taper rate in the allowances income test should be lowered to 60 cents in the dollar for all income over a free area of $80 per fortnight.

Cost: $176 million
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� Some people argue that we should compare out tax levels with those in the immediate region, and argue that the lower revenue collections in most East Asian countries make them more "competitive" than Australia. There are two problems with this argument. First, "competitiveness" is not a race to the bottom. One of the reasons that rich countries like Australia are economically competitive is that Governments invest in public infrastructure such as rail and telecommunications, and social infrastructure such as schools. Second, the level of benefits and services in most East Asian countries is well below Australia's. If we want a decent social security safety net, and essentially free public hospital services and schools, we must be prepared to pay for them. In fact, tax levels in East Asian countries are rising as Governments there seek to improve economic and social infrastructure.


� Marginal tax rates are important for work incentive reasons. This issue is addressed in the last section of this submission.


� It follows that abolishing the tax-free threshold and using the proceeds to reduce marginal tax rates across the board would disadvantage most low and middle income-earners (see Davidson P, 1998). This illustrates the folly of an over-emphasis on marginal tax rates, when average tax rates are a more accurate measure of the extent of taxation.


� Australia does impose a Superannuation Guarantee on employers to help fund their employees' retirement benefits, but this is not regarded by the OECD as a tax because it is directly deposited into each employee's private superannuation account and none of these contributions are shared with other fund members. By contrast, overseas social insurance systems are controlled by Government and contributions are often shared among fund members (for example, many countries pay flat minimum retirement benefits regardless of the members' previous wage levels).


� For example, public hospital services are not free, except for poor people. Health insurance is therefore a costly yet essential item for many US families and/or their employers.


� One possible reason for this is that the "average production worker" wage used for the calculations is set at a level just above the family income at which the higher (more tightly income-tested) rate of Family Tax Benefit (Part A) cuts out. Family payments are relatively generous in Australia for families on lower incomes, reflecting the Australian tradition of targeting income support payments according to need.


� ABS, Income distribution (1999-00). Adjusted to end of 2002 for subsequent movements in average earnings, excluding households reporting zero or negative incomes. Includes Family Tax Benefits.


� The only exception to this could be the need to ensure that low-income people were not worse off as a result of the introduction of the GST. We have argued that many unemployed and low wage-earning households without children were at risk of being under-compensated by the social security increases and tax cuts in that package. See ACOSS 2000.


� Payments are also low compared with wage levels. For example, the single pension rate is benchmarked to just 25% of average full-time wages, and a single unemployed adult would double his or her disposable income if they secured a full-time job at the Federal Minimum Wage.


� Includes Newstart Allowance, Age Pension, Parenting Payment, Youth Allowance, Austudy, Family Tax Benefits, and Rent Assistance. Pharmaceutical and telephone allowances, and GST compensation payments, are not included.


� Wilson & Bruesch 2003.


� See Costello 2002. and our critique of the estimates in that report (Mitchell M, 2002). Expenditure needs in areas such as preschool and school education should abate over the same period due to the decline in the proportion of children and young people in the population, but that is not expected to offset the higher costs associated with health care and other support for older people.


� The Senior Australian Tax Offset, which replaces a rebate that was previously available to pensioners only.


� Currently $53,000 per year in annual income and $454,000 in assets (apart from the family home), for couples. These thresholds are much higher than they would have been if the pension income test had not been eased from a taper rate of 50 cents in the dollar to 40 cents from 2000. That decision will also greatly increase the future cost of income support for older Australians.


� This is often the case where they had substantial "pre-1983 contributions". Only 5% of lump sum retirement benefits derived from such contributions are taxed.


� User charges are usually regressive because they are charge on expenditure (rather than income) and people with the greatest need for services such as health care are more likely to have low incomes. The regressive effect of user charges can be offset by income-tested subsidies such as Child Care Benefit, but these have to be paid for - requiring an increase in taxation in any event.


� Assuming that the proceeds of tax bracket creep are periodically returned to tax-payers through tax cuts.


� It is sometimes claimed that this feature of consumption taxes is positive for the economy, because saving is encouraged by not taxing it until the savings are spent. However, despite raging arguments among experts in the US over this issue, most credible studies find that replacing the income tax with a tax on consumption would have little effect on saving. At the same time, it would have the economically undesirable effect of discouraging work, since consumption taxes ultimately fall on income from labour. It is therefore fairer and more efficient to encourage long-term saving through carefully targeted tax concessions. See Randolph & Rodgers 1995.


� The GST and excises are clearly consumption taxes. Many other indirect taxes such as Stamp Duty and motor vehicle taxes also fall on consumption. To the extent that the corporate income tax and Payroll Tax fall on consumers (that is, they result in higher prices) rather than shareholders and wage-earners, these are also taxes on consumption. It is likely that 30 to 40% of Australian tax revenue comes from taxes that ultimately fall on consumption.


� Other factors work in the opposite direction (under-estimating progressivity). These include the omission of Capital Gains Tax from the ABS data and the fact that many households in the bottom 20% have under-declared their incomes to the ABS (especially self employed people). This artificially inflates the rate of consumption tax, as a proportion of their household incomes. However, the three factors outlined below are likely to have a more powerful effect on the results, so that the graph probably substantially over-estimates the progressivity of the tax system. That is, taxes are a lot "flatter" than indicated here.


� By contrast, over 80% of income taxes were attributed to households by the ABS.


� One factor working against this outcome is the progressivity of the Family Tax Benefit (although more than 90% of these payments are made through the social security system rather than the tax system, so they are not included in the above graph).


� AFR, 9/4/03.


� These figures are estimates, and therefore approximate. They are derived from a number of sources including Taxation Statistics and Government reports.


� Investors using these trusts also unfairly benefit from tax breaks such as depreciation on an investment property, without undertaking the same risks as a tax-payer who invests directly.


� Ironically, this package was modelled to a significant extent on the Reagan Government's Tax Reform Act (that was finally passed in 1986). That package contained the most sweeping attack on tax shelters and loopholes the US had seen. Yet it was championed by a President who was ideologically committed to cutting taxes. He did so, but paid for it by closing loopholes and shelters. See Birnbaum & Murray 1987.


� There is, of course, nothing intrinsically wrong with borrowing to invest, or with allowing tax deductions for such borrowing. The problem with the existing unlimited tax deductions for negatively geared investment in appreciating assets (as distinct from an active business, for example) is the above mis-match between income and deductions. This biases investment in favour of appreciating assets such as property, and in favour of levels of borrowing that cannot be justified on the investment fundamentals. It encourages economically inefficient behaviour. For a good summary of the arguments on negative gearing, see Hanegbi R, 2002.


� McFarlane I 1989, Money, credit and the demand for debt. Reserve Bank Bulletin 1989.


� Former Industry Minister Senator John Button once questioned why people would invest in manufacturing at all, when better tax breaks were available from Gold Coast apartments.


� Berry M 2002.


� See Babcock & Browett, 1990. One problem with the previous Government's restrictions on negative gearing was that they were confined to residential property investments. Similar rules should also apply to negatively geared investments in shares and collectables, as we propose below.


� Beer G (2002).


� See Freebairn J 1996.


� See ABS 1999, Hammermesh & Lee 2003.


� See Heckman 1993, Apps &Rees 2001.


� In conjunction with this measure, the cap on tax-free fringe benefits for employees of public benevolent institutions should be increased so that these organisations are not financially disadvantaged by the increase in the cost of employer-provided cars.


� Currently around $30,000.


� At this point the 30 cents in the dollar taper for FTB (A) no longer applies and the "stacking" of the two income tests is avoided.


� At this point the 25 cents in the dollar taper for the first Youth Allowance payment no longer applies and the "stacking" of the two income tests is avoided. Another option would be to average the resulting Youth Allowance payment out so that the family receives the same amount overall for the two young people but it is divided equally between them.


� The maximum rate of Child Care Benefit would be increased by 35 cents per hour ($17.50 per week for full-time care) for preschool age children, and by 30 cents for school age children, and part-time loadings would be reduced.
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