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Foreword 

The tax-transfer system is a fundamental part of Australia’s social and economic 
infrastructure. It has been, and will continue to be, shaped by the choices that Australians 
make about the type of society in which they choose to live. It can have a profound influence 
on the opportunities available to Australians. 

The terms of reference for the review into Australia’s future tax system are broad and 
present a significant opportunity for the Review Panel, in consultation with the community, 
to design a tax-transfer system for Australia’s future. Consistent with the ‘root and branch’ 
description of this review, the Panel wants to identify the appropriate form and structure for 
the tax-transfer system. 

While the focus of the review is necessarily on the next 10 to 20 years, the choices made in 
the years ahead will influence the shape of the tax-transfer system well beyond this period. It 
is therefore important to consider the potential challenges, opportunities and choices facing 
Australians over the next few decades when considering the design of our tax-transfer 
system. 

In August, the Review Panel invited submissions to the review, guided by four broad 
consultation questions. Submissions were received from people and organisations from 
across the entire community and cover a wide range of ideas, views and issues. The Panel 
wishes to thank everyone who participated in this stage of the consultation process. 

In this paper, the Panel reports on the submissions we have received, provides some 
discussion of the main issues and outlines further questions, the answers to which are 
necessary in shaping the recommendations for our final report. In answering these questions 
the Panel will continue to draw upon the submissions already provided. 

Over the next 12 months, the Panel will build on these initial steps, through supplementary 
submissions, further consultations, a series of technical papers to provide an informed basis 
for ongoing debate, and a high level conference to consider the major issues. The separate 
consultations being conducted on the issues of pensions and retirement incomes complement 
these processes. Taken as a whole, this program of work will be central in shaping the 
Panel’s final report to the Treasurer in December 2009. 

 
Ken Henry 
Chair 
Review Panel 
Australia’s Future Tax System 
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Notes 
(a) Figures in tables and generally in the text have been rounded.  

(b) The following notations are used: 

na not available 
- zero 
* unquantifiable 
$m $ million 
$b $ billion 
cat. no. catalogue number 

(c) References to ‘the States’ or ‘each State’ include the Australian Capital Territory and the 
Northern Territory. The following abbreviations are used for the names of the States, 
where appropriate: 

NSW New South Wales 
VIC Victoria 
QLD Queensland 
WA Western Australia 
SA South Australia 
TAS Tasmania 
ACT Australian Capital Territory 
NT Northern Territory 

(d) The term ‘Australian Government’ is used when referring to the current government 
and the decisions and activities made by the current Government on behalf of the 
Commonwealth of Australia. 

(e) The term ‘Australian government’ is used when referring to a past government or 
governments and the decisions and activities made by past governments on behalf of 
the Commonwealth of Australia. 

(f) The term ‘Commonwealth’ refers to the Commonwealth of Australia. The term is used 
when referring to the legal entity of the Commonwealth of Australia.  
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Executive summary 

Challenges and opportunities for reform 
The terms of reference set an objective for the review of creating a tax-transfer structure that 
will position Australia to deal with its demographic, social, economic and environmental 
challenges, and enhance Australia’s economic, social and environmental wellbeing. 

The Panel’s four consultation questions, issued in August, were intended to elicit community 
perspectives about the way in which Australia’s tax-transfer system should be structured to 
better position Australia to respond to developments over the next few decades and address 
the perceived major short-comings in the system as it operates today. 

Submissions have responded to these issues and identify several key challenges and 
opportunities of importance in considering Australia’s future tax-transfer system: 

• the type of society in which Australians might choose to live, including considerations 
about the role and size of government in Australia; 

• increasing globalisation and the changing pattern of world economic activity; 

• demographic change, including changing patterns of workforce participation; 

• climate change, the environment and sustainable economic growth; 

• intergovernmental relationships within the Australian federation; 

• the process of policy formation and its administration; and 

• the role of technological progress. 

Consultation questions 

Q1.1 In considering the community’s aspirations for the type of society that Australia 
should become over the next two decades and beyond, which key features should 
inform or drive the future design of the Australian tax-transfer system? 

Q1.2 Assuming that the absolute size of government will not fall, should (and can) 
Australia nonetheless aim to reduce the burden of taxation over time by promoting 
faster economic growth than public spending growth? Can it be demonstrated that 
alternative tax policies could help deliver that outcome? 
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Key questions about the design of the tax-transfer system 
Design principles identified in submissions can be broadly categorised as equity, efficiency, 
simplicity, sustainability (including revenue adequacy) and policy consistency. Consistent 
themes emerging from submissions are that the tax-transfer system should be equitable, 
impose low costs on society in terms of economic efficiency and operating costs, provide 
sustainable revenue to fund government and be consistent with broader policy objectives, 
including environmental sustainability. 

These broad principles may at times be in conflict. Inevitably, it will be necessary to make 
judgments about the balances to be made between the principles where this is the case. The 
Panel recognises that not everyone will make the same judgments when faced with these 
conflicts. The Panel will strive to be open and explicit where judgments are made. 

The structure of the tax-transfer system 
Australia’s tax-transfer system spans three levels of government. In legal form it is 
comprised of the many different taxes and transfers designed and administered by 
government. It can be considered a single economic system that, through the complex 
interactions between its elements, impacts on a broad range of choices made by individuals 
and business. While the various elements affect economic decisions in similar ways, key 
differences exist between, and within, taxes and transfers in terms of their underpinning 
structural elements. 

The revenue mix 
The revenue mix can be considered at several levels: the balance between the underlying 
sources of government revenue; the balance between taxes faced by individuals; and the 
balance of approaches taken to raising revenue. 

The short-term balance between government revenue from the three tax bases — labour, 
capital and consumption — is sensitive to economic conditions and government policy 
decisions. There has been a marked change in the balance of taxes from labour to capital 
since 2000-01. It is unclear how this balance will be influenced over the long-term by 
pressures such as the ageing of the population. However, it is possible there will be a 
continuation of existing pressures on capital and labour taxes as a revenue source, 
suggesting an increased reliance on consumption taxes. 

The relative taxation of the return to work compared with the return to saving can affect 
individuals’ choices about working, saving and consuming. These choices can have 
important implications for the efficiency and equity of the tax-transfer system. There are 
strong and conflicting views about the relative reliance on these bases. 

Alternative arrangements, such as user charges, have the potential to play an important role 
in improving efficiency through the pricing of public resources and to provide an alternative 
source of revenue to more conventional taxes. 
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Consultation questions 

Q3.1 What problems, if any, are generated by the overall mix of taxes in Australia on 
business and labour income, consumption, transactions and assets, and what 
changes, if any, should be made? 

Q3.2  Does Australia’s tax system penalise (or favour) the returns to savings relative to 
other activities and should this lead to changes in the structure of taxes and means 
tests? 

Q3.3 Does Australia’s tax-transfer system appropriately deal with property and wealth, 
or should new approaches be introduced? What, if any, implications would any 
changes have for the taxation (or means testing) of capital income flowing from 
property and wealth? 

Q3.4 Assuming no increase in the rate or base of the GST, what principles should guide 
the future development of other consumption taxes in Australia, and is there a need 
to change the role and structure of such taxes? 

Q3.5 Could greater application of user charges, rather than general taxes, in the funding 
of government services or infrastructure bring social, environmental or economic 
benefits? 

Personal tax and transfers 
The personal income tax and transfer systems have far-reaching implications for the 
wellbeing of Australians and their choices to work, save and acquire skills.  

Tax and transfer policies involve trade-offs between the adequacy of payment rates, 
incentives to work, and the complexity individuals and families face. Higher payment rates 
can lessen individuals’ incentives to work and to invest in skills. The application of means 
tests for transfers leads to a more targeted but more complex system. Most critically, 
incremental reforms generally involve a trade-off between equity objectives on the one hand 
and efficiency and simplicity on the other. 

With the ageing of the population and increasing global competitiveness, the structure and 
settings of the tax-transfer system and resulting incentives are key components in meeting 
these challenges.  

Reforms which reduce complexity and deliver adequate incentives will improve resource 
allocation, productivity and participation. However, there are significant tensions between 
such objectives, and with targeting, equity and fiscal sustainability.  

Consultation questions 

Q4.1 How might the personal tax system be changed to better achieve the goals of greater 
simplicity, transparency, equity and efficiency? 

Q4.2 What is the appropriate distribution of income tax across income levels and how 
should it differ from the current distribution? Should governments seek to maintain 
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a similar distribution over time, or should they fix the value of current tax 
thresholds through indexation? 

Q4.3 Is the personal income tax base appropriately defined? Should reforms such as 
changes to the scope of deductions or other measures be considered? 

Q4.4 Should the tax treatment of transfer payments be reconsidered? Should transfer 
payments be taxed at the same rate or a lower rate than earned income? 

Q4.5 Should people in different circumstances be taxed differently (for example, by age, 
occupation, location), and what might be the implications of such arrangements? 
Are tax offsets the best way to achieve differential taxation? 

Q4.6 How can fringe benefits tax be simplified while maintaining tax integrity? Would it 
be better to adopt the general OECD practice of taxing fringe benefits in the hands 
of employees, rather than employers? 

Q4.7 Are the current categorical distinctions for income support, including rates of 
payment and income tests, still relevant? If not, would other categories be better? 
What goals or principles should guide categorical distinctions and associated 
payment rates? 

Q4.8 What priority should be given to the different objectives associated with family 
assistance, such as poverty alleviation, recognising the social value of child rearing, 
facilitating workforce participation of parents, and early childhood education? 
Would it be better to provide less family assistance to higher income earners? 

Q4.9 What are the key factors that should affect rates of transfer payments? What should 
be the relative importance of duration on income support, costs of work and job 
search, costs of children, value of home production and the level of the federal 
minimum wage? 

Q4.10 Should transfer payments have a common benchmark? If so, should it be a 
proportion of a wage measure, and if so, which one? Or is there a better benchmark? 
Should there be a common indexation arrangement? 

Q4.11 Should payments for retired people remain linked to payments for people of 
working age? 

Q4.12 In a targeted system there is a trade-off between the level of income support and 
workforce incentives. Given this, what priority should be given to reducing the 
disincentives to work?  

Q4.13 What structure of income tests and taxes would best support the increasing 
diversity of work and the need to increase workforce participation, and where 
should improved incentives be targeted? 

Q4.14 Does the tax-transfer system create disincentives for individuals seeking to acquire 
new skills or upgrade existing skills? If so, what sort of tax or transfer changes 
would provide better incentives? 
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Q4.15 Given the competing demands of targeting assistance to people when they need it 
and minimising unnecessary transactions, what changes could be made to existing 
tax and transfer policies? 

Q4.16 Should the different bases of assessment for tax and transfers be reconsidered 
(including the unit of assessment, income definitions, period of assessment and 
assets treatment)? 

The retirement income system 
Australia has a three pillar retirement income system: 

• a government provided Age Pension;  

• compulsory savings enforced through the superannuation guarantee system (SG); and  

• voluntary savings (both through superannuation and other sources).  

The Age Pension provides a guaranteed income based on means, while the income generated 
from the second and third pillars depends on the amount invested and returns on these 
investments. 

The retirement income system has developed over time. The SG pillar will not mature until 
2037 when employees retire after a full working life (35 years) of compulsory 
superannuation contributions of 9 per cent. 

Submissions to the Panel support the structure of the retirement income system. Common 
themes in the submissions concern the current rate of the SG and the level of concessions 
provided to encourage additional saving. Other themes relate to how the system should deal 
with individuals outliving their savings and the way the system treats individuals with 
different circumstances. 

Key considerations about the retirement income system are whether it is broad and 
adequate, acceptable, robust, simple and approachable, and sustainable. 

Another aspect to be considered is the role of the retirement income system in providing 
health and aged care services. 

Consultation questions 

Q5.1 In considering the future of Australia’s retirement income system, which objectives 
are relevant in setting retirement income policy? Does the current system of the Age 
Pension and compulsory and voluntary savings meet these objectives? If not, how 
should the system be changed to meet these objectives?  

Q5.2 As the SG system matures, it will become a greater part of an employee’s retirement 
income. What are the implications for individuals partially or fully excluded from 
the mature SG system (the self-employed, individuals with broken work patterns 
such as carers, women and migrants), and how can the retirement income system 
best accommodate these groups? 
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Q5.3 Noting that the adequacy of the Age Pension is being considered by the Pension 
Review, what is an appropriate concept of adequacy for the retirement income 
system? Should it be to ensure there is a minimum level of income in retirement, to 
replace a proportion of income earned prior to retirement, or some other 
alternative?  

Q5.4 What should the role of the government be in assisting individuals to meet their 
retirement income expectations in relation to the support provided by the Age 
Pension, the level of compulsory savings and incentives to make additional savings? 
Should the role of government change as an individual’s income increases over their 
working life? 

Q5.5 Do the settings of the retirement income system, such as the level of SG and access 
to concessions, adequately consider the needs and preferences of individuals both 
before and after retirement? 

Q5.6 Is the current level of superannuation income tax concessions appropriate and 
sustainable into the future? Are the current concessions properly targeted and, if 
not, how should they be reformed? 

Q5.7 At what age should an individual be able to access their superannuation and at 
what age should they become eligible for the Age Pension? 

Q5.8 What is the role of individuals in dealing with investment and longevity risk in 
accumulating and drawing down their retirement income? Do financial markets 
provide the means to deal with these risks? If not, is there a role for government to 
address these shortcomings?  

Q5.9 In what ways does the retirement income system impose undue complexity and cost 
on retirees and workers? How could this complexity be reduced? 

Q5.10 The Age Pension serves two roles, as a safety-net for individuals who are unable to 
sufficiently save for their retirement and as an income supplement for many 
individuals who do save. What should be the role for the Age Pension and means 
testing in a future retirement income system and what impact does this have on its 
sustainability into the future?  

Q5.11 In what ways does retirement income policy affect workforce participation decisions 
and what, if any, changes might reduce disincentives to work? Does the 
sustainability and cost of the retirement income system affect the workforce 
decisions of younger generations of workers?  

Q5.12 What impact could financial intermediation have on the effectiveness of retirement 
income policy?  

Q5.13 The cost of providing health and aged care to older Australians is currently met by 
government through the health sector. Should retirement income policy take into 
account projected increases in health costs for older Australians? If so, what would 
be the most effective mechanism and how might the transition to such a system be 
achieved? 
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Taxing business and investment 
The tax system needs to evolve to respond to the opportunities, as well as challenges, arising 
from globalisation. Attracting investment to Australia, directed to activities with the greatest 
national return, will improve the returns to Australians from working and saving. 

An internationally competitive business environment is necessary to attract investment and 
international businesses, consistent with an objective of increasing national income. 
Achieving an internationally competitive business environment depends, in part, on getting 
the right balance of tax bases and rates.  

The quality of investment is equally important. Improving the allocation of resources and 
investments, not discouraging risk taking, and removing tax biases that negatively affect 
business and household investment decisions, offers the potential to increase productivity 
and Australia’s long-term prospects for economic growth.  

Consultation questions 

Q6.1 Can the tax system be structured to better attract investment to Australia in a way 
that increases national income, and if so how? For any given revenue outcome, what 
are the relative merits of broader base/lower rate (comprehensive income tax) or 
narrower base/higher rate (a narrow income tax or an expenditure tax) approaches? 

Q6.2 What changes, if any, to the tax system would improve the ability of Australian 
companies to operate internationally orientated businesses? How should the tax 
treatment of companies and shareholders be integrated in an open economy? 

Q6.3 Can the tax system be restructured to improve resource allocation within the 
economy and minimise operating costs, and if so, how? What changes would reduce 
distortions to risk taking and encourage entrepreneurial activity? 

Q6.4 What principal goals should inform the taxation of capital gains in Australia, and 
what, if any, changes should be made to capital gains tax as a result? 

Q6.5 Should the tax system provide a more neutral treatment of different financing 
arrangements (debt, equity and retained earnings), and if so, how? What principles 
should inform approaches to entity taxation?  

Q6.6 Should the tax system be structured to cater for the specific circumstances of small 
business, and if so, how? 

Q6.7 Should the tax system be restructured to deliver a more neutral tax treatment for the 
different forms of return on household savings and investments, and if so, how? 

Not-for-profit organisations 
Not-for-profit (NFP) organisations perform a valuable role in Australian society. They are 
eligible for a range of tax concessions and receive direct government funding in support of 
their philanthropic and community-based activities. 

The tax concessions for the NFP sector are complex and applied unevenly. 
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Gifts are an important source of funding for NFP organisations. The current gift deductibility 
arrangements impose compliance costs on individuals and provide higher income donors 
with a greater taxation benefit than lower income donors. 

Consultation questions 

Q7.1 What is the appropriate tax treatment for NFP organisations, including compliance 
obligations? 

Q7.2 Given the impact of the tax concessions for NFP organisations on competition, 
compliance costs and equity, would alternative arrangements (such as the provision 
of direct funding) be a more efficient way of assisting these organisations to further 
their philanthropic and community-based activities? 

Complexity — cost, risk and transparency 
The tax-transfer system is very complex. To a degree this reflects the reality of the modern 
world. Some complexity is unavoidable in a system that also has equity and efficiency 
objectives. However, complexity adds cost and risk to day-to-day business and personal 
activities. It affects the choices individuals make to work, save and consume. The time and 
resources individuals and businesses spend understanding and complying with the 
tax-transfer system could be devoted to more productive or satisfying activities. Complexity 
also makes the system more costly to administer. These costs impact on Australia’s 
international competitiveness and the efficient allocation of society’s resources. 

Complexity also reduces transparency — that is, the extent to which people understand how 
the system works and what it is trying to achieve. This can impact on people’s attitudes to 
the system, including its perceived legitimacy and people’s willingness to voluntarily 
comply. 

Sources of complexity include the large number of taxes and transfers, detailed rules 
associated with each, the interaction between them, different jurisdictions applying similar 
taxes or transfers in different ways, and the way taxes and transfers are administered. 

Accordingly, reducing complexity may demand: reconsideration of the range of complex 
policies and objectives embodied in the system; integration and streamlining its currently 
fragmented administration; and greater certainty, transparency and public engagement in 
the overall management of the system. 

Consultation questions 

Q8.1 Which taxes or transfers are the most complex and impose the greatest costs? How 
should these costs be reduced (by abolishing the taxes or transfers or by making the 
rules applying to them simpler)? 

Q8.2 In what ways might the administration of Australia’s tax-transfer system be 
changed to better meet the needs of individuals and businesses? How might the 
process of personal income tax returns be simplified, including by removing the 
requirement for some taxpayers to lodge returns? Should the administration of the 
system be more integrated (across taxes and transfers and between jurisdictions)? 
How might advances in technology assist? 
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Q8.3 To what extent might policy objectives be traded off to achieve a simpler system? In 
what areas should efficiency, equity or choice be traded off for simplicity? 

Q8.4 How could the governance of the tax-transfer system be reformed to reduce 
complexity, uncertainty and cost, and to improve transparency, understanding and 
support for the system? 

State and local taxes and transfers 
A well functioning federal tax-transfer system is necessary if Australia is to meet the 
challenges of the coming century and make the most of future opportunities. Through a lack 
of coordination in policy and administration, the federation’s tax-transfer system has become 
disjointed and complex, imposing unnecessary costs on all Australians. 

Reforms which enhance the accountabilities, integration and efficiency of the federation’s 
tax-transfer system can improve the functioning of the federation by reducing costs, 
removing complexity and improving resource allocation. 

There are many issues that need to be taken into account when considering possible reforms 
to the way the tax-transfer system operates across the federation. Central to this is the 
trade-off that may occur in relation to the accountability (and other benefits) of State 
governments for raising their own revenue and the complexity and efficiency of the federal 
system. In addition, having different transfer policies in different States as well as multiple 
administering agencies for both taxes and transfers is a source of further complexity and 
possible inequities. 

Consultation questions 

Q9.1 Noting the overall structure of Australia’s federal financial arrangements, what 
changes, if any, should be made to the assignment of revenue raising powers and 
intergovernmental transfers in Australia? 

Q9.2 Given the widely held view in submissions that the current state tax arrangements 
need to be reformed, what changes should be made to state and local government 
own source revenue instruments? What scope is there for greater use of user 
charging to bring social, environmental or economic benefits? 

Q9.3 What is the appropriate allocation of the roles of the Australian and state 
governments in income redistribution? 

Q9.4 What opportunities could be pursued to deliver more seamless administrative 
arrangements of the tax-transfer system across the federation? 

Tax and transfer impacts on housing 
Housing plays an integral role in Australian society. It provides a source of shelter and a 
base for people to participate in communities and the workforce. It is the largest store of the 
nation’s wealth and a major source of retirement savings for home-owners. 

The tax-transfer system affects the housing market through a range of taxes, concessions and 
transfers, which in some cases are targeted at certain housing tenures or income levels. These 
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aspects of the system influence the type of homes people live in, the way they save and 
invest, including for their retirement, and the affordability of housing. Through its treatment 
of housing, the tax-transfer system also delivers significant assistance to particular groups of 
Australians, which affects the overall equity of the tax-transfer system. 

Consultation questions 

Q10.1 What should be the objective of the tax-transfer system in respect of housing? 
Should there be assistance for housing over other assets or services? Should 
assistance be based on housing tenures? Should assistance be focused on people on 
low incomes? Should assistance differ between public and private tenants? 

Q10.2 What role, if any, should the tax-transfer system play in respect of housing 
affordability? Should the tax-transfer system be used to influence housing supply 
and/or demand to improve housing affordability? What changes, if any, should be 
made to housing-related transfers that assist disadvantaged households to find 
housing? 

Q10.3 Recognising the influence that some taxes and transfers have on the use of housing 
and residential land, what changes, if any, should be made to ensure the housing 
stock and residential land are used efficiently? 

Taxes on specific goods and services 
In addition to the broad-based GST, there is also a range of consumption or other indirect 
taxes levied on narrow bases, including excise collected by the Australian Government and 
other taxes collected by the States. Products subject to these narrow base taxes, are taxed 
relatively more heavily than other consumption goods. 

The decision whether to tax some consumption goods more highly than others, and the 
optimal design of a particular tax, depend on the policy objective it is trying to achieve. 

The current tax arrangements for beer, wine, spirits, tobacco and luxury cars reflect a range 
of competing policy goals. They exist in the context of other forms of regulation and the 
broader tax-transfer system. 

Consultation questions 

Q11.1 Is it appropriate to use taxes on specific goods or services to influence individual 
consumption choices, and if so, what principles can be applied in designing the 
structure and rates of such taxes? 

Q11.2 Can the competing potential objectives of alcohol taxation, including revenue 
raising, health policy and industry assistance, be resolved? What does this mean for 
the decision to tax alcohol more than other commodities? 

Q11.3 What is the appropriate specific goal of taxing tobacco? Is it necessary to change the 
structure or rate of tobacco taxes? 
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Q11.4 If health and other social costs represent the principal rationale for specific taxes on 
alcohol and tobacco, is any purpose served in retaining duty free concessions for 
passenger importation of these items? 

Q11.5 Are taxes on specific ‘luxury’ goods an effective way of making the tax system more 
progressive? If so, what principles should apply to the design and coverage of these 
taxes? 

Q11.6 Should the tax system have a role in influencing the relative prices of different types 
of cars, including luxury cars and higher polluting cars, and if so, on what basis? 
What does this mean for taxes on the purchase price of motor vehicles? 

Fuel, roads and transport 
The efficient movement of people and goods is an important contributor to productivity and 
wellbeing. Improving the structure of taxes and charges related to transport can improve 
efficiency. 

Taxes on motor vehicle fuels provide a considerable share of revenue, but contribute little to 
reducing the location and time specific costs of motoring. Different tax treatments of 
alternative fuels may also further reduce the efficiency of fuel taxes. Different types of 
transport are also taxed in different ways, potentially altering economic behaviour. 

There may be opportunities to replace existing taxes with more targeted taxes and charges 
that promote the efficient use of transport networks. In particular, emerging technologies 
may have a role in targeting the social costs of motoring such as air pollution, greenhouse 
gas emissions and damage to publicly funded roads. 

Consultation questions 

Q12.1 How can motor vehicle related taxes and road funding arrangements be designed to 
improve the efficiency of transport of people and goods in Australia? 

Q12.2 What should be the role, if any, of fuel taxes? What does this mean for how fuels 
and their uses are taxed and the rates of tax applied? 

Q12.3 Do the existing tax arrangements lead people to make economically inefficient 
transport choices, and if so, how might they be improved? 

Tax-transfer impacts on the environment 
Australia faces significant environmental challenges in the 21st century, ranging from global 
issues, such as climate change, to local issues, such as water scarcity, land degradation and 
species loss. Economic development must be undertaken in an environmentally sustainable 
way, while also recognising that the environment itself has value. 

Taxes may provide one means of improving environmental amenity. The tax-transfer system 
can also detract from environmental outcomes through the incentives it creates. Such 
incentives need to be carefully evaluated against other policy objectives. 
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Consultation questions 

Q13.1 Bearing in mind that tax is one of several possible instruments that can address 
environmental externalities, what opportunities exist to use specific environmental 
taxes to address Australia’s environmental challenges? 

Q13.2 Noting that many submissions raise concerns over unintended environmental 
consequences of taxes and transfers, such as the fringe benefits tax concession for 
cars, are there features of the tax-transfer system which encourage poor 
environmental outcomes and how might such outcomes be addressed? 

Q13.3 Given the environmental challenges confronting Australian society, are there 
opportunities to shape tax-transfer policies which do not currently affect the 
environment in ways which could deliver better environmental outcomes? 

Natural resource charging 
Natural resources are an essential input to Australia’s productive capacity. The way in which 
Australia uses its natural resources is an important determinant of the level of economic 
growth. It also affects the environment now and into the future. 

Ensuring the community obtains maximum value from the appropriate use of its natural 
resources is an important part of an efficient tax system. The tax system can influence the 
rate at which resources are extracted and the capacity of future generations to enjoy the 
benefits of natural resources. Issues which need to be taken into account in considering the 
taxation of natural resources include the size of the recoverable stock of the resource and 
how quickly (if at all) it is able to renew, the effect of taxes on investment decisions, which 
level of government taxes the resource, and the alternative uses of resources outside 
commodity markets. 

Consultation questions 

Q14.1 When considering the appropriate return to the Australian community for the use of 
its non-renewable resources, what relative weight should be given to the 
determinants of that return? 

Q14.2 What is the most appropriate method of charging for Australia’s non-renewable 
resources, given they are immobile but that Australia needs to compete globally for 
mining investment? 

Q14.3 What is the role of the tax system in ensuring that renewable resources are used 
both sustainably and efficiently? 
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Introduction 

In August 2008, the Panel invited submissions to the Review, guided by four broad 
consultation questions. 

Q1. What major challenges facing Australia need to be addressed through the 
tax-transfer system? 

Q2. What features should the system have in order to respond to these challenges? 

Q3. What are the problems with the current system? 

Q4. What reforms do we need to address these problems? 

The Panel welcomes the considerable response to its initial call for community views. The 
Panel has received around 500 formal submissions from a wide cross-section of the 
community and a further 260 pieces of correspondence. Formal submissions to the review 
are available on the review website (www.taxreview.treasury.gov.au). 

In August 2008, the Australian Treasury released a background paper — Architecture of 
Australia’s tax and transfer system (Architecture paper) — and the Department of Families, 
Housing, Community Services and Indigenous Affairs (FaHCSIA) released the Pension review 
background paper (Pension paper). Together with the public submissions, these papers provide 
an important part of the platform for the review. 

In this paper, the Panel outlines the feedback to its consultation questions and provides 
information intended to help evaluate the views expressed. The Panel then asks a series of 
further questions intended to guide its forthcoming consultations and its thinking about the 
fundamental design features that Australia’s future tax system might embody. These 
questions are deliberately open and are provided for general guidance only. 

Section 1 discusses the key themes emerging from submissions within the context of the 
Panel’s first two consultation questions. Sections 2 to 14 discuss more specific aspects of the 
tax-transfer system, presenting submission responses to the third and fourth of the Panel’s 
questions.  

The presentation of community views in this paper is intended to be a synthesis of the key 
messages that have emerged from the initial consultation process, rather than a listing of 
every issue raised. The issues the Panel has identified for further consultation are not 
exhaustive and are not intended to limit discussion. 

The Panel has highlighted issues it considers to be central to the design of the tax-transfer 
system including: 

• the mix of taxes through which revenue is raised; 

• the fundamental structure of the tax, transfer and retirement income systems; 
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• the way individuals interact with the tax-transfer system; and 

• the structure of taxation in our federation. 

Scope of the review  
Consistent with the ‘root and branch’ description of this review, the Panel’s objective is to 
identify how the tax-transfer system should look at a structural level. 

Consistent with its terms of reference, the Panel is taking a whole-of-system approach to 
examining the structure of the tax-transfer system. This approach encompasses the policy 
framework, the administrative structure and the policy and administrative processes that 
determine the structure and performance of the tax-transfer system. 

In accordance with its terms of reference, the review will reflect the Government’s policy not 
to increase the rate or broaden the base of the GST and to preserve the tax-free status of 
superannuation payments for the over 60s. The Panel notes the announcement in the 
2008-09 Mid-Year Economic and Fiscal Outlook that Government consideration of the 
previously announced aspirational personal income tax goals has been deferred until overall 
economic conditions improve (Australian Government 2008c). 

It is not practicable for the review to encompass every aspect of public policy and 
administration relating to the tax-transfer system. For example: 

• although several taxes are designed to meet industry policy objectives (for example, 
agricultural levies and customs tariffs) the Panel is not proposing to undertake a 
comprehensive review of the industry policies relating to those measures; 

• although taxes form a central part of fiscal policy, the Panel is not reviewing fiscal 
policy itself (such as appropriate goals for fiscal balances); 

• although taxes are implemented through laws, the Panel is not undertaking a review of 
the drafting of legislative instruments; 

• although issues of federal fiscal relations are an important part of the terms of 
reference, the Panel considers matters relating to the roles of different levels of 
government, the quantum of intergovernmental transfers and horizontal fiscal 
equalisation to be beyond its scope;  

• although a range of issues relating to tax policy formulation and administration are 
clearly and necessarily within the scope of the Review, the Panel does not anticipate 
undertaking a detailed and comprehensive review of all matters that relate to 
government policy and administration (for example, staffing and remuneration 
policies); and 

• although in-kind benefits such as health and education services, and child support 
obligations, are important in determining the support available to individuals and 
families, they are beyond the scope of this review. 
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A framework for reviewing Australia’s tax-transfer system  
A key starting point for the Panel is to understand the challenges, opportunities and other 
‘drivers’ expected to bear upon the tax-transfer system over the next few decades and the 
design outcomes for the tax-transfer system that are likely to best position Australia to 
achieve society’s aspirations. Drawing on both the terms of reference and views in 
submissions, the Panel has identified seven key issues. They are:  

• the type of society in which Australians might choose to live, including considerations 
about the role and size of government in Australia; 

• increasing globalisation and the changing pattern of world economic activity; 

• demographic change, including changing patterns of workforce participation; 

• climate change, the environment and sustainable economic growth; 

• intergovernmental relationships within the Australian federation; 

• the process of policy formation and its administration; and 

• the role of technological progress. 

Any decision to change the tax-transfer system and how the changes could be made should 
be the outcome of a disciplined approach involving, where possible, evidence demonstrating 
the pros and cons of alternative tax-transfer design options and evaluation against a 
consistent set of principles. These principles are discussed in Section 1 and can be broadly 
categorised as equity, efficiency, simplicity, sustainability (including revenue adequacy), and 
policy consistency. 

These principles may at times be in conflict. Inevitably, it will be necessary to make 
judgments about balancing different principles (where they conflict) and, in some cases, 
about the weight to be given to evidence where it is incomplete. The Panel recognises that 
not everyone will make the same judgments when faced with these conflicts and 
uncertainties. The Panel will strive to be open and explicit where judgments are made. 

Bridging the gap between the current and desired tax-transfer structure will involve a 
transition path and, given the complexity of the existing system, transitional issues will 
require careful consideration. Decisions about the reform process will also need to take into 
account the balance between the short-term costs of change and the long-term benefits of 
reform, the distributional implications and revenue feasibility of reform, and potential 
macroeconomic implications. 

The challenges, opportunities and principles outlined in Section 1, together with the 
considerations about the reform process, form a framework through which to identify 
desired outcomes and preferred transition paths. 
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A consultative process 
Community participation is a vital part of a review of this scale. Based on the submissions 
already received, it is evident that many people support a comprehensive examination of the 
structure of the system from a long term perspective. 

This paper will form the basis for the Panel’s consultations with the community over the next 
12 months. There will be many opportunities for people to participate in the review. 

Any interested party can make a general submission to the review at any time up to 
Friday 1 May 2009. The Panel may also release more targeted discussion papers and call for 
submissions on specific topics during the remainder of the review period. 

The Panel will host a series of public meetings in all capital cities and major regional centres 
from March 2009. We also plan to conduct bilateral and roundtable discussions with key 
industry and community groups between January and June 2009. 

Recognising the significant social, environmental and economic challenges that Australia 
faces, and the need to consider international, theoretical and practitioner perspectives, the 
Panel will host a two day tax policy conference in June 2009. The conference will provide the 
opportunity for leading international experts, the academic and practitioner community, and 
industry and community organisations to share commissioned research, and discuss 
potential features of the tax-transfer system and their implications. 

More detailed information on the consultation process will be posted to the review’s website 
at www.taxreview.treasury.gov.au as it becomes available. 

Improving the evidence base 
While there is a large body of academic literature, both Australian and international, focused 
on tax policy issues, the scope of the review means that there are a number of issues where 
the available evidence is insufficient to allow the Panel to draw firm conclusions. To help 
remedy this situation and better inform debate, the Panel is commissioning a series of 
analytical papers to explore significant tax and transfer policy issues. It is envisaged that 
most of this work will be completed between March and June 2009. Some may be presented 
at the Review’s tax and transfer policy conference scheduled for mid-2009. A list of the 
commissioned work and a brief summary of each item is at Appendix D. 
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1 Challenges and opportunities for reform 

The Panel’s four consultation questions from August were intended to elicit community 
perspectives about the way in which Australia’s tax-transfer system should be structured. 
The first two questions focus on how to better position Australia to respond to developments 
over the next few decades, while the second two questions focus on problems evident in the 
existing arrangements. 

Future developments are likely to have wide ranging effects on tax-transfer policy choices. 
This section provides an overview of these issues. The questions were: 

Q1. What major challenges facing Australia need to be addressed through the 
tax-transfer system? 

Q2. What features should the system have in order to respond to these challenges? 

The key themes from submissions in response to these questions are presented in this section 
as part of a broader discussion of the influences that are relevant to the design of Australia’s 
future tax-transfer system. 

1.1 Challenges and opportunities facing Australia and what 
they mean for the tax-transfer system 
Policy choices arising from this review will influence the shape of Australia’s tax-transfer 
system for many years into the future. Accordingly, appreciating the factors that might 
shape Australian society over at least the next few decades is important when considering 
how Australia’s tax-transfer system might be structured. 

The terms of reference set an objective for the review of creating a tax-transfer structure that 
will position Australia to deal with its demographic, social, economic and environmental 
challenges and enhance Australia’s economic, social and environmental wellbeing (see 
Appendix A). 

Submissions identify the following broad challenges and opportunities: 

• the type of society in which Australians might choose to live, including considerations 
about the role and size of government in Australia; 

• increasing globalisation and the changing pattern of world economic activity; 

• demographic change, including changing patterns of workforce participation; 

• climate change, the environment and sustainable economic growth; 

• intergovernmental relationships within the Australian federation; 

• the process of policy formation and its administration; and 
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• the role of technological progress. 

Section 1.2 discusses submission responses relating to the Panel’s second question about the 
features a future tax-transfer system might have to best respond to these challenges and 
opportunities. 

What type of society do Australians want? 
The tax-transfer system is a fundamental part of Australia’s social and economic 
infrastructure. It will both shape, and be shaped by, the evolution of society more broadly. 

Several submissions explicitly talk about the type of society in which Australians might 
aspire to live, while in others it is implicit in the identified challenges and desired features of 
the tax-transfer system. 

Summary of key messages from submissions 

Many submissions see a role for the tax-transfer system in fostering improved living 
standards through stronger economic growth, as well as promoting opportunities for those 
experiencing entrenched disadvantage and transitioning from welfare. For example, one 
submission echoes the contributions of the 2020 Summit by setting an objective of 
Australia being the ‘best place to live, work and do business with GDP per capita in the 
top five countries by 2012’. 

Other submissions believe a fairer and more equal society is the main priority for reform of 
the tax-transfer system, with economic and market considerations supporting this goal. 
One submission along these lines states that the tax-transfer system should embody the 
values and expectations held by society and sets an objective of building ‘a competent and 
compassionate Australia’. 

Several submissions comment on the need to provide a more appropriate level of income 
support for the disadvantaged and facilitate transitions into employment and retirement. 

Strengthening economic growth is the implicit starting point in many submissions. Equity 
is also seen as an explicit part of the design framework, along with maximising efficiency 
and minimising complexity. 

A number of submissions see a general need to shift to a more environmentally sustainable 
society, while many others emphasise various environmental goals. 

 
One of the inputs to the Australian Government’s decision to establish the review was the 
report of the 2020 Summit, held in April 2008. The summit report illustrates how reform of 
the tax-transfer system can fit into a broader perspective on the future of Australia. It 
emphasises that taxation is one of many government functions that impact on the economy 
and can be considered alongside Australia’s regulatory regimes and direct economic 
interventions by government. 

The summit report saw the role of government as one means of ‘[creating] a truly national, 
efficient, sustainable and inclusive economy supported by seamless regulation.’ 
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As noted above, many submissions are explicitly or implicitly framed by an objective of 
increasing economic growth. Economic growth is a key factor influencing the wellbeing of 
Australians, through its impact on incomes and living standards. 

The 2007 Intergenerational Report (Australian Government 2007) projects that, on the basis of 
established demographic and economic trends, Australia’s rate of per capita economic 
growth will average around 1.6 per cent over the next 40 years, compared with a rate of 
2.1 per cent over the past 40 years, due primarily to a decline in the proportion of the 
population of working age. 

The tax-transfer system can have an important influence on the rate of economic growth. The 
system impacts on economic decision making, particularly on decisions about workforce 
participation and decisions that affect productivity, as well as through the economic costs of 
administration, compliance, avoidance, complexity and uncertainty. 

Improving the efficiency of the tax-transfer system could help to ease the projected 
expenditure burden of our ageing population on working-age Australians. 

The appropriateness of the existing income support arrangements is considered in Section 4. 
The adequacy of pensions and issues surrounding the transition to retirement are the subject 
of the separate Pension Review and retirement incomes consultation process due to report in 
early 2009. 

The size of government in Australia 

The size of government in Australia, including the transfer system, determines how much 
revenue the tax system needs to raise. It has implications for the way the system is designed 
and how it affects the community. The terms of reference require the review not to presume 
a smaller general government sector or a sustained increase in the tax to GDP ratio relative to 
its level in 2007-08. However, revenue neutrality will not be a rigid constraint on the Panel’s 
recommendations for tax-transfer reform. 

Most submissions do not comment on the size of government or the level of tax or total 
revenue as a proportion of GDP. Those that do, express differing views about the size of 
government. A range of submissions note the need for some revenue flexibility to avoid 
ruling out potentially important reforms with significant revenue implications. 
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Summary of key messages from submissions 

Several submissions from community groups say the existing level of tax revenue is 
inadequate to fund Australia’s social programs and economic infrastructure needs. One 
states that tax reform should strengthen, not diminish, future revenue to equitably support 
the costs of our ageing population and necessary investment in economic and social 
infrastructure. 

Business submissions generally express or imply a view that the overall tax burden is too 
high and government spending should be reduced, noting all taxes impose costs to 
economic efficiency. 

A number of business submissions argue that unilateral reductions in taxes on capital will 
provide a stronger economy and a lower per capita tax burden. 

 
At around 31 per cent of GDP, Australia’s tax to GDP ratio is reasonably typical of 
developed countries, though there is a considerable range across developed and developing 
countries. 

A key issue for the review is how the role and size of government in Australia might change 
in the future. One possibility is that Australia could pursue a strategy of maintaining the size 
of government but with a higher rate of economic growth than government expenditure. 
This would allow some reduction in tax rates without reducing the absolute size of 
government. Whether this is possible in the face of strongly growing demands on 
government — particularly demands generated by demographic change — is difficult to say. 
On the other hand, Australians may choose to have a larger government sector as real 
incomes increase. 

Consultation questions 

Q1.1  In considering the community’s aspirations for the type of society that Australia 
should become over the next two decades and beyond, which key features should 
inform or drive the future design of the Australian tax-transfer system? 

Q1.2  Assuming that the absolute size of government will not fall, should (and can) 
Australia nonetheless aim to reduce the burden of taxation over time by promoting 
faster economic growth than public spending growth? Can it be demonstrated that 
alternative tax policies could help deliver that outcome? 

Increasing globalisation and changing world economic activity 
Australia is a small, open economy operating in an increasingly globalised world with freer 
flows of ideas, investment and labour. Increasing globalisation, particularly among more 
developed economies means social systems and economic infrastructure are becoming more 
uniform and tax settings may become relatively more important in decisions about where to 
invest and work. 

The current crisis in financial markets shows the extent to which world economic systems are 
interlinked. It also shows the need for policy flexibility in responding to developments 
overseas. 
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The shifting pattern of world economic growth is also important. China and India now 
account for around 15 per cent of world GDP. The growth of these two economies has been a 
major factor in the strength in Australia’s terms of trade recently, through mineral and 
agricultural commodity prices. Despite the current economic difficulties, these economies, 
and others in our region, are likely to continue to be an important influence on Australia’s 
future prospects. 

Globalisation and tax competitiveness 

Many submissions, particularly those from business groups, identify global competition as a 
key challenge for Australia and a key determinant of tax-transfer design. This is particularly 
important for taxing investment income, especially corporate income, because investment 
can be switched with relative ease between alternative activities and locations and because 
profit can be shifted between jurisdictions. There are also concerns about the need to have 
personal taxes that competitively attract and retain skilled workers and promote 
entrepreneurial activity. 

Summary of key messages from submissions 

Several submissions point to the role of investment and cross-border capital flows in 
promoting economic growth and the living standards of Australians. 

Global integration is generally seen as desirable. Several submissions highlight the need to 
foster entrepreneurship, new business activity and diversity in markets. 

A key theme of business submissions is the need to promote increased tax competitiveness 
for the business sector. Reducing the corporate tax rate is seen as a key reform. 
Submissions cite the steady decline in OECD company tax rates in arguing for an 
Australian company rate of 25 per cent, with further reductions over the medium term. 
Business submissions also point to a range of other (base narrowing) reforms to promote 
tax competitiveness. 

However, not all business groups support lowering the company tax rate in the near term. 
At least one would like to see the top personal rate aligned with the existing company rate 
rather than a reduction in the company rate. 

Non-business organisations contest claims about the need to cut the rate of tax on capital 
income to maintain competitiveness. Equity considerations are seen to be more important, 
in one case reflecting a view that any benefit from cutting tax on capital income will go to 
shareholders only. 

The need to attain an appropriately skilled workforce and the mobility of skilled labour is 
mentioned in several submissions, but does not feature as prominently as the taxing of 
capital income in terms of international tax competitiveness. 

Several submissions refer to the recent instability in global financial markets, arguing that 
tax settings should be flexible enough to accommodate changing circumstances in 
international and domestic markets. 
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Taxation of capital income 

A focal point of business concerns about taxation of investment income is Australia’s 
30 per cent corporate tax rate. Many submissions point to Australia’s declining ranking 
relative to other OECD countries. The unweighted average company tax rate among OECD 
countries is steadily declining at a rate of about one percentage point per year, with a smaller 
decline in the GDP weighted average rate (Chart 1.1). Since 2001, when Australia’s company 
rate was reduced to 30 per cent, Australia’s company tax rate has moved from ninth lowest 
in the OECD to twenty-second lowest on 1 April 2008 (KPMG 2008). 

Chart 1.1: Statutory company income tax rates of OECD countries (1985 to 2008) 
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Note: Rates are top national statutory company tax rates until 2000 (they exclude local and state company taxes imposed in 
some countries) and full company tax rates thereafter (they include company taxes from all levels of government). Averages are 
both GDP weighted and unweighted. 
Source: Australian Treasury estimates; OECD Tax Database; KPMG (various years); Deloitte (2006); national governments. 
 
To date, much of the impact of reducing company tax rates on revenue in OECD countries 
has been offset by legislative and economic broadening of the corporate tax base, though 
overall effective tax rates have declined. The company income tax rates of smaller economies 
have declined to a lower level than those of the major economies. 

The scope for further base broadening is, arguably, now more limited among many OECD 
countries. This means that revenue and other constraints may weigh more heavily on 
decisions about company tax rates. However, the trend toward lower company tax rates may 
continue as countries compete to attract mobile capital and highly profitable firms. 

Other submissions point to Australia’s relatively high reliance on tax revenues from capital 
income, of which corporate tax revenue is a primary contributor, and Australia’s high 
corporate tax to GDP ratio relative to other OECD countries. Section 3 examines this issue, 
noting that recent high corporate tax revenues are mainly due to strong growth in the 
corporate tax base. 

One reason for the differences of view in submissions about the importance of reducing 
corporate tax is that they reflect different assumptions about who bears the economic burden 
of taxes on capital income. However, as discussed in Section 6, while shareholders may 
benefit from a reduction in company tax in the short term, it is likely that in the long-term, 
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labour will receive at least part of the benefit in the form of higher wages. This is due to 
increased investment, and a larger capital stock, leading to higher labour productivity. 

In particular, increased foreign direct investment can lead to higher labour productivity. This 
happens through improvements in the way labour and capital are used through the 
introduction of new production techniques, knowledge, products, organisational synergies 
and process technologies. These can generate ‘spillover’ benefits for the rest of the economy, 
thereby increasing economic growth. 

Labour mobility 

Several submissions also highlight the increasing international mobility of individuals, 
particularly of more highly skilled individuals. Tight labour market conditions in recent 
years have led to high demand for skilled workers across a broad range of occupational 
groups. Permanent and temporary skilled migration has responded to this demand. The 
inflow of skilled workers has generally exceeded the outflow of skilled workers in recent 
years. While there will be strong cyclical elements in the demand for skilled labour, 
population ageing in Australia and many other countries could lead to increased 
international competition for skilled labour.  

Electronic commerce 

A further dimension of globalisation that receives relatively little attention in submissions is 
the evolution of the internet and e-commerce. This has reduced the connection between a 
person’s residence and their place of business and the consumption of some goods and 
services, such as those available over the internet. These developments represent a potential 
challenge to taxing some commercial activities and private consumption. 

The changing pattern of world economic growth 

If the economies of China and India follow similar growth paths to those of the newly 
industrialised Asian economies, the pattern of world GDP will be substantially altered over 
the next few decades (Chart 1.2). While this will not substantially improve Australia’s 
economic isolation in an absolute sense, as the distances from Australia’s main capital cities 
to these locations are considerable, a relative improvement in Australia’s trade 
competitiveness, compared with many other OECD countries, may result in an increasing 
share of Australian trade in the Asian region. 

Summary of key messages from submissions 

A number of submissions see sustained economic growth in China and India — and other 
developing countries more generally — as an opportunity for Australia’s resource 
industries.  

Other business submissions anticipate that as these countries accumulate human capital 
and sophisticated economic infrastructure, they will begin to compete with Australia for 
internationally mobile capital. 
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Chart 1.2: Distance in kilometres to world GDP (2005 and 2025) 
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Note: The chart shows the percentage of world GDP generated in countries within the distances in kilometres from each of 
Australia and the United Kingdom respectively. 
Source: The Conference Board and Groningen Growth and Development Centre Total Economy Database, January (2008); 
Australian Treasury estimates. 
 
The implications of an absolute and relative increase in economic activity in the Asian region 
are uncertain but could be significant for Australia, as has been the case with the rise in 
commodity prices in recent years. Possible implications of the projected growth in these 
economies include increased: competition for internationally mobile investment; 
employment opportunities for skilled Australians; and opportunities for two-way trade in 
commodity, product and service industries. 

Demographic change in Australia 
The 2007 Intergenerational Report (Australian Government 2007) highlights the profound 
demographic changes Australia is likely to experience over the period to 2047. Australia’s 
total population is projected to increase by close to 40 per cent, from 20.6 million in 2006 to 
28.5 million people. Under the report’s assumptions, migration is projected to account for 
around half of this increase. 

The projected ageing of Australia’s population is particularly significant, with a quarter of 
the population expected to be aged 65 years or over by 2047, almost double that of today. 
The fastest rate of population growth is projected to be among Australians aged 85 years or 
over. By 2047 there will be only 2.4 people of traditional working age (16 to 64 years) 
supporting each person aged 65 years or older, down from five working-age people in 2007. 
The increase in age dependency is only slightly offset by a projected reduction in child 
dependency. 

The proportion of the population of traditional working age is projected to decline by around 
8 percentage points, to less than 60 per cent of the population. Within the group of 
Australians of traditional working age, the fastest growing group will be 55 to 64 year olds, 
rising by nearly 50 per cent over the next 40 years. 
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The ageing of the population is projected to slow economic growth and lead to increased 
spending in areas such as health, age pensions, and aged care. 

Many submissions recognise the significance of this demographic change. There is also an 
awareness that the higher the growth in real incomes for the population, the lower the 
proportion of income that will need to be taken in tax to provide government services to 
older Australians. 

Summary of key messages from submissions 

Many submissions identify an ageing population as a key challenge facing Australia. 
Many recognise the role that higher rates of workforce participation and economic 
productivity can play in reducing the impacts of an ageing population on the working 
population. 

Income adequacy in retirement and its potential implications for government spending is 
identified as a key issue. A range of submissions say current policy does not ensure 
adequate incomes in retirement, with a particular focus on the adequacy of the 9 per cent 
superannuation guarantee and its scope. 

Several submissions from the financial industry point to the prospect of increasing life 
expectancy and argue that greater reliance on income stream products will be required to 
address the income risks surrounding increasing longevity. 

 
Given the significance of the tax-transfer system, both as a mechanism for funding 
government spending and a conduit for much demographically dependent spending, the 
efficient design of the system will be a critical element of Australia’s response to its 
demographic challenge. 

The design of the tax-transfer system can either contribute to, or hinder, Australia’s 
economic performance over the next few decades. Minimising the effect of the tax-transfer 
system on individuals’ incentives to work and on the productive use of our scarce resources 
can help sustain our economic growth. Similarly, tax-transfer policy has the potential to 
significantly affect the delivery and cost of achieving intended social policy outcomes. 

The demographic challenges faced by Australia are also faced by many other OECD 
countries, as well as China and India. Australia has some advantages over many other 
countries in dealing with these challenges. For example, Australia’s strong fiscal stance has 
enabled the elimination of government net debt and the accumulation of reserves to assist in 
meeting some of the anticipated future costs of our ageing population. However, the scale of 
the demographic challenge will require further major adjustments in Australia. 

A changing pattern of workforce engagement 

Changes in the structure of the Australian economy, following a long period of economic 
reform, and changing patterns of engagement in the workforce have resulted in structural 
changes to the labour market. In particular, we have seen: a fall in the predominance of male 
full-time jobs; an increase in female participation; and an increase in the number of older 
workers. Life-time work careers are also changing. More young, single people have 
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short-term jobs and the increased workforce participation of women has increased their 
average job durations. 

These changes have resulted in a more flexible labour market. But they have also increased 
the complexity in individuals’ lives as they balance work with education, caring 
responsibilities and preparation for retirement. 

Submissions note the need for the tax-transfer system to support both increased workforce 
participation and higher rates of skills formation. 

Summary of key messages from submissions 

A range of submissions argue that the tax-transfer system should do more to promote 
workforce participation and be better adapted to the greater diversity of working patterns.  

Several submissions propose introducing tax-advantaged saving accounts to provide for 
education and lifelong learning. 

 
The tax-transfer system can affect incentives to work and invest in education and training. 
For example, for welfare recipients, the combination of high rates of benefit withdrawal and 
marginal tax rates can reduce the incentive for them to find a job. It can also influence 
decisions about investing in education and skills formation. In addition to their impact on 
investment decisions, the treatment of superannuation income and the application of income 
tests and assets tests to the pension incomes of older Australians influence the workforce 
decisions they make in their transition to, and during, retirement. 

Environmental sustainability 
The environment is of value to Australians. It also provides natural resources essential to 
Australia’s productive capacity, and ecosystems that absorb and assimilate the waste 
generated by people and industry. While it may be possible to extract higher levels of 
economic growth in the short term at the cost of a degraded environment, over the long term 
these choices may not be sustainable. Economic growth is strongly linked to environmental 
sustainability. 

A broad range of submissions identify climate change as an important challenge facing the 
Australian community. Business submissions express concern about the potential impact of 
the tax arrangements associated with the Carbon Pollution Reduction Scheme. 

Some submissions address the broader issue of environmental sustainability. 
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Summary of key messages from submissions 

An important theme in submissions from environmental groups is that, given its central 
importance to economic decision making, the tax-transfer system needs to be consistent 
with achieving sustainable economic growth. Some submissions see sustainable growth as 
requiring reductions in net consumption and the production of wastes. 

Many submissions argue that tax-transfer settings should be consistent with the objective 
of reducing carbon emissions. The potential costs of environmental protection are also a 
focus of attention, with a number of submissions arguing taxes relating to the Carbon 
Pollution Reduction Scheme should be designed to minimise the costs imposed on 
business. 

Submissions propose a range of tax concessions aimed at enhancing the development and 
adoption of carbon-reducing technology. Some suggest that environmental taxes and 
charges provide a potentially significant alternative revenue source to conventional taxes. 

Another theme in submissions is concern for the urban environment of our cities, 
including road congestion and air pollution, and whether these problems are exacerbated 
by a privileged tax treatment of motor vehicles. 

 
Within the community and government, there is increasing awareness of the importance of 
Australia’s natural environment and the environmental pressures emerging in areas such as 
land degradation, soil erosion and salinity, water use and climate change (Chart 1.3). 

Chart 1.3: Indicators of Australian environmental pressures 
1951-2006 (Index 1961 = 100) 
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Source: Commonwealth Scientific and Industrial Research Organisation, Australian Stocks and Flows 
Framework (unpublished); ABS (2004), ABS (2006d) and Australian Greenhouse Office (2006). 
 
A greater understanding of environmental problems, arising from improved knowledge of 
environmental systems and their interactions, has led to a greater capacity to address 
environmental problems. As people’s incomes and wealth have increased so too has their 
demand for environmental action. These factors will be an ongoing (and possibly greater) 
influence in the future. 
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Sustainable policy addresses the underlying incentives causing environmental degradation. 
Historically, governments have relied on regulation to achieve environmental outcomes. 
However, in some circumstances, corrective taxes, user charges and other market-based 
approaches provide alternative mechanisms for addressing environmental amenity. 

Emerging technology may enhance the capacity to use these mechanisms. For example, it can 
enable direct charging for congestion and noise pollution from road transport (see 
Section 12). 

Improving the Australian federation 
A well functioning system of government can enhance economic performance and the 
broader wellbeing of Australians. There is general agreement, both within government and 
in the broader community, that the effectiveness of government in Australia could be 
enhanced. Improving the effectiveness of government has been a focus of the Council of 
Australian Governments in recent years. 

The tax-transfer system spans the three levels of government, in terms of both the revenue 
raising and transfer functions. There is currently a relatively low degree of policy integration 
across levels of government and between the States. In recent years there have been repeated 
calls to improve the structure of the tax-transfer system of the federation. Reflecting the cost 
on business from differing regimes, the States have been working to harmonise payroll tax 
arrangements (other than rates and thresholds). 

Improving federal fiscal relations and the federal structure of the tax-transfer system are seen 
as key issues for this review. There is broad consensus across submissions that the structure 
of taxation, and to a lesser extent transfers, needs to be improved. These concerns arise in 
respect of both the underlying structure of the tax-transfer system and its administration. 
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Summary of key messages from submissions 

Submissions call for federal funding arrangements that adequately recognise the 
responsibilities of each level of government, including local government. There is an 
imbalance between the amount of revenue that state governments raise and the amount 
they spend. The revenue powers and expenditure responsibilities of government need to 
be addressed to make them more transparent. These submissions also call for more 
revenue certainty for each level of government. 

Some submissions argue that federal arrangements should be designed in such a way as to 
create incentives for States to improve efficiency in tax collection and service delivery. 

While there is a range of views about the merits of specific state taxes, a common theme is 
that many of the states’ taxes need to be abolished or reformed. 

Some submissions call for a single Australian government tax collection agency, in place of 
the nine existing tax administrations, to reduce administration and compliance costs. 

Some submissions note the interactions between transfers provided by the Australian 
government and state and local government concessions, as well as the implications that 
these may have for reforms. 

 
Section 2 provides an overview of the federal structure of the tax-transfer system. The issues 
arising from this structure and from the broader financial relationship between governments 
in Australia are discussed in Section 9. 

Improving policy formation and administration 
A key message in the Architecture paper and the Pension paper is that our tax-transfer system is 
very complex and imposes high costs on the community. This is highlighted by the number 
of taxes and transfers, the lack of coordination and harmonisation across jurisdictions of 
essentially similar taxes and transfers, and the complexity in the administration of the 
tax-transfer system. 

The existing tax-transfer system is largely a product of Australia’s history. However, it also 
reflects an incremental approach to policy development based on partial assessments of 
trade-offs between complexity, efficiency and equity, often made with limited information. 
This incremental approach has reduced policy coherence, with costs to both equity and 
efficiency. It has also contributed to higher levels of complexity and operating costs in the 
tax-transfer system. 

Submissions reflect a general concern about the process of policy development and the 
ongoing maintenance of the tax system. Fewer concerns were expressed in respect of the 
transfer system. 
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Summary of key messages from submissions  

A common theme in submissions is the need for the tax policy process to be more open 
and transparent, particularly around the trade-offs between efficiency, equity and 
simplicity. In expressing these views, submissions welcome the recent government 
announcement to engage with the private sector earlier in the policy and legislative design 
process. 

Several submissions from peak organisations comment that there is a ‘governance gap’ in 
the tax system. The concerns underlying these comments vary across submissions and 
include limitations on competitiveness, opportunities for tax minimisation, missed 
technological opportunities and policy inconsistency. However, there is a degree of 
consensus that there should be a regular review process to complement less frequent tax 
reform exercises. Some submissions specify that an independent oversighting body should 
be established to undertake this review process. 

Some submissions point to the need to build a stronger culture of tax compliance. A 
regular process of review and repair, aimed at addressing tax minimisation strategies that 
undermine the integrity of the tax system, would be an important step in this process. 

Submissions from larger businesses express some concern about the negative impact on 
business decisions of changes in the interpretation of the law and delays in processing 
requests for rulings. Representatives of small business note that engagement with the 
Australian Taxation Office has improved over recent years. 

 
An important design challenge is to lessen the influences that gradually erode the benefits of 
reform. To an extent these influences are cultural and difficult to change. A more coherent 
policy framework, enhanced governance arrangements and increased community awareness 
about the costs and benefits of alternative tax-transfer settings may assist. 

The Architecture paper drew attention to several areas where knowledge is deficient, 
including the incidence and efficiency impacts of individual taxes and transfers and their 
operating costs. Addressing these information gaps is a major task and will take some time. 
To initiate this process the Panel is commissioning research into the efficiency and operating 
costs of Australia’s tax-transfer system. 

The role of technology  
Advances in technology have had a profound impact on the way we live. Over the past 
50 years, technological improvements have dramatically increased the productive capacity of 
the economy — in particular through the evolution of computer technology. Technological 
progress is accelerating as our ability to assimilate and build upon information improves. 
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Summary of key messages from submissions  

A range of submissions identify investment in technology as an important part of 
Australia’s future growth. Several mention that global integration and technological 
advances will be key factors affecting Australia’s international competitiveness. 

A range of submissions call for incentives for innovation and research and development. 

A number of submissions state that technology should be used as a means to reduce 
compliance costs for individuals and business. 

Submissions also note the important relationship between technology and the 
environment. One submission mentions that it will play a particularly important role in 
the future of transport and alternative energy. 

One submission claims that technology is changing the nature of work, allowing greater 
flexibility in how and where work is performed and by whom. 

 
In a competitive global environment, technology creates opportunities and challenges for our 
society. Our standard of living is determined as much by relative changes in our productive 
capacity as it is by absolute changes. The tax-transfer system can influence the rate of 
technological progress by affecting the incentives for entrepreneurs to be creative and the 
incentives to invest in research and development or to adopt new technology. 

Emerging technology has the potential to redefine the way we design and administer the 
tax-transfer system, both in terms of feasibility and operating costs. For example, new 
technologies such as ‘etag’ and the global positioning system allow more economically 
efficient direct charging for road use. Improved information technology enables 
administrators and clients to process tax and transfer information more efficiently, 
potentially reducing administration and compliance costs. The evolution of tax software to 
assist small businesses, electronic filing and pre-filling of individuals’ tax returns illustrates 
how technology can change the way users interact with the system. The Government’s 
Standard Business Reporting project aims to streamline interaction with government by 
allowing businesses to provide information through a single internet portal. 

The extent to which technology can streamline community interaction with government is 
influenced, in part, by the design of the tax-transfer system. Taking full advantage of past 
and future technological developments may require a different perspective on the design 
and administration of the system. 

1.2 Tax-transfer features to respond to these challenges and 
opportunities 
Submissions identify a range of features that Australia’s future tax-transfer system should 
have. These can be broadly categorised according to whether they represent the principles 
that might guide the design and operation of the tax-transfer system or the structural 
features that a well designed system might exhibit. 
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Design principles for the tax-transfer system 
Design principles identified in submissions can be broadly categorised as equity, efficiency, 
simplicity, sustainability (including revenue adequacy) and policy consistency. Consistent 
themes emerging from submissions are that the tax-transfer system should be equitable, 
impose low costs on society in terms of economic efficiency and operating costs, provide 
sustainable revenue to fund government and be consistent with broader policy objectives, 
including environmental sustainability. 

Summary of key messages from submissions  

The traditional tax design principles of equity, efficiency and simplicity are endorsed in a 
broad range of submissions. 

Several submissions place primary emphasis on the need for a fair tax-transfer system. 
Behind this view is a progressive tax-transfer system with minimal opportunity for higher 
income earners to minimise their tax obligations. There is also a view that the system 
needs to support those experiencing entrenched disadvantage and help them move on to 
better outcomes. 

Submissions acknowledge that the tax-transfer system should be efficient. It should 
support economic growth through minimal impediments to investment, entrepreneurship, 
innovation and workforce participation. 

There is wide recognition that complexity and operating costs should be minimised. 
Submissions note that the tax-transfer system should be transparent and provide certainty 
to taxpayers and transfer recipients. Some express concern about the current balance 
between operating costs and ensuring integrity in the system. 

A range of submissions identify the need for the tax system to deliver adequate revenue in 
a sustainable manner. Some express a view that the tax system should deliver a stable 
revenue base by minimising reliance on more volatile taxes. 

A related theme, motivated by the recent financial market instability, is that the 
tax-transfer system should support flexibility in the economy to respond to changing 
circumstances. 

Business submissions highlight the need for tax-transfer policy settings to be internally 
consistent and consistent with broader policy objectives. Consistency with environmental 
objectives, particularly in relation to climate change, is identified in a range of submissions 
as an area of concern.  

 

An equitable tax-transfer system 

There is no generally accepted benchmark for measuring how equitable the tax-transfer 
system is, or the extent to which equity is altered under different policy designs. Such 
assessments depend on individuals’ value judgments. A diversity of views is reflected in the 
different perspectives presented in submissions. 

One perspective on equity in submissions is that all individuals should have the opportunity 
to participate in society and achieve the things they value. Tax-transfer settings that enable 
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people to escape poverty and improve their lifetime opportunities through education and 
workforce participation are consistent with this view of equity. 

A more common perspective is that taxes should be levied according to individuals’ or 
families’ ability to pay, with those who are more capable of bearing the burden of taxes 
paying more. Implicit in submissions is a general view that individuals or families with the 
same capacity should face the same tax burden. There is less agreement about the degree to 
which those with greater capacity should pay more, as reflected in different statements about 
whether the tax system is currently, or should be, progressive, proportional or regressive. 
There is also less agreement about exactly what ‘capacity to pay’ means. That is, whether it 
should include all income, treated on a consistent basis regardless of how it is derived, the 
significance of family circumstances, the role of assets, including owner-occupied housing, 
and choices about work and leisure. 

In some cases the different perspectives about the merits of alternative policies reflect 
differences of view about who bears the burden of a tax, or benefits from a transfer. For 
example, the different perspectives about whether taxes on capital should be reduced, in 
part, reflect differences of view about whether the economic burden of taxes on capital is 
borne by the owners of capital or by Australian workers through lower real wages. Some 
perspectives on transfers also reflect views about who enjoys the economic benefit of 
transfers, for example, the extent to which transfers to the aged benefit the aged themselves 
or are transferred to the next generation through larger bequests. Section 2.2 discusses the 
economic incidence of taxes and transfers. 

The equity of the tax-transfer system can also be affected in several other ways. 

• Equity is influenced by the level of compliance with tax and transfer obligations and 
the ability of individuals to avoid paying tax or receive increased transfers through 
income planning arrangements. Some submissions point to the existence of significant 
opportunities for high income earners to reduce their effective tax liability through tax 
concessions, such as the 50 per cent discount for capital gains and salary sacrifice 
arrangements for superannuation, and through tax planning arrangements. 

• The impact of complexity in the tax-transfer system tends to be regressive, falling most 
heavily on those with the least capacity to deal with it and the least means to get 
professional help. These people may make less advantageous decisions or be unaware 
of the transfers to which they are entitled. 

• The allocation of operating costs between the administration and individuals also 
influences the overall equity of the tax-transfer system. All taxpayers share the cost of 
tax administration but compliance costs are borne by individuals based on their 
circumstances and choices. 

Other perspectives on equity are: 

• the beneficiary principle, which states that people should pay tax broadly in accordance 
with the benefits they receive from government spending, regardless of their income. 
This principle provides a rationale for user charging and is described in Section 3.4; 
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• inter-temporal or period equity, which is concerned with how the tax-transfer system 
affects individuals over time, particularly their decisions about work, saving, family 
and education; 

• intergenerational equity, which is concerned with how the wellbeing of individuals 
alive today compares with that of future generations; and 

• spatial equity, which is concerned with how the tax-transfer system affects individuals 
in different geographic areas with similar consumption opportunities. The geographic 
distribution of the people is changing with the ageing of Australia’s population. 

The costs of the tax-transfer system 

The costs imposed by the tax-transfer system include efficiency and operating costs 
(administration costs and compliance costs), as well as the broader costs on individuals and 
businesses resulting from uncertainty and complexity. 

Unlike perspectives on equity, submissions are in broad agreement that the tax-transfer 
system should raise and redistribute revenue with the least possible cost to economic 
efficiency and with minimal operating costs. There is also agreement that the broader costs of 
complexity should be minimised. 

All taxes and transfers affect the choices individuals and businesses make by altering 
incentives to work, save, invest or consume things that are of value to them. These changes 
in behaviour can ultimately leave the economy and society as a whole worse off than if the 
revenue were raised (or distributed) without affecting behaviour. The size of these efficiency 
costs varies across different taxes and transfers, reflecting, in part, the extent to which they 
affect behaviour. The resources devoted to tax-transfer administration and the time and 
resources that individuals and businesses devote to understanding and complying with the 
requirements of the system, are diverted from more productive or satisfying activities and 
therefore also represent a significant efficiency cost to the economy. 

Complexity in the tax-transfer system makes it difficult for people to understand their 
obligations and entitlements. This increases the risk of non-compliance and can make it 
harder for individuals to make the most beneficial decisions. Complexity can also give rise to 
tax-transfer planning opportunities that divert resources from productive uses. 

Together with instability in tax-transfer settings, complexity may also reduce economic 
efficiency by increasing the level of uncertainty about the expected payoffs to long-term 
investment decisions, such as: investment in education; retirement products; long-lived 
productive assets; or the choice of business structure. Submissions also express concern 
about uncertainty in the interpretation and administration of the law. 

The existence of these costs does not automatically imply that taxing and spending by 
governments reduces GDP or social wellbeing. Provided the goods and services supplied by 
government are of sufficient value to society to offset these costs, the overall wellbeing of 
society is enhanced. However, the tax-transfer system should operate at the lowest cost to 
society for a given set of outcomes. There is a clear message from submissions that current 
costs are excessive and need to be reduced. 
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Sustainability 

The Panel views the design principle of sustainability from three perspectives. First, 
environmental sustainability is of such importance to Australia’s future that the Panel 
regards it as a principle against which the current system and potential reforms ought to be 
tested.  

Second, the Panel regards institutional sustainability as important. This includes whether the 
legal and administrative frameworks are robust and whether community attitudes to the 
system maintain its legitimacy.  

Third, several submissions point to the need for a tax system that meets the revenue needs of 
Australian, state and local governments without recourse to inefficient taxes. Others point to 
the need for policies that contribute to a fair and equitable society and are affordable over the 
longer term, in light of the demographic changes facing Australia. 

The Panel notes that a principal objective of the tax system is to raise revenue to fund the 
government programs, including transfer payments that Australians want. Access to broad 
revenue bases such as household consumption or income (broadly defined) gives 
governments the capacity to meet their spending responsibilities by imposing relatively low 
rates of tax on a broad range of economic activities. 

Since many government functions, such as infrastructure projects and major defence 
acquisitions, require large expenditures over many years, the tax system needs to provide 
governments with a stable revenue stream that allows them to meet their spending 
responsibilities consistently and reliably over time. If the revenue stream from the 
tax-transfer system is too volatile from year to year, long-term government planning can be 
jeopardised and borrowing costs may be higher, diverting revenue from more productive 
uses. Short-term fiscal pressures created by unanticipated shortfalls in revenue may also 
force governments to resort to easily accessible but inefficient means of raising revenue, 
imposing higher costs on the economy. 

Revenue stability is not, however, a goal that could reasonably be pursued at any cost. 
Features of the tax-transfer system that function as automatic stabilisers — injecting 
resources into the private sector in macroeconomic downturns and withdrawing them in 
times of economic expansion — help smooth demand in the economy without requiring 
policy action by government. However, taxes and transfers with these features may be more 
appropriate for the Australian government than for state and local governments. 

In some cases, there may be a trade-off between revenue stability and economic efficiency. 
For example, a resource rent tax is a more efficient revenue raising mechanism than a flat, 
production based royalty. However, it produces a more volatile revenue stream than the 
royalty because revenue collections from a rent tax are more closely related to volatile world 
commodity prices. 

Policy consistency within and beyond the tax-transfer system 

The issue of policy consistency is mentioned in a range of submissions. For example, the 
policy impact of climate change is a focal point for this issue in many submissions, while 
others comment in terms of how well the tax-transfer system integrates with broader 
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government policies and objectives and in terms of the settings within the tax-transfer 
system. 

Internal consistency in policy settings within the tax-transfer system can help people to 
understand the system and may assist in reducing complexity and uncertainty for taxpayers 
and transfer recipients. This can reduce the costs of the system and also increase equity by 
improving levels of voluntary compliance. If taxpayers cannot understand the system, or if 
the system is clearly inconsistent in the way it treats different taxpayers, transactions or 
activities, then taxpayers are less likely to comply with their obligations. 

Consistency with the broader policy objectives of government can further improve 
understanding and transparency. Tax-transfer policy should not directly contradict policy in 
other areas of government activity. The extent to which particular features of the tax-transfer 
system can be designed to pursue policy objectives other than raising revenue is a matter 
that must be considered case by case. In some instances, attempting to use the tax-transfer 
system to pursue other goals may jeopardise the system’s revenue raising capacity or 
increase the efficiency costs of raising revenue. It will often be necessary to compare the costs 
and benefits of different tax and non-tax policies available to pursue a given policy objective. 

Structural features 
While there is general agreement about the design principles of a tax-transfer system, there is 
less consistency in terms of what they mean for its design and how apparent conflicts 
between these objectives should be reconciled. Some of the key structural views raised in 
submissions are presented below.  

Summary of key messages from submissions  

There are mixed perspectives on whether the tax and transfer functions should remain 
largely separate, reflecting different roles and objectives, or more fully integrated, in order 
to reduce complexity and disincentives for individuals and families. 

There is some consensus about the need to improve administration of the system. While 
there is broad concern about federal fiscal arrangements there is less consensus about how 
the problems should be resolved. 

Submissions point to the need for sustainable policies for an ageing population. Proposals 
include increases in the level of self-provision through an increase in the superannuation 
guarantee, broadening its application to currently uncovered groups and adopting 
measures to reduce income risk due to poor financial planning. 

Many submissions call for a reduction in the effective rate of tax on companies, either 
through a reduction in the company tax rate or a narrowing of the corporate tax base. 
Other submissions consider this a second order priority or regard it as inappropriate on 
equity grounds. 

A range of submissions highlight the distortions in the treatment of different forms of 
capital income. Many call for the rate of tax on interest income to be reduced to bring it 
closer into line with other forms of capital income. Some call for improved neutrality by 
removing the concessional treatment of capital gains. 
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Summary of key messages from submissions (continued) 

There is some interest in alternative capital tax structures, such as an allowance for 
corporate equity, flow-through taxation and the dual income tax approach. 

Reform of state taxation, both policy and administration, and improved federal fiscal 
arrangements are identified as key issues in many submissions. Reform proposals range 
from removing less efficient state taxes through to revenue sharing arrangements. 

Several submissions call for policy settings that are consistent with achieving 
environmental sustainability. 

 
These issues are discussed in the following sections. 
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2 The structure of the tax-transfer system 

Overview 

Australia’s tax-transfer system spans three levels of government. In legal form it is 
comprised of the many different taxes and transfers designed and administered by 
government. It can be considered a single economic system that, through complex 
interactions between elements, impacts on a broad range of choices made by individuals 
and business. While the various elements affect economic decisions in similar ways, key 
differences exist between, and within, taxes and transfers in terms of their underlying 
structural elements. 

 

2.1 The legal structure of the tax-transfer system 
The Architecture paper provides a detailed description of Australia’s tax-transfer system. 
Chart 2.1 provides a schematic representation of its major elements and the key linkages 
between them. 

In Australia’s federal system of government, taxes and transfers are administered by three 
levels of government. The Australian government’s role is considerably larger than that of 
state and local governments. The types of taxes and transfers administered by each level of 
government differ, though there is considerable overlap in their roles and impacts. 

Individuals interact directly with five elements of the Australian government tax-transfer 
system: personal income tax; family assistance; superannuation; taxes on goods and services; 
and income support payments and supplementary transfers (including cash payments and 
concessions). Through the personal income tax system, via dividend imputation, individuals 
also interact with company tax. 

On the state and local government side, individuals interact with a more restricted transfer 
system and a range of indirect taxes and property taxes. They may also be indirectly affected 
by payroll tax via their employer. 

The tax-transfer system not only impacts on individuals but also on business. Business 
remits most personal income tax to the Australian Taxation Office (ATO) through pay as you 
go (PAYG) withholding. Businesses may be required to pay fringe benefits tax (FBT) and 
make superannuation guarantee payments on behalf of their employees. Businesses also 
interact with the tax-transfer system in their own right — for example, through the company 
income tax system, the payment of payroll tax, GST, excise, various taxes on land, and a 
range of other taxes levied on business inputs (Chart 2.1). Businesses operating in more than 
one state, or nationally, interact with multiple Australian, State and local government tax 
systems. 
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Chart 2.1: Schema of the tax-transfer system 
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The structure of the tax-transfer system 

2.2 The economic structure of the tax-transfer system 
The separate Australian, state and local government systems are interlinked and can be 
thought of as one tax-transfer system with multiple components. At the core of the system 
are Australians who make choices about: investing in education; engaging in paid or unpaid 
work (such as family care responsibilities and home services); how much to spend and on 
what goods and services; and how much to save and allocate to alternative investments. The 
different elements can have similar economic affects, which combine to influence 
individuals’ incentives and behaviour. 

All taxes affect choices by encouraging individuals to shift from higher to lower taxed goods 
and services or activities, and by lowering their available purchasing power. Similarly, 
transfers can influence people’s choices by increasing their available purchasing power and 
altering the relative price of particular goods or services. The Architecture paper captures this 
similarity in its reference to ‘transfers act[ing] like reverse taxes’. The Panel’s approach is to 
consider how the many elements of the tax and transfer systems combine to affect 
individuals’ decisions. 

In some cases, the income and relative price effects described above work in opposite 
directions, making it difficult to identify the net effect. For example, a higher tax on labour 
income may reduce a person’s willingness to work (as the after-tax return from work is 
reduced) but also have an opposite incentive effect through the person’s desire to make up 
the reduction in after-tax income caused by the tax increase. 

Given the strong parallels between the impacts that taxes and transfers have on individuals’ 
behaviour, it is important to apply a whole of system perspective when considering its 
implications for equity, efficiency and overall social wellbeing. 

To illustrate this point, it is useful to consider how the tax-transfer system impacts on 
individuals’ decisions about how much to work. In the absence of taxes and transfers, 
individuals make decisions to work and consume based on their preferences for leisure, 
home production, (see Box 2.1), volunteer work and income with which to purchase goods 
and services. Taxes reduce the income an individual derives from working and therefore can 
influence how much they work and how much time they spend on leisure or other private 
activities such as house repairs, housework and child care. The availability of transfers for 
people with low workforce connection might also reduce the attractiveness of being 
employed, resulting in an even lower level of workforce engagement. 

Additional income may also reduce entitlements to other payments such as Rent Assistance, 
public housing subsidies, Child Care Benefit, the Education Tax Rebate and eligibility for 
other concessions, such as concession cards and in-kind benefits. 
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Box 2.1: Home production 

Home production is the private production of goods and services within the household. 
This includes activities such as home repairs, washing, cleaning, other housework, and 
child care. It represents a sizeable part of the economy, although it is not included in 
measured GDP. The Australian Bureau of Statistics estimates that it was worth 40 per cent 
of GDP in 1997 (ABS 2001). The 2006 census found that 39 per cent of women contribute 
more than 15 hours of domestic work per week, while for men the figure is 13 per cent 
(ABS 2007a). 

Since home production is untaxed1, taxing paid employment can affect people’s workforce 
participation choices. Within a household the tax-transfer system may influence the 
allocation of and specialisation in paid and unpaid work between members. Discussions 
about the equity of different taxation arrangements need to take into account the value of 
home production when considering household welfare. 
1 Inputs to home production, such as electricity, are taxed through the GST, and homes cannot be depreciated for tax 

purposes, unlike work premises. 

 
It is the interaction of these various elements of the tax-transfer system and people’s 
awareness of them that influences behaviour. The complex interactions highlighted above 
are repeated throughout the tax-transfer system (Box 2.2 provides other examples). 
Understanding how they affect the economic decisions of individuals is challenging. 

Box 2.2 Impacts of the tax-transfer system on decisions to save and consume 

Several elements of the tax-transfer system interact simultaneously on decisions to save. In 
many cases, saving is likely to generate income that is taxed. Many forms of saving also 
affect transfer payments, through income and assets tests. Individuals are likely to 
consider the impact of savings, and the form of their savings, on tax liabilities and transfer 
entitlements as part of their savings decision. 

Decisions about consumption choices are also affected by the tax-transfer system in a 
number of ways. Different taxes are levied on different goods and services — for example, 
GST-free fresh foods and additional taxes on some goods such as alcohol and tobacco. 
Governments also provide a range of rebates, payments and concessions linked to 
particular items of consumption (such as private health insurance, education expenses, 
child care assistance, and transport and utilities) and provide a range of goods and 
services directly to individuals (such as education and health services). 

 
The concept of a total effective tax rate provides a way of assessing the net financial impact 
of the system on the economic decisions of individuals. For example, in the above scenario 
the effective tax rate would, in principle, take into account the effect of the system on the 
return to the individual from working by including all taxes and reductions in transfer 
payments. In practice, such measures are more limited. They do not usually include all 
factors. Eligibility for rebates, concessions and in-kind benefits can be closely linked to 
individual circumstances, making them difficult to represent in a generalised measure. 

Effective tax rates are often analysed on the basis of taxes levied directly or very closely on 
the individual. However, a much broader range of taxes can ultimately influence the returns 
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from working and other economic decisions of individuals. All Australian taxes are 
ultimately borne by individuals (resident or non-resident) on the earnings from the factors of 
production — labour, capital and land (including natural resources).1 Taxes are levied either 
on the income derived from these factors or on the use of that income to consume goods and 
services. Individuals pay these taxes in a range of ways, including as consumers through 
higher prices, as employees through lower wages, or as shareholders or investors through 
lower profits. Chart 2.2 provides an overview of how some of the main Australian taxes 
relate to income derived from these factors of production. 

Chart 2.2: Relationship between economic bases and taxes 
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It does not matter whether the taxes are levied on activities, entities, goods or transactions, 
all taxes are ultimately paid out of the incomes of individuals. Taxes can be shifted from one 
person to another through changes in the prices of inputs to the production process, the price 
of goods produced, or in the distribution of the returns to economic activity. The true burden 
of a tax is not its ‘legal incidence’ (the person who is required to pay the tax to the 
administering authority) but its ‘economic incidence’ (the person who ultimately bears the 
cost burden of the tax). The economic incidence of a tax is much less obvious than its legal 
incidence, but it is the economic incidence that is important when considering the efficiency 
and equity implications of the tax-transfer system. 

Similarly, it can be difficult to determine who ultimately benefits from some forms of transfer 
payment. This is particularly the case for transfers delivered through markets or tied to the 
purchase of particular goods or services, such as child care subsidies, the private health 
insurance rebate and subsidies for renters in private housing. In these cases it can be unclear 
to what extent it is the individual or the provider who gains the benefit of the transfer. The 
Age Pension may be another example. Increases in Age Pension payments reduce the need 
for individuals to draw on their own savings to finance their retirement, which can result in 
them making larger bequests. Thus, the ultimate beneficiary may be the pensioner’s 
descendents. 

                                                      

1 The division of the factors of production into these three categories reflects both a traditional and very 
simplified approach. More complex divisions may be possible. For example, the returns to entrepreneurship 
and to education may embody elements of both capital and labour, as well as components that give rise to 
multifactor productivity. However, these more complex divisions are not necessary for the purposes of this 
section. 
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A system of two parts — taxes and transfers 
Notwithstanding the integrated nature of the tax-transfer system in terms of the way it 
affects the economic behaviour of individuals, key differences exist between, and within, 
taxes and transfers in terms of their underlying structural elements. There are different 
definitions of income, assessment periods and treatments of assets. There are also different 
approaches in categorising individuals and units of assessment. Section 4 discusses the 
implications of these structural differences. 

The definition of income 

A range of approaches to defining income are applied within the tax-transfer system. This 
means different forms of income have different impacts on tax liabilities and transfer 
entitlements. 

The general principle guiding the existing income definition for taxation is that the costs of 
producing income should not be included in the tax base. For example, work-related 
expenses and the costs of investment are excluded. Certain other amounts (such as 
contributions to charities) are also excluded, as are fringe benefits (which are largely taxed in 
the hands of the employer). However, certain taxes and liabilities (such as the Medicare levy 
surcharge and the Higher Education Loan Program) are based on a broader definition of 
income, which includes some types of exempt income (such as foreign income) and fringe 
benefits. 

Income support payments (pensions and allowances) use an even broader definition of 
income. This definition includes a range of income types on a gross receipts basis. Income 
defined in this way is not reducible by losses and is only reducible by deductions in limited 
circumstances. Eligibility for certain other transfer payments is based on taxable income with 
adjustments to make it more comprehensive. These transfers include Family Tax Benefit, 
Child Care Benefit, the Child Care Tax Rebate and the Commonwealth Seniors Health Card. 

The income assessment period 

Taxes are generally assessed on annual income, though regular tax payments may be made 
throughout the year. For example, for most personal income taxpayers, employers withhold 
amounts on a regular basis through the year as part of PAYG withholding, and the 
individual’s final liability is assessed after the end of the year. 

Transfer payments have various assessment periods. The assessment and payment period 
for allowances is generally a fortnight. This is intended to make both the entitlement and the 
rate of payment responsive to changes in the individual’s circumstances. For pension 
payments, unearned income is assessed annually, even though pensions are paid fortnightly. 
While earned income is annualised for Age pensioners, it is assessed fortnightly for other 
pension payments.  

Eligibility for family assistance is assessed against annual income, although it is generally 
paid on a fortnightly or quarterly basis. Family assistance is, in effect, pre-paid during the 
year, with amounts reconciled after the end of the income year. 
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The treatment of income from assets and asset holdings 

The tax and transfer systems have very different treatments of the income earned from 
assets. The personal income tax system includes earnings from capital as part of an 
individual’s assessable income, and taxes capital gains upon disposal at half the rate applied 
to other income. 

The definition of adjusted taxable income used for family assistance (and certain taxes) 
follows this treatment. In contrast, the concept of income that underpins entitlement to 
pensions and allowances includes actual earnings on non-financial assets, such as real estate 
(excluding net losses) and a deemed rate of earnings on financial assets. 

While the personal tax system generally does not tax asset holdings, certain transfer 
payments are affected by the value of an individual’s assets, other than their home, and those 
of their spouse. Assets over a certain threshold value reduce entitlements to income support. 
Recurrent taxes based on asset values are similar in effect to an income test with a deemed 
rate of return. Neither the value of a person’s own home nor the value of the rental services 
derived from their home are assessed when determining taxes or transfers. 

Categorical structures 

The tax and transfer systems adopt different approaches to the categorisation of individuals. 

The transfer system provides different income support payments for retired people, 
unemployed people, those with dependent children, those with other caring responsibilities, 
students, and people with disability who have little or no capacity to work. People 
demonstrate their membership of these categories in various ways, such as by fulfilling an 
age requirement, having an eligible disability, or by meeting an activity test relating to work, 
study or training. 

Some commentators note that such an approach offers a way for governments to separate the 
population into groups and offer them different outcomes according to notions of who is 
most deserving or needy and how different groups are likely to respond to different 
incentive structures. However, categorical approaches create an incentive for individuals to 
try to change their category (Akerlof 1978, Moffit 2008). Family assistance is mostly provided 
to eligible families without reference to the way parents approach their role. 

The tax system is less categorical. In general, individuals face the same requirements 
regardless of their activities or status. There are two key departures from this approach. One 
is age-based taxation — the effective impact of the senior Australians tax offset is to provide 
a higher tax-free threshold for those of Age Pension age. The second is through occupation 
and sector-specific benefits, such as income exemptions for certain defence force and foreign 
income, and through special FBT provisions for not-for-profit sector employees (see 
Section 7). 

The unit for taxation and transfers 

All transfer payments are assessed and paid on a couple or family basis. Income support 
payments take into account the income of a spouse or partner, while for Youth Allowance, 
parental income is taken into account. Family assistance is also based on couple income, but 
the number and age of children determines the level of payment. There is also consideration 
of child income. However, the way in which the couple’s income is assessed varies. For 
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pensions and most family assistance payments, it is pooled for assessment purposes, while 
for allowances and Family Tax Benefit Part B, there is different treatment according to which 
partner receives the income. 

The primary taxation unit is the individual, which is used for the assessment of personal tax. 
The individual’s various sources of income are drawn together and taxed as one whole. 
Income from directly carrying on a business or through a partnership is included in the 
income of the individual. 

Some minor elements of the tax system are based on couple or family units. In some cases, 
these entail pooling of income entitlements of a couple. This applies to the Medicare levy low 
income phase-in, the Medicare levy surcharge and the Education Tax Refund (through its 
link to Family Tax Benefit Part A). Other elements are calculated with separate reference to 
the incomes of both members of a couple (without pooling), as is the case with the 
dependent spouse rebate and the senior Australians tax offset. 

Individuals may choose to conduct their affairs (business and investment) through trust 
arrangements. Trusts, especially discretionary trusts, provide opportunities to allocate 
income between different individuals. Many trusts are constructed around family relations, 
which can effectively give rise to a form of family-based taxation. A number of submissions 
express concern that people who can access this mechanism are able to minimise the tax 
payable on a given amount of income by allocating it to individuals with lower personal tax 
rates. 

Individuals may also conduct their affairs through companies. Companies are taxed as a 
distinct entity. They file their own tax returns without reference to the financial position of 
their shareholders. Imputation, whereby individual shareholders receive credits for 
underlying Australian company tax paid on distributed dividends, creates a degree of 
integration with the individual unit for tax purposes. However, this integration is 
incomplete. For example, when companies retain rather than distribute earnings, those 
earnings are taxed at the company rate, rather than at the shareholder’s tax rate. There are 
also differences in the treatment of some types of income or expense, such as capital gains 
and losses. 

‘Closely held’ private companies can offer similar opportunities to trusts in achieving 
family-based taxation. This can arise where companies are owned by family members, pay 
wages to family members or allow family members to use company assets for private 
purposes. 

Most individuals hold savings in superannuation funds. While these holdings are based on 
individual accounts, the taxation of these accounts is independent on the individual’s 
circumstances. Earnings within an individual’s superannuation account in a taxed fund are 
taxed at a flat rate of 15 per cent regardless of the income level of the individual. Some 
degree of integration occurs when funds are drawn before the age of 60 years or from 
untaxed funds after the age of 60 years. 
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Indexation 

The tax and transfer systems use a range of different approaches to maintaining the value of 
rates and thresholds over time. 

Personal income tax thresholds are not indexed. Instead, governments may counter the 
effects of inflation by taking specific decisions to provide tax cuts through a combination of 
changes to rates, changes to thresholds or adjustments to the low income tax offset. While the 
general rates and thresholds are not indexed, some components of the personal income tax 
system are indexed, either by wages or prices. For example, the dependency tax offset 
amounts are indexed by consumer price index (CPI) (provided this entails an increase); the 
superannuation co-contribution and spouse superannuation contributions offset are indexed 
by average weekly ordinary time earnings; while the senior Australians tax offset, the 
mature age worker tax offset (MAWTO) and the Medicare levy low income phase-in are not 
automatically indexed. 

Most payment rates and thresholds within the transfer system are indexed, given its goal of 
responding to income needs. Pensions are indexed to a male total average weekly earnings 
(MTAWE) benchmark, ensuring they maintain their value relative to MTAWE over time. By 
contrast, allowances are indexed by CPI, ensuring they grow at the same rate as general 
prices. This distinction is resulting in an ever-widening gap between pension and allowance 
rates. Family assistance is indexed by CPI, with additional provision for increases in 
accordance with a MTAWE benchmark for the standard rates of Family Tax Benefit Part A. 
Supplementary payments are indexed by CPI. 

In addition to influencing the value of rates and thresholds over time, inflation influences the 
value of income generated by assets. Parts of the income generated by assets reflect 
compensation for inflation that occurs during the period the asset is held. No indexation is 
applied in calculating the measured income from assets in the tax-transfer system. 

2.3 The administrative structure of the tax-transfer system 
Chart 2.3 outlines the administrative framework of the tax-transfer system from a broad 
perspective that includes policy formation, implementation and the resolution of disputes 
between administering authorities and taxpayers/transfer recipients. Section 2.10 of the 
Architecture paper contains a detailed description of the administrative arrangements 
governing Australia’s tax-transfer system. 

The transfer system is reflected in the upper half of Chart 2.3, the tax system in the lower 
half. While represented as spatially separate, there are strong links between the tax and 
transfer components at the Australian government level. These links exist through the 
income tests that apply to transfers and because some transfers are delivered through the tax 
system. At the state level, there are also interdependencies between the tax and transfer 
systems, with both mechanisms being used to deliver assistance to target groups. 
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Chart 2.3: Administrative and governance framework of the tax-transfer system 
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The state tax and transfer systems operate parallel to the Australian government systems, 
again with links between them. For example, some state transfers such as subsidies and 
concessions are linked to Australian government transfer policy through concession card 
arrangements. GST policy is coordinated through the GST Administration Sub-committee 
(GSTAS). The states also interact more broadly with the Australian Taxation Office (ATO) 
under information sharing agreements to ensure that consistent information is used across 
the Australian government and State tax systems. 

Another important aspect of the administrative system, broadly defined, is the private sector 
industry devoted to compliance with tax and transfer law. A higher proportion of 
Australians use tax agents than in most other OECD countries. Two major studies of the cost 
of complying with the main Australian Government taxes, both conducted before the 
significant reforms contained in The New Tax System and the Review of Business Taxation, 
estimated total taxpayer compliance costs between 1.4 and 2.1 per cent of GDP (Evans et 
al 1997, Pope 1994). 
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3 The revenue mix 

Overview 

The revenue mix can be considered at several levels: the balance between the underlying 
sources of government revenue; the balance between taxes faced by individuals; and the 
balance of approaches taken to raising revenue. 

The short-term balance between government revenue from the three tax bases — labour, 
capital and consumption — is sensitive to economic conditions and government policy 
decisions. There has been a marked change in the balance of taxes from labour to capital 
since 2000-01. It is unclear how this balance will be influenced over the long-term by 
pressures such as the ageing of the population. However, it is possible that there will be a 
continuation of existing pressures on capital and labour taxes as a revenue source, 
suggesting an increased reliance on consumption taxes. 

The relative taxation of the returns to work compared with the returns to saving can affect 
individuals’ choices about working, saving and consuming. These choices can have 
important implications for the efficiency and equity of the tax-transfer system. There are 
strong and conflicting views about the relative reliance on these bases. 

Alternative arrangements, such as user charges, have the potential to play an important 
role in improving efficiency through the pricing of public resources and to provide an 
alternative source of revenue to more conventional taxes. 

Consultation questions 

Q3.1 What problems, if any, are generated by the overall mix of taxes in Australia on 
business and labour income, consumption, transactions and assets, and what 
changes, if any, should be made? 

Q3.2 Does Australia’s tax system penalise (or favour) the returns to savings relative to 
other activities and should this lead to changes in the structure of taxes and 
means tests? 

Q3.3 Does Australia’s tax-transfer system appropriately deal with property and wealth, 
or should new approaches be introduced? What, if any, implications would any 
changes have for the taxation (or means testing) of capital income flowing from 
property and wealth? 

Q3.4 Assuming no increase in the rate or base of the GST, what principles should guide 
the future development of other consumption taxes in Australia, and is there a 
need to change the role and structure of such taxes? 

Q3.5 Could greater application of user charges, rather than general taxes, in the 
funding of government services or infrastructure bring social, environmental or 
economic benefits? 
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A key issue for tax design is the mix of revenue from taxes on labour income, capital income, 
consumption and accumulated wealth, taking into account interactions with the transfer 
system. Decisions about the mix of taxes need to reflect the way in which a particular 
combination will affect the choices that individuals make and their disposable incomes. This 
requires balancing the equity, efficiency, simplicity and sustainability implications inherent 
in using any particular tax base. In general, government seeks a mix that raises the required 
revenue in a sustainable manner while best meeting society’s equity objectives at least cost to 
the economy. 

The Architecture paper highlights that, as a share of total tax revenue, Australia has a 
relatively low reliance on tax revenue from labour income and consumption compared with 
other OECD countries, and a correspondingly high share of tax revenue derived from capital 
income (the highest in the OECD in 2005). It left open the question of whether Australia’s 
high reliance on capital tax revenue is an issue in terms of Australia’s ability to attract 
foreign investment and maintain economic growth. 

The Architecture paper also noted that the findings of a recent OECD study (Johansson et al 
2008) suggest that taxes on capital income are more likely to have a detrimental impact on 
growth than taxes on property, labour income or consumption. 

Australia’s relatively low reliance on taxes on labour income partly arises because Australia, 
unlike most OECD jurisdictions, does not levy social security contributions on wage and 
salary income. If the superannuation guarantee were treated as a social security contribution, 
for the purpose of this comparison, taxes on labour income in 2007-08 would have accounted 
for around 46 per cent of total tax revenue (compared to 39 per cent). The shares from capital 
and consumption would have been around 30 per cent and 24 per cent, respectively 
(compared to 34 per cent and 27 per cent). Even after making such an adjustment, Australia 
would still have a relatively high reliance on capital taxes and a relatively low reliance on 
labour taxes compared to other OECD countries. 

This section further examines Australia’s tax mix and discusses the appropriate balance of 
taxes on the returns to work and saving by Australian residents. It also discusses the taxation 
of consumption, including instances where particular types of consumption might receive a 
different tax treatment. Finally it considers the potential role for user charging and 
beneficiary taxation as a revenue source.  
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3.1 The mix of conventional taxes 

Summary of key messages from submissions 

A number of submissions argue for a reduction in taxes on income and an increase in taxes 
on consumption. Some submissions propose an increase in the rate of the GST, although 
they generally acknowledge that increasing the base or rate of the GST are outside the 
terms of reference of the review. However, some also oppose a shift toward taxes on 
consumption, or advocate reducing existing taxes on consumption, citing equity concerns. 

Many submissions, mostly from business, call for a reduction in taxes on capital, 
particularly corporate taxes. Australia’s relatively greater reliance on revenue from 
corporate taxes is seen as a key issue, with submissions highlighting concerns around 
capital mobility and international competitiveness. 

Other submissions comment on the equity implications of the concessional treatment of 
some forms of capital income, noting that these arrangements tend to favour high income 
taxpayers. 

Some submissions suggest more radical changes to the basis of tax, such as proposing a tax 
on financial transactions to fund reductions in taxes on income. 

 

The composition of tax revenue in 2007-08 
Chart 3.1 details the composition of Australia’s tax revenue collected across all levels of 
government in 2007-08. 

Taxes on labour provided an estimated 39 per cent of total tax revenue. The largest 
component, personal income tax on labour income, contributed around 31 per cent of total 
tax revenue. Payroll tax contributed 5 per cent of tax revenue, with a further 3 per cent 
arising from taxes on fringe benefits and superannuation contributions. 

Taxes on capital accounted for around 34 per cent of total tax revenue, of which around 
20 percentage points was from corporate tax (including petroleum resource rent tax, crude 
oil excise and taxes on the earnings of superannuation funds) and 9 percentage points was 
from annual taxes on real property and conveyancing and other stamp duties, in roughly 
equal proportions. Taxes on individuals’ capital income, such as interest, net rental and 
business income, capital gains and dividends, and some state government taxes on financial 
and capital transactions accounted for the remaining 5 percentage points of capital tax 
revenue. 
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Chart 3.1: Contributions to Australia’s tax mix 
All Australian governments (2007-08) 
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(a) Includes petroleum resource rent tax and crude oil excise and tax on earnings of superannuation funds. 
Source: Australian Treasury estimates. 
 
Taxes on consumption contributed around 27 per cent to total tax revenue. The largest single 
item was the GST, contributing around half of total consumption tax revenue. Excises 
contributed around 7 per cent of total tax revenue, while a range of state taxes — including 
on motor vehicles, gambling, and insurance — accounted for a further 7 per cent. 

Recent changes in Australia’s tax mix 
Over recent years Australia has been relying less on tax revenue from labour income and 
more on tax revenue from capital income. The revenue projections in the 2008-09 Mid-Year 
Economic and Fiscal Outlook (Australian Government 2008d) imply that this trend will 
stabilise over the next few years, partly reflecting the influence of developments in world 
financial markets and their likely impact on economic growth (Chart 3.2). 
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Chart 3.2: Tax revenue from labour, capital and consumption 
All Australian governments (1983-84 to 2011-12) 
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Source: Australian Treasury estimates. 
 
Chart 3.2 indicates that capital tax revenue has exceeded 30 per cent of total tax revenue on 
previous occasions. During 1988-89, the peak of the last economic cycle, the capital tax share 
was around 31 per cent and the labour tax share around 41 per cent. During the early 1990s 
recession, the capital tax share fell to around 27 per cent, with the labour tax share rising to 
around 45 per cent. This suggests a cyclical element, which is not surprising given that 
capital tax revenue is driven largely by receipts from corporate taxes, personal taxes on 
capital income, and property taxes, all of which tend to rise during periods of strong or 
sustained economic growth. 

However, the dominant feature in Chart 3.2 is the persistent upward trend in the share of 
capital tax revenue since 2001-02 and the downward trend in the shares of labour and 
consumption tax revenue. Up to that point, nominal revenue collections from the three bases 
had grown at approximately equal rates. Since 2001-02, nominal revenue from capital income 
has grown faster than revenue from labour and consumption. 

Changes in labour tax revenue 
As a share of GDP, revenue from personal taxes on labour income has declined from over 
11 per cent in the late 1990s to an estimated 9.7 per cent in 2007-08. Two key factors have 
contributed to this decline. The first is a reduction in the wages share of total factor income, 
from over 55 per cent in the late 1990s to an estimated 53.4 per cent in 2007-08, reflecting a 
bias in national income growth toward corporate profits. The second is successive personal 
income tax reductions. 

Starting in 2000, personal taxes have been reduced seven times, most recently in the 2008-09 
Budget, with further reductions scheduled to take effect from 1 July 2009 and 1 July 2010. In 
addition the low income tax offset (LITO) increased from $150 in 1998-99 to $1,200 in 2008-09 
and the senior Australians’ tax offset (SATO) was introduced. As a result, average personal 
income tax rates are currently at their lowest point since 1983-84 (Chart 3.3). 
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Chart 3.3: Change in average personal income tax rate at  
selected multiples of average weekly earnings(a)

1983-84 to 2011-12 (Index 1983-84 = 100) 
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(a) Includes low income tax offset but does not include Medicare levy or other tax offsets based on personal circumstances. 
Source: Australian Treasury estimates. 
 

Changes in capital tax revenue 
The more rapid increase in capital tax revenue since 2001-02 is due largely to strong growth 
in corporate tax revenue (from 3.7 per cent of GDP in 2001-02 to around 5.7 per cent in 
2007-08) and increased stamp duty revenue from property conveyancing. 

Corporate tax revenue 

Corporate tax revenue has increased from around 11 per cent to 20 per cent of total tax 
revenue in the past 10 years or so, accounting for the vast majority of the increase in the 
capital tax share of revenue. 

Corporate tax revenues are a product of the level of corporate economic activity, the rate of 
company tax, and the breadth of the statutory corporate tax base. Growth in corporate 
profits has been very strong in recent years, underpinned by the expansion of the Australian 
economy and the rising terms of trade. Profits as a share of total factor income have risen 
from around 23 per cent in the late 1990s to just over 27 per cent in 2007-08. 

The resources sector has been an important contributor to the recent profit growth in the 
economy, owing to increased bulk commodity prices. Profit growth has also been strong in 
the financial sector and property services sector (Chart 3.4). 
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Chart 3.4: Change in industry gross value added 
1989-90 to 2007-08 (Index 1989-90 = 100) 
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Source: ABS (2008b). 
 
To the extent that the increase in revenue reflects an expansion in corporate profits, the 
change in the tax mix toward capital should not be of particular concern. However, this does 
not imply that the present corporate tax system is appropriate in terms of maximising the 
wellbeing of Australians. Issues concerning company tax and resources are discussed in 
Sections 6 and 14. 

The statutory company tax rate has remained at 30 per cent since 1 July 2001, after being 
reduced from 36 per cent in the previous two years as part of a reform package involving the 
removal of accelerated depreciation and other base broadening measures. Since then changes 
to the statutory company tax base have been limited. Reflecting this, the effective average 
corporate tax rate has remained relatively stable (Chart 3.5) and below the statutory 
company tax rate. 
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Chart 3.5: Measures of the company tax rate in Australia (1985-86 to 2007-08) 
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(a) Economic profit is defined as corporate gross operating surplus as measured by the national accounts, less depreciation. 
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been included on the basis that realised capital gains have no direct relationship with current economic activity. 
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Source: Australian Treasury estimates. 
 

Revenue from stamp duty on property conveyances 

Revenue from stamp duties on property conveyances increased between 2001-02 and 2007-08 
from around 3.4 to 4.2 per cent of total tax revenue. These taxes have been an increasingly 
important source of revenue for the States. 

The increase in this stamp duty revenue is mainly the result of higher property prices 
feeding through to a higher value of taxable transactions. For example, in Queensland, the 
value of taxable transactions increased by over 200 per cent between 1999-00 and 2007-08, 
with an even larger increase in revenues from stamp duties on these transactions (Chart 3.6). 
Recent economic developments appear likely to dampen property conveyance revenues. For 
example, the NSW Government’s November 2008 Mini-Budget (NSW Government 2008) 
included a downward revision of more than 20 per cent to 2008-09 conveyancing duty 
revenue. 
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Chart 3.6: Taxable transactions and revenue from land transfer duty 
Queensland (1999-00 to 2006-07) 
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Changes in consumption tax revenue 
In 2007-08, taxes on consumption contributed around 27 per cent to total tax revenue. This 
has been broadly constant over the past 25 years. The slight downward trend in evidence 
over the past five years largely reflects the relatively stronger growth in capital tax revenue. 
Represented as a proportion of GDP, taxes on consumption have declined from around 
9 per cent in 2001-02 to around 8 per cent in 2007-08. 

The most notable policy change affecting the composition of consumption tax revenue in the 
past 25 years was the introduction of the GST in 2000, accompanied by the abolition of the 
wholesale sales tax and a range of state taxes. The abolition of fuel excise indexation in 2001 
was a further significant policy change, from which the cumulative revenue loss by 2007-08 
is estimated to be in the order of $14 billion. 

Longer term influences on the tax mix 
The longer term prospects for the tax mix are difficult to discern. The change in the forward 
estimates of revenue between the 2008-09 Budget (Australian Government 2008a) and the 
2008-09 Mid-Year Economic and Fiscal Outlook (Australian Government 2008d) indicate the 
sensitivity of the tax mix to economic conditions. Over the short to medium term a key 
influence on the tax mix will be movements in the terms of trade. Declining asset prices will 
reduce capital gains tax revenue for individuals, companies and superannuation funds. In 
addition, revenue from consumption taxes may grow more slowly. 

A key question is to what extent the projected changes in the Australian population might 
influence the tax mix. Implicit in the economic growth projections in the 
2007 Intergenerational report (Australian Government 2007) is an assumption that the capital 
to labour ratio in the economy will remain unchanged. Such an assumption reflects the 
profound difficulties in defining an alternative scenario. It is also difficult to project how the 
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relative contribution to revenue from taxes on capital and labour might be affected by 
demographic change. 

For example, if the relatively smaller working age population were to result in a relative 
scarcity of labour compared to capital, the effect would be to bid up real wages, implying a 
shift in relative factor shares toward labour income. If the larger proportion of the 
population moving into retirement and drawing down accumulated assets were to result in a 
relative scarcity of capital, the price of capital could increase relative to labour, implying a 
shift in relative factor incomes toward capital. These types of effects would not be confined 
to Australia. Similar demographic shifts are expected to play out in many developed 
countries over the next 40 years. 

It is unclear how this might affect the global supply and demand for capital and labour, and 
how it might affect the relative price of capital and labour in Australia. International changes 
in capital and labour may have additional implications through international tax competition 
in either market. These pressures may point to an increasing future role for consumption 
taxes, but these too are incident on individuals and can affect competitiveness accordingly. 

Consultation question 
Q3.1 What problems, if any, are generated by the overall mix of taxes in Australia on 

business and labour income, consumption, transactions and assets, and what 
changes, if any, should be made? 

3.2 Taxing the returns to work and saving  
The tax burden on the returns to work and saving of Australian residents potentially has 
important implications for economic efficiency and the perceived fairness of the tax-transfer 
system. In considering the tax burden on capital income, the focus in this section is on the 
way in which tax affects the choice between consumption and saving. The impact of the tax 
system upon the form in which saving occurs and the decision about how savings are to be 
invested is examined in Section 6 (which also argues that Australia’s total investment level is 
determined by broader factors than domestic saving). 

Choices that Australians make about working and saving affect their lifetime level of 
consumption and how that consumption is distributed through their lifetime. Tax-transfer 
arrangements, particularly the balance of taxes on earnings from work and from saving, 
affect these choices and can have important equity and efficiency implications. 
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Summary of key messages from submissions 

A number of submissions, including from welfare groups, argue for greater taxation of the 
returns to saving. Some of these submissions suggest taxing returns to saving more heavily 
than returns to work. 

A number of other submissions, including from individuals, business groups, and 
business advisory organisations, argue in favour of reduced taxation of the returns to 
saving. Some of these submissions argue that taxing savings penalises people who exhibit 
thrift. 

Submissions also identify the treatment of inflation as an issue. Some call for the exclusion 
of inflation from the taxation of interest income, while others call inflation to be excluded 
for all savings income. 

A number of submissions support consideration of a direct, recurrent tax on household net 
wealth. These submissions generally support a low rate and a broad base, including all 
assets and deducting all liabilities. Proposals often feature a threshold high enough to 
ensure that only high wealth individuals would have a tax liability. Most submissions 
proposing a wealth tax envisage it as a supplement to taxes on capital income. 

Some submissions also canvass the possibility of wealth transfer taxes, again with a 
threshold to ensure that only large estates, or inheritances or gifts are affected. In some 
cases, proposals include concessional treatment for particular classes of recipients, 
especially spouses and children. 

 

The relative taxation of the returns to work and saving 
Many transfer payments are calculated with reference to an individual’s income from work, 
savings and their holdings of assets. Section 2.2 discussed how income and asset tests have 
effects that are economically equivalent to taxes. In this section, the term ‘taxes on the returns 
to work’ refers to both traditional taxes as well as reductions in transfer payments due to 
income tests. Similarly, the term ‘taxes on the returns to saving’ refers to both traditional 
taxes and to reductions in transfer payments under income and asset tests that are due to 
income from savings and holdings of wealth. 

Equity implications 

It was noted in Section 1.2 that there is no universally agreed view as to what constitutes an 
equitable tax-transfer system. As noted above, there is a range of views in submissions as 
well as more broadly, about how the returns to saving should be taxed relative to the returns 
to work. These differences of view reflect different conceptual benchmarks and perspectives 
on horizontal and vertical equity. 

The ‘nominal income tax’ benchmark reflects a view that all income represents an addition to 
the resources at the taxpayer’s disposal. Under this view, individuals who have the same 
increment to their resources should pay the same amount of tax, irrespective of whether this 
income is compensation for work or for deferring consumption through saving. Those that 
have a greater increment to their resources should pay more tax. 
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A ‘real income tax’ benchmark reflects a view that a portion of the return to saving merely 
maintains the purchasing power of the saved income in the presence of inflation. As such, it 
does not add to the resources of the taxpayer as measured by what they are able to consume. 
Under this view it is considered appropriate to only tax the real return to saving, but to do so 
in an equivalent manner to other sources of income, such as the return to work. 

An ‘expenditure tax’ benchmark reflects a view that the portion of the return to saving that is 
compensation for the taxpayer deferring consumption (the minimum required rate of return 
of the taxpayer) does not reflect an addition to the value of lifetime consumption experienced 
by the taxpayer. Thus, under this view, it is considered appropriate to levy tax only on the 
excess of the taxpayer’s required return on deferred consumption. The Meade Report (1978) 
described this approach as one that taxes an individual based on the resources they take out 
of the economy (through consumption), rather than the resources they contribute to the 
economy. 

The Architecture paper (see Box 6.1) includes a more detailed discussion of the characteristics 
of the expenditure and income tax bases. 

An additional dimension to some people’s views about taxing the returns to saving is that 
saving, and the wealth that it can create, tends to be biased toward those who are better off 
in society. A lower rate of tax on income from wealth, or deferral of taxation until the point 
of consumption, might be seen as undermining vertical equity. Two perceptions that might 
underlie these concerns are that holders of wealth receive benefits from holding wealth, such 
as financial security, power and influence, and that deferred taxation might not be recovered 
for an extended period of time. 

Some proponents of an expenditure tax base argue that taxes on wealth transfers or on 
wealth holdings could be an important mechanism for ensuring equitable outcomes if 
taxation of saving were reduced or removed. Box 3.1 discusses taxes on wealth transfers and 
recurrent wealth taxes. 

Taxes on wealth transfers may help to promote equality of economic opportunity by taxing 
large fortunes handed down from generation to generation and by limiting the acquisition of 
wealth without personal effort. On the other hand, bequest taxes may fall disproportionately 
on families where a death is unexpected relative to those that have had time to plan the 
management of the estate, although this would depend on the design of the tax. Also, 
bequest taxes would have to be designed to provide the appropriate treatment of 
intergenerational transfer of some particular asset types, such as business assets within a 
family. 

Taxes on wealth holdings have similar properties to taxes on the income generated by asset 
holdings. Therefore a wealth tax is not entirely consistent with an expenditure tax approach, 
but could reflect a decision to tax savings at a different rate compared to the returns to work. 

Analogous issues arise in relation to the transfer system. An additional consideration is that, 
irrespective of the application of an income test, some people consider that private wealth 
(and hence savings) should be called upon before any entitlement to transfer payments. 
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Box 3.1 Wealth taxes 

Taxes on wealth transfers 

Australia is one of only three OECD countries that do not levy taxes on transfers of wealth, 
such as estate, inheritance and gift taxes. While the majority of OECD countries raise some 
revenue from such taxes, in no case are they a major source of revenue. The OECD average 
is 0.4 per cent of total tax revenue. Only Japan, France and Belgium raise more than 
1 per cent of tax revenue from such taxes. Australia has had no such taxes since the early 
1980s when all States and the Australian government abolished their death and gift duties. 

Recurrent taxes on wealth holdings 

In Australia, council rates and state land taxes are the only significant recurrent taxes on 
asset stocks. In the transfer system, assets tests and the deemed rate of return on financial 
assets are examples where tax liability (or transfer reduction) is determined with reference 
to the stock of wealth, rather than the flows from it. 

As the value of an asset generally reflects the flow of future benefits that it is expected to 
generate, recurrent wealth taxes are economically similar to taxes on capital income. There 
are several arguments for and against a greater use of wealth taxes compared to taxes on 
capital income. 

Wealth taxes may improve equity, as they effectively tax non-monetary returns to holding 
assets (for instance power, security and prestige). Taxes on capital income flows generally 
exempt these non-monetary returns. If it is easier to measure asset values rather than 
capital income flows, wealth taxes may be able to provide more neutral treatment of 
particular assets. 

However, wealth taxes may create cash flow difficulties for people who are relatively well 
off in terms of assets but live on relatively low incomes. In contrast, levying tax on income 
flows generally imposes tax liabilities in the same period that cash flows arise. 

 

Efficiency implications 

Taxes on the returns to work and taxes on the returns to saving create efficiency costs. 

Taxes on the returns to work change the relative price to an individual of market 
consumption compared to non-market consumption and production. These taxes discourage 
individuals from working as much as they otherwise might in the absence of tax and 
encourage them to devote more time to activities such as leisure and home production. 

Taxes on the returns to saving also create efficiency costs by discouraging people from 
deferring consumption and by discouraging people from working, as the tax on the returns 
to saving creates an additional wedge between the pre-tax returns to work and the amount 
of consumption that work generates. 

An efficiency argument for taxing the returns to work and saving on an equivalent basis is 
that a broad income tax base with uniform rates of tax will result in fewer distortions to 
individuals’ behaviour. Within this paradigm it has generally been acknowledged that 
applying such a treatment to the real return to saving (as opposed to the nominal return) is 
appropriate. 
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However, taxing savings results in a higher tax burden on deferred consumption relative to 
immediate consumption (see Box 3.2). This discourages saving and results in efficiency costs. 
It can be shown that under a range of assumptions the efficiency benefit from removing taxes 
on savings (which impact on choices to work and save) outweighs the additional inefficiency 
that would be created by increasing taxes on work. 

More recent literature has questioned the relative efficiency of exempting savings through an 
expenditure tax approach, suggesting a range of reasons why it may be efficient to tax the 
returns to saving under an income tax. However, that literature also tends to suggest that the 
tax rate on the returns to saving should be lower than that applied to the returns to work. 
These issues have been examined in detail in the Mirrlees Review (see Diamond and Banks 
2008, Hall 2008, Kay 2008 and Pestieau 2008). 

Table 3.1 summarises the various efficiency and equity arguments for the different tax 
treatments of the returns to saving. 

Table 3.1: Efficiency and equity arguments for different approaches to taxing saving 
Tax treatment of savings 

‘Nominal income tax base’:  
Tax all nominal returns 

‘Real income tax base’: 
Exclude inflation 

‘Expenditure tax base’:  
Exclude inflation and the returns for deferring 
consumption 

Efficiency arguments 

Efficiency arguments for taxing the returns to saving 
Uncertainty about future wage prospects can mean it is efficient to 
levy some tax on the returns to saving. 
Working decisions vary with age, which means taxes that vary with 
age can be more efficient. Taxing savings can be a proxy for 
age-based taxation. 
Saving rates may vary with earning capacity, which can make 
some taxation of saving efficient. 
Large accumulations of savings in the hands of a few individuals 
may cause detrimental concentrations of power. 
Tax system integrity is easier to safeguard for unincorporated 
businesses and closely held companies. 

Efficiency arguments for not taxing the returns to saving 
The double taxation of deferred consumption means 
that replacing taxes on savings with higher taxes on 
labour is often efficient. 
The presence of intergenerational transfers mean the 
cumulative distortion from savings taxes becomes very 
large in the long term, implying a zero rate of tax on 
savings (although the same arguments suggest a very 
high rate of tax on savings in the short term). 
Individuals are myopic and don’t save enough (although 
the pension and superannuation guarantee are 
retirement savings policies to address this, and 
government intervention on this basis risks detracting 
from wellbeing by encouraging too much saving). 
 

 Efficiency argument for not taxing inflation returns 
Taxing inflation returns reduces savings and increases the variance of real after-tax 
rates of return between projects and through time. 

Equity arguments 

All income constitutes additional 
resources and should be taxed. 
Taxes on savings are taxes on the 
wealthy. 

All real income is additional 
resources and should be 
taxed. Returns reflecting 
inflation are not increases to 
the real quantity of goods 
and services the individual 
can buy and should not be 
taxed. 
Taxes on savings are taxes 
on the wealthy. 

All increases to a person’s lifetime consumption 
possibilities, as valued today, should be taxed. Returns 
to saving do not reflect increases in lifetime 
consumption possibilities; instead they are 
compensation for consumption that has been deferred 
in the past. 
Taxes on savings are taxes that fall on people who have 
saved in the past and benefit people who consume their 
income as soon as they earn it. 
People should be taxed on what they take out of the 
economy (consumption) rather than what they 
contribute (income). 
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Box 3.2: The cumulative impact of taxes on the returns to saving 

Taxing the returns to saving, as well as the returns to work results in higher tax rates on 
consumption that is deferred through saving than it does for immediate consumption. The 
additional effective tax rate depends on how long the consumption is deferred. Chart 3.7 
shows how imposing a 30 per cent tax on the returns to both work and saving results in a 
greater tax liability (in net present value terms) the longer the taxpayer defers their 
consumption. In this example the individual faces an effective tax rate of 30 per cent on 
immediate consumption and of about 50 per cent on consumption that is deferred for 
20 years. 

Chart 3.7: Effective tax rates on consumption with a 30 per cent income tax  
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Note: Calculated for an individual taxpayer on a 30 per cent personal tax rate and a 6 per cent nominal rate of return on 
savings with no inflation. 
Source: Australian Treasury estimates. 

 

Mechanisms for taxing the returns to work and saving differently 
If considered appropriate, differential taxation of the returns to work and saving could be 
achieved in a number of ways depending in part upon the rationale for doing so. All 
potentially involve issues in identifying the capital and labour components of the return to 
unincorporated businesses and closely held companies. 

Excluding the inflation component 

There are several means by which the inflation component of the returns to saving can be 
excluded from tax. 

The most accurate method is to provide a deduction equal to the inflation that occurs during 
the saving period. In the case of assets generating capital gains, this is typically done by 
indexing the cost of the asset. Australia used this method for capital gains tax between 1985 
and 1999. However, it is difficult to apply this method to some assets. 

An alternative to providing a specific allowance for inflation is to provide a proportionate 
reduction in tax as a proxy for inflation. There are two approaches to achieving this: exempt 
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a proportion of the returns to saving; or provide a proportional reduction in the tax rate that 
applies to the returns to saving. 

These two approaches have largely equivalent effects. The main difference is that exempting 
a proportion of the return results in slightly less progressivity compared to a proportional 
rate reduction. However, the base reduction method may involve less complexity in the 
context of a progressive personal tax scale. 

Under these two approaches, real effective tax rates would continue to vary with changes in 
inflation, although the impacts would be reduced. In an environment of inflation targeting 
this may not be a major concern. More importantly, a proportional adjustment provides a 
disproportionate benefit to assets with high real returns, compared to assets with low real 
returns. 

Excluding inflation and the return for deferring consumption 

There are a range of approaches for achieving a policy objective of excluding both inflation 
and that part of the return that is compensation for deferring consumption. These 
approaches generally only tax the return to risk and unexpected variations in returns. 

One approach is to extend the first method for excluding inflation such that the 
indexation/deduction equals the risk-free return on capital (such as the government bond 
rate) rather than the current period inflation rate. Here the risk-free rate is used as a market 
proxy for the individual’s required compensation for deferring consumption. This approach 
allows for a progressive tax rate structure. This method is conceptually similar to the 
allowance for corporate equity, which is discussed in the context of investment in Section 6. 

Another approach is to use a ‘post-paid’ expenditure tax, which involves taxing the returns 
to saving at the time it is withdrawn to undertake consumption. A cash-flow tax is one 
example of such an approach. Under a cash-flow tax, all incomings from work and savings 
are taxed but there is an immediate deduction for net additions to savings. The deduction 
means that tax only applies to income in the period it is consumed. Similar to the first 
approach discussed above, a cash-flow tax effectively excludes the risk-free returns to 
saving. However, unlike the approach discussed above, a cash-flow tax does not need to 
explicitly exempt a deemed rate of return to achieve this. A cash-flow tax can be 
implemented to incorporate either a progressive rate structure or a flat rate structure. 

Another broadly equivalent approach is a consumption tax, such as the GST. A consumption 
tax (considered alone) has similar properties to a cash-flow tax. Returns to saving up to the 
risk-free rate are effectively untaxed while both labour income and any returns to saving in 
excess of the risk-free return to capital are effectively taxed. Unlike the two approaches 
discussed above, it is not possible to impose a consumption tax at progressive rates on an 
individual basis. Shifts toward consumption taxes or cash-flow taxes can effectively impose 
an additional tax on past savings. 

Yet another approach is to use a ‘pre-paid’ expenditure tax. This involves taxing income 
from work in the period when it is earned, and exempting the returns to saving from any 
further tax. This approach excludes both the inflation and risk-free returns to saving from 
tax, but also excludes any return to risk and unexpected variations in returns. 

Page 66 



The revenue mix 

Providing an arbitrary reduction in the tax applied to savings 

Another approach is to provide an arbitrary reduction in the tax applied to savings, relative 
to that applied to work. In addition to excluding a proportion of the returns to saving from 
tax or providing a proportional reduction in the tax rate on the returns to saving, an arbitrary 
reduction could be provided by rebalancing the overall tax mix toward taxes that only target 
the returns to work or consumption. Such taxes include payroll tax, which is generally 
thought to only apply to labour income (although its incidence might be different in some 
circumstances), social security contributions, as implemented in many European countries, 
or taxes on consumption. 

Taxing savings at a flat rate 

There are some efficiency and equity issues with levying progressive taxes on the returns to 
saving. Many assets generate significantly different returns from year to year. Progressive 
capital taxes mean that these variations may be taxed at different rates. This can create 
period inequity, where two savings projects that generate the same overall return are taxed 
differently due to the pattern of those returns. 

Some countries have adopted systems that impose flat taxes on savings, while retaining 
progressive taxation of work and benefit income. An example of this approach is the 
Netherlands’ dual income tax system, which taxes personal income from savings at a lower 
(flat) rate than income from work. It should be noted that even systems with flat rates of tax 
on the returns to saving are typically redistributive (though less so than under a progressive 
rate structure), as taxpayers with more income from savings contribute more to government. 

A flat rate of tax on savings would facilitate final tax withholding, which may expand 
opportunities to streamline personal tax administration. For example, banks could withhold 
tax on deposits and companies could withhold tax on dividend distributions, without the 
need for further individual-level tax calculations. 

The existing tax system in aggregate 
Given the mix of taxes in Australia, and the existing concessional tax treatment of some 
forms of saving, it is possible to characterise the aggregate tax system as providing a mixture 
of the income and expenditure tax concepts. The issue then is whether to shift this mix 
further in one direction or the other, if at all. 

Consultation questions 
Q3.2 Does Australia’s tax system penalise (or favour) the returns to savings relative to 

other activities and should this lead to changes in the structure of taxes and means 
tests? 

Q3.3 Does Australia’s tax-transfer system appropriately deal with property and wealth, 
or should new approaches be introduced? What, if any, implications would any 
changes have for the taxation (or means testing) of capital income flowing from 
property and wealth? 
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3.3 Taxing consumption 
Taxes on consumption are generally considered to impose lower economic efficiency costs 
than taxes on labour and capital income, particularly where they are applied broadly at a 
uniform rate. A recent OECD study (Johansson et al 2008) of the impact of different taxes on 
economic growth ranked taxes on consumption ahead of taxes on labour and capital, in 
terms of imposing the least detriment to economic growth. The introduction of the GST was 
underpinned in part by such considerations. 

By contrast, taxes on transactions, particularly on a narrow base, are generally thought to be 
relatively inefficient in economic terms. These taxes both discourage production and 
consumption of goods and services, but also discourage the reallocation of assets to their 
most valued use. 

The operating efficiency of taxes can often be quite different from their economic efficiency 
(resource allocation). The GST has relatively high operating costs, while many transaction 
taxes are simple and low cost to operate. 

Summary of key messages from submissions 

A number of submissions note that increasing the rate and broadening the base of the GST 
is beyond the scope of this review, but either suggest that the review be expanded or note 
that the GST’s role will need to be considered at some time. Some suggest abolition of the 
GST, while others call for the replacement of all existing taxes with an extended GST 
(technically, reducing or abolishing the GST is within the scope of the terms of reference). 

Submissions raise a range of issues with secondary taxes on consumption (such as alcohol 
and tobacco). Some submissions support these taxes on various grounds, such as health 
impacts. Others suggest these taxes are overly complex. 

Submissions present different views regarding other taxes on transactions. Some argue 
that existing taxes on transactions, such as stamp duty on property conveyance, are 
inefficient and should be reduced or abolished. Others argue in favour of more extensive 
use of taxes on transactions, for example, by replacing all other taxes with a broad-based 
financial transactions tax. 

 

The GST 
The GST is a broad-based tax on goods and services. The breadth of the GST makes it a 
relatively efficient tax, with limited distortions to consumption choices. Estimates from the 
national accounts suggest that the GST covers around three quarters of household 
consumption (see Chart 3.8). A number of household consumption items are GST-free (basic 
food, health and education) or input taxed (residential rent and financial services). 
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Chart 3.8: GST revenue relative to household consumption expenditure (2007-08) 

GST revenue
7%

Taxable consumption 
expenditure (GST 
exclusive prices)

71%

Residual untaxed 
consumption

22%

 
Note: Taxable consumption is derived from actual GST revenue, and subtracted from total household final consumption 
expenditure to give the residual untaxed amount. It does not include GST paid by businesses making supplies that are input 
taxed. 
Source: ABS (2008b), GST revenue from Australian Government (2008d). 
 

Secondary taxes on consumption 
More narrowly based taxes may also have a role to play in the revenue mix on efficiency, 
equity and simplicity grounds. 

Like most countries, Australia raises significant revenue, in addition to the GST, from 
specific commodities including fuel, alcohol and tobacco products, and motor vehicles. The 
States also impose a range of taxes on specific commodities or activities (see Section 9), 
although the Constitution does not allow them to impose excise taxes. 

Narrow-based consumption taxes can have very different distributional outcomes to a broad 
tax like the GST. 

Looking at international practice, Cnossen (2005) has identified five potential objectives for 
product-specific taxes. 

1. To raise revenue for general purposes. The consumption of some goods may be particularly 
unresponsive to price. This means that additional taxes may not significantly alter 
individual consumption choices, and therefore impose low efficiency costs. 

2. To reflect external costs. In some cases, taxes provide a price signal to the user of a good. 
For example, where the private use of a particular good is closely related to quantifiable 
social harm (for example, sulphur dioxide pollution), a specific tax may be employed to 
reflect the true social cost in the price, and therefore induce a reduction in demand. 

3. To discourage consumption. A tax may be imposed to counter perceived information 
failure, possibly in relation to harmful or addictive products. This may be driven by 
public health objectives. 
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4. To charge for government-provided services. Specific taxes may be viewed as a mechanism 
to charge for the cost of providing a good or service. 

5. Other objectives. Governments may apply specific taxes to achieve specific objectives, 
such as to make the tax system more progressive. 

To achieve many of these objectives, tax is used as an instrument to affect market prices and, 
therefore, to deliberately change the behaviour of producers and consumers. However, while 
taxing particular products can be used as a tool to regulate the market, it may be a ‘blunt 
instrument’ for meeting some policy goals. 

In many cases the ability to target taxes is constrained by the cost of gathering the 
information upon which to calculate the tax, as well as ensuring compliance with the tax law. 
This is why, historically, excises have been levied on goods that are produced at a few, easily 
controlled sources. 

Section 11 discusses specific taxes on alcohol and tobacco and luxury cars. Section 9 
discusses gambling and insurance taxes levied by the States. Section 13 discusses 
environmental taxes and Section 12 considers fuel and motor vehicle taxes. 

Transfers are also sometimes linked to consumption of particular goods and services. For 
example, rent assistance and child care subsidies can be considered in a similar way to 
differential taxation of consumption. They are typically imposed in pursuit of one or more of 
the five objectives identified above, such as encouraging (rather than discouraging) 
consumption of a particular good or service, or targeting assistance at particular groups. 
Section 4.8 discusses these issues in further detail. 

Transactions taxes 
Taxes on financial transactions and asset transfers are generally considered to be highly 
inefficient. Transaction taxes create an efficiency cost by discouraging transactions, which are 
the means by which resources are allocated to their most valued use. 

Transactions taxes are also often considered particularly inequitable. They change the prices 
of goods and services in an arbitrary way, depending on the frequency of transactions. Thus 
higher taxes are imposed on people who undertake more frequent transactions, such as 
frequently moving house in the case of stamp duty on property conveyance. 

Currency transaction taxes 

A number of submissions propose the introduction of a tax on foreign currency transactions, 
commonly known as a ‘Tobin tax’. The primary reason given in submissions for such a tax is 
to reduce exchange rate volatility, though other rationales have been raised in other contexts 
(such as funding foreign aid). 

The Panel notes that this proposal has been widely criticised and has serious shortcomings. 
Tobin taxes are also virtually impossible to implement unilaterally. Any unilateral tax would 
be expected to result in substantial avoidance through trading outside of Australia’s 
jurisdiction. 
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Consultation question 
Q3.4 Assuming no increase in the rate or base of the GST, what principles should guide 

the future development of other consumption taxes in Australia, and is there a need 
to change the role and structure of such taxes? 

3.4 User charges and beneficiary taxation 
In addition to conventional taxes, government raises revenue from a number of different 
sources, including user charges and beneficiary taxes. The relative merits of these different 
instruments and their potential use is an issue for consideration as part of this Review. 

User charging involves the government charging a fee in return for providing a good or 
service to a person or business. Examples include bus and train tickets, stamps, national park 
entrance fees, royalties from natural resource use, motor vehicle licences and the sale of 
rights to electromagnetic spectrum. User charges can improve pricing, reducing the over-use 
of such resources, while also providing governments with revenue. However, they can also 
reduce efficiency if they are set inappropriately. 

Beneficiary taxation involves the government imposing a fee on an activity for the benefit of 
the general community. In contrast to user charging, beneficiary taxation may involve little 
or no provision by government of goods or services to the taxpayer. Examples include the 
noise levy on plane arrivals at prescribed airports, where the airline owners ‘benefit’ from 
being allowed to land their planes. Another example is agricultural levies where fee-payers 
benefit indirectly from the spending of the money raised. Beneficiary taxation can improve 
equity by allocating the cost of public goods and services to the people who benefit from 
them. 

This section considers the role that might be played by these sources of revenue. The issues 
of environmental taxation and resource charges are considered in Sections 13 and 14, 
respectively. 

Summary of key messages from submissions 

A range of submissions comment on particular user charges, claiming they are set at the 
wrong rate or that the administrative costs of collecting them make them inefficient. There 
are various views about different beneficiary taxes. Some argue that these taxes can be 
both equitable and efficient. Others argue that these charges are inefficient and the 
relevant services should be funded out of general revenue. 

Some of the submissions that argue for the replacement of most existing taxes with a single 
tax — on land, financial transactions or household consumption — also argue for the 
retention of non-tax user charges for cost recovery purposes. 

Public transport advocates argue for recovery of the costs of the road system from road 
users. Some suggest that fixed or periodical charges be restructured so they vary according 
to the level of motor vehicle use. Other submissions argue that public transport should be 
free to users on the grounds that this would put public transport on an equal footing with 
private road transport, which does not pay (at least directly) for access to most roads. 
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Summary of key messages from submissions (continued) 

Some motorist groups recommend a two-part charging regime for road users: a small 
access charge to cover the costs of vehicle registration and other fixed costs; and a variable 
user charge to cover the external costs of road use such as pavement damage, air and noise 
pollution and congestion. Giving motorists the option of converting existing fixed charges 
into distance-based variable charges is also suggested. 

Some submissions argue that the Australian government imposes a number of small taxes 
in the telecommunications sector that have various cost recovery rationales but which 
impose high collection costs relative to the amount of revenue they raise. For example, the 
National Relay Service (NRS) is a telephone access service for people who are deaf or who 
have a hearing or speech impairment. The NRS is funded by the NRS levy, which in 
2007-08 was paid by 32 telecommunications carriers and raised $12 million. 

Airlines argue that the quarantine services funded through the Passenger Movement 
Charge are not directly related to the aviation industry and that the community as a whole 
is the principal beneficiary. On this basis they argue that the services should be funded out 
of general tax revenue. 

Infrastructure charges are a concern for housing developers who argue that the costs of 
infrastructure should be borne by the community as a whole, rather than by landholders 
or the buyers of dwellings in new developments. 

 

User charges 
User charging tends to improve efficiency where governments provide services that are 
inherently ‘private’ in nature. Private in this case does not mean provided by the private 
sector. Instead, it is a technical term meaning ‘rivalrous’ in consumption — that is, one 
person consuming the good or service stops another person from doing so, such as 
occupying a seat on a crowded train. 

The types of commodities that could potentially be subject to improved user charging 
include (rivalrous) natural resources (including water), electricity and transport services 
(including roads and rail), and even health and education services. 

Efficient user charging improves resource allocation by providing a price signal. When faced 
with a price that reflects the cost of the service, potential users will not consume a good or 
service if they value it less than the cost of supplying it. User charges also provide direct 
feedback on the value of services to producers. Moving toward efficient user charging, as an 
alternative to conventional taxation, can have a ‘double benefit’ in the form of improved 
efficiency from the pricing of the rivalrous commodity, as well as a reduction in the 
efficiency costs associated with conventional taxation. 

Even where user charging is practical and efficient, there may be equity or other social 
reasons for not applying it. Efficient user charging may impose high costs on particular 
groups of people or restrict access to goods and services deemed important to social 
inclusion. Rationing may be more socially acceptable in these circumstances. 
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In order to apply user charging efficiently, the government needs to determine the social 
marginal cost of the good or service. In the absence of a market, government agencies may 
find this difficult. User charges that are too high act like a tax (see Box 3.3). For example, 
some submissions suggest the Passenger Movement Charge over-charges for the cost of 
providing the services it funds. 

Beneficiary taxation 
A beneficiary tax, like a user charge, attempts to recover the cost of providing a good or 
service from those who benefit. However, where a good or service is a ‘public’ rather than a 
‘private’ good, the marginal cost of providing the good to an extra person is zero, that is, a 
person could benefit from the good or service, without imposing any additional costs on 
others. Charging for these goods or services tends to be inefficient, because it means that 
some people are excluded even though the marginal cost of providing the good or service to 
them is zero or close to zero. However, in some cases beneficiary taxes are seen as an 
equitable way to recover the cost of public goods where only a sub-set of the community 
benefits, for example for the large up-front costs of public infrastructure. 

One example of beneficiary taxation is the set of Australian Government agricultural levies. 
There are a range of levies for different products that apply at low rates. The revenue 
collected is used to fund marketing and research and development (R&D) for the respective 
agricultural sectors. Industry participants do not receive a direct benefit in exchange for the 
levy, but receive indirect benefits through the marketing and R&D conducted on behalf of 
the industry. Submissions support agricultural levies as an equitable and efficient way of 
raising funds for collective action by particular industries. 

Beneficiary taxes are often applied to goods that are related to the provision of a particular 
service. For example, fuel taxes are sometimes justified as a form of beneficiary taxation for 
the capital cost of building public roads. The rationale is that those who use public roads the 
most (indicated by their fuel use) get the greatest benefit, and should therefore compensate 
the budget for the expense of providing them. 

Opportunities for beneficiary taxation may exist in relation to pricing some road and 
transport services (Section 12), environmental goods (Section 13), and pricing of 
(non-rivalrous) natural resources (Section 14). 

The role of technology 
Improvements in technology may extend the range of activities for which it is practicable to 
apply user charging and beneficiary taxation. User charging can be applied only if the 
amount of the good or service provided to the fee payer is able to be measured. Improved 
technology can allow better measurement. For example, electronic tolling systems can 
measure exactly how far and at what times a particular vehicle travels on a road system. 
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Box 3.3: User charging and taxation 

The ABS Government Financial Statistics (GFS) defines a tax as a compulsory levy imposed 
by government, usually with no clear and direct link between the payment of the tax and the 
provision of goods and services (ABS 2005). By contrast, user charges refer to levies imposed 
to cover the costs of providing a particular good or service to an individual or business. 

Chart 3.9 illustrates the distinction between taxes and user charges for a government 
provided commodity (Q) which imposes a cost on others when consumed. 

Chart 3.9: Charging for government-provided services 
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When government provides the commodity free of charge, demand equals Qfree and the 
government must find revenue of A+B+C+D to meet the cost of providing the good. Moving 
from free provision to market pricing (Pp) would see revenues of A+B flowing to 
government, which would cover the cost of provision, and a social gain (D) in terms of 
improved resource allocation. 

If there were no social cost associated with the consumption of the commodity, but the 
government chose to charge PS, area E would be considered a tax, while A would be a user 
charge. Government fees can therefore have both tax and user charge components. 

However, where there is a social cost associated with the use of the good, the market price 
(Pp) would allow too much consumption. In this case consumers do not take sufficient 
account of the cost they impose on others. The government could therefore charge a higher 
and more efficient price (Ps), at which there is a further social gain. 
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Box 3.3: User charging and taxation (continued) 

If this revenue was used to meet the cost of providing the commodity to consumers (for 
example, if revenue E was spent regulating the application of the fee), this would be an 
efficient user charge. If, instead, government did not need to spend any resources in 
providing the commodity, area E would be considered tax revenue. 

Further, whether a government fee is a user charge or a tax does not depend on the form or 
intent of the legislation. For example, certain types of licence revenues are, at least in part, 
taxes, including taxi licences and motor vehicle registration fees. 

 

Consultation question 
Q3.5 Could greater application of user charges, rather than general taxes, in the funding 

of government services or infrastructure bring social, environmental or economic 
benefits? 
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4 Personal tax and transfers 

Overview 

The personal income tax and transfer systems have far-reaching implications for the 
wellbeing of Australians and their choices to work, save and acquire skills.  

Tax and transfer policies involve trade-offs between the adequacy of payment rates, 
incentives to work, and the complexity individuals and families face. Higher payment 
rates can lessen individuals’ incentives to work and to invest in skills. The application of 
means tests for transfers leads to a more targeted but more complex system. Most 
critically, incremental reforms generally involve a trade-off between equity objectives on 
the one hand and efficiency and simplicity on the other. 

With the ageing of the population and increasing global competitiveness, the structure and 
settings of the tax-transfer system and resulting incentives are key components in meeting 
these challenges.  

Reforms which reduce complexity and deliver adequate incentives will improve resource 
allocation, productivity and participation. However, there are significant tensions between 
such objectives, and with targeting, equity and fiscal sustainability.  

Consultation questions 

Q4.1 How might the personal tax system be changed to better achieve the goals of 
greater simplicity, transparency, equity and efficiency? 

Q4.2 What is the appropriate distribution of income tax across income levels and how 
should it differ from the current distribution? Should governments seek to 
maintain a similar distribution over time, or should they fix the value of current 
tax thresholds through indexation? 

Q4.3 Is the personal income tax base appropriately defined? Should reforms such as 
changes to the scope of deductions or other measures be considered? 

Q4.4 Should the tax treatment of transfer payments be reconsidered? Should transfer 
payments be taxed at the same rate or a lower rate than earned income? 

Q4.5 Should people in different circumstances be taxed differently (for example, by 
age, occupation, location), and what might be the implications of such 
arrangements? Are tax offsets the best way to achieve differential taxation? 

Q4.6 How can fringe benefits tax be simplified while maintaining tax integrity? Would 
it be better to adopt the general OECD practice of taxing fringe benefits in the 
hands of employees, rather than employers? 
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Consultation questions (continued) 

Q4.7 Are the current categorical distinctions for income support, including rates of 
payment and income tests, still relevant? If not, would other categories be better? 
What goals or principles should guide categorical distinctions and associated 
payment rates? 

Q4.8 What priority should be given to the different objectives associated with family 
assistance, such as poverty alleviation, recognising the social value of child 
rearing, facilitating workforce participation of parents, and early childhood 
education? Would it be better to provide less family assistance to higher income 
earners? 

Q4.9 What are the key factors that should affect rates of transfer payments? What 
should be the relative importance of duration on income support, costs of work 
and job search, costs of children, value of home production and the level of the 
federal minimum wage? 

Q4.10 Should transfer payments have a common benchmark? If so, should it be a 
proportion of a wage measure, and if so, which one? Or is there a better 
benchmark? Should there be a common indexation arrangement? 

Q4.11 Should payments for retired people remain linked to payments for people of 
working age? 

Q4.12 In a targeted system there is a trade-off between the level of income support and 
workforce incentives. Given this, what priority should be given to reducing the 
disincentives to work?  

Q4.13 What structure of income tests and taxes would best support the increasing 
diversity of work and the need to increase workforce participation, and where 
should improved incentives be targeted? 

Q4.14 Does the tax-transfer system create disincentives for individuals seeking to 
acquire new skills or upgrade existing skills? If so, what sort of tax or transfer 
changes would provide better incentives? 

Q4.15 Given the competing demands of targeting assistance to people when they need it 
and minimising unnecessary transactions, what changes could be made to 
existing tax and transfer policies? 

Q4.16 Should the different bases of assessment for tax and transfers be reconsidered 
(including the unit of assessment, income definitions, period of assessment and 
assets treatment)? 

 
The personal tax and transfer systems have, in part, evolved separately. While in the past 
individuals were more likely to be either in one system or the other, today they are more 
likely to be in both. This has not only resulted in overlapping administration, but also 
potentially adverse interactions between the two systems. The interaction of the two systems 

Page 78 



Personal tax and transfers 

determines not only the disposable income of an individual or family and its distribution, 
but also incentives to work and invest in education and training.  

This section considers the personal income tax system, including the tax base, rates, 
thresholds and indexation, and the taxation of fringe benefits. It also outlines the key 
structural features of the transfer system and examines the issue of payment adequacy. It 
examines the way the combined tax-transfer system affects incentives to work and invest in 
education and skills and implications arising from the choice of unit and mechanism for 
delivering assistance.  

4.1 Personal income tax 
Personal income tax is the single largest source of tax revenue, accounting for around 
44 per cent of total Australian Government revenue collections and around 36 per cent of 
revenue from all levels of government. Its structure and interactions with the transfer system 
are central to how government collects and seeks to redistribute revenue. 

The personal income tax system has evolved over time, with a wide range of provisions 
beyond the basic framework of marginal rates and thresholds. This section examines issues 
arising from the structure of the personal income tax system — the income tax base, personal 
tax rates and progressivity, offsets and levies, and the overall impact on different groups. 

Summary of key messages from submissions 

A number of submissions call for greater progressivity in the personal tax system (for 
example, higher marginal rates for high income earners). Others argue that high personal 
tax rates reduce incentives for skills acquisition and for high skilled workers to stay in 
Australia. 

Submissions also suggest that the top personal tax rate should align with the company tax 
rate to create incentives to attract and retain high skilled labour and reduce incentives for 
tax minimisation. 

A number of submissions note that private company and trust structures are used as a tax 
minimisation arrangement for high-income earners. 

A number of submissions suggest limiting or removing deductions, while others suggest 
capping deductions for high-income earners. Some submissions suggest allowing 
additional types of deductions. 

Several submissions raise concerns about tax offsets for complexity or equity reasons, and 
related to this, a number raise concerns that some transfer payments are taxable while 
others are not. 

On the grounds of reducing complexity, some submissions suggest removing the 
Medicare levy and incorporating it into the personal income tax rate scale. 
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Summary of key messages from submissions (continued) 

Most submissions that mention the senior Australians tax offset implicitly accept the idea 
that people aged 65 years or over should be taxed differently and propose specific changes 
that could be made to benefit this group. Other submissions that raise the issue of age 
mention the inequity of providing tax benefits to retirees and not to people of working age. 

A number of submissions call for indexation of the personal tax thresholds, either to the 
consumer price index or to an index of wages growth. 

 

The personal income tax base 
Australia’s personal income tax is applied against most receipts that have the character of 
income. The income tax system does not generally distinguish between income from capital 
and income from labour. There are a few notable exceptions from the income tax base:  

• unlike in most other countries, fringe benefits are taxed in the hands of the employer 
rather than in the hands of the employee (see Section 4.2);  

• the range of deductions that can be claimed against income for tax purposes is broad by 
international standards;  

• owner-occupied housing is a significant exemption from the tax base (see Sections 6.7 
and 10.1); and  

• income from some forms of savings, such as superannuation and capital gains, is 
treated differently to other income (see Sections 5 and 6). 

Many countries specify a limited number of non-business items that are deductible by 
individuals. Australia allows deductions for non-private and non-capital expenses incurred 
in gaining or producing assessable income. As such, Australia’s personal income tax system 
provides for a wide variety of non-business deductions. These amounted to $27 billion in 
2005-06, equivalent to around 5.5 per cent of the $483 billion in declared income. 
Submissions indicate a range of views on deductions, from further broadening to tightening 
or capping allowable deductions. 

Under Australia’s approach, individuals are able to claim a broad range of work-related and 
other expenses against their assessable income. However, this adds complexity and provides 
greater scope for personal expenses to be claimed as work-related expenses. Approaches in 
other countries tend to be more prescriptive and, in some cases, cap the deductions that can 
be claimed or allow a standard deduction in lieu of individual deductions. These approaches 
are advocated in some submissions. 

A number of submissions call for changes to the tax treatment of transfers to achieve greater 
consistency and equity between recipients of transfer payments. The tax treatment of transfer 
payments differs depending on the payment. This reflects both program-specific 
considerations and the historical development of payments. The majority of income support 
payments, including Newstart and the Age Pension, are taxable. The majority of 
supplementary payments and family payments are non-taxable. The tax treatment of some 
payments depends on the recipient’s age (for example, the Disability Support Pension), and 
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in the case of the Carer Payment, on the age of both the recipient and the person being cared 
for. 

Tax offsets are available for transfer payments that are taxable. This means no tax is payable 
by recipients of taxable transfer payments unless they earn sufficient additional private 
income to generate a tax liability that exceeds the value of the offset. For example, the 
beneficiary tax offset2 (which applies to Newstart and Youth Allowances) and the pensioner 
tax offset3 (which applies to some pensioners who receive a taxable pension payment) ensure 
that full-rate pension and allowance recipients pay no tax. 

Additional income is treated differently depending on the type of income support payment. 
The type of payment also determines the rate of withdrawal of the payment, where there is 
additional income. Where the transfer is taxable, additional income is generally taxed as the 
top slice of the individual’s income. 

Personal tax rates and progressivity 
Submissions present a mix of perspectives on the appropriate degree of progressivity within 
the tax-transfer system. These reflect concerns with equity and incentives. 

Australia has a progressive personal income tax system. The personal rate scale has four 
personal income tax rates, as well as a zero rate of tax below the tax-free threshold. In 
addition, other elements such as the low income tax offset (LITO) alter the effective rate of 
taxation. A progressive income tax could also be achieved with a tax-free threshold and a 
single rate of tax above this point. While this would be less progressive than the current 
system, it would be simpler and could potentially provide better participation incentives. 

A progressive tax system is characterised by average tax rates that rise with income, in line 
with the idea that reductions in income (caused by taxation) reduce the wellbeing of low 
income earners more than high income earners. It allows revenue to be collected with lower 
tax rates for those on lower incomes. In 2005-06, a revenue-neutral flat rate of tax would have 
required a 24 per cent tax rate. This would have resulted in almost 80 per cent of taxfilers 
paying more tax (those with a taxable income less than $55,200 in that year). 

The design features of the personal income tax system, including progressive tax rates, may 
contribute to system complexity, particularly once the interactions with transfers are taken 
into account. They can also lead to inefficiencies and inequity where taxpayers experience 
volatile incomes, or can share home production and paid work within their family. Some 
studies suggest that progressive taxation can dampen entrepreneurial activity, and some 
submissions suggest that it is a driver of international labour mobility (or that the current top 
personal tax rate has this effect). The OECD (2008a) has noted that reforms to enhance labour 
competitiveness and encourage entrepreneurialism also need to consider the desirability of 
their equity outcomes. 

                                                      

2 In the vast majority of cases, the low income tax offset (LITO) could render the beneficiary tax offset (BTO) 
superfluous. 

3 The pensioner tax offset (PTO) is larger than the BTO in that it covers not only pension income, but also 
private income up to and a little over the level where it starts reducing the pension. Pensioners of Age Pension 
age receive instead the senior Australians tax offset (SATO), which is even larger. 
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Interactions between personal tax rates and offsets 
Offsets reduce the tax burden on individuals in particular circumstances, but can add to 
complexity and affect participation incentives. They can be used to selectively reverse the tax 
levied by the personal tax rate schedule. 

The most widely available offset is the LITO. It was used by over five million individuals in 
respect of the 2006-07 income year, when it was half its present size. The Commissioner of 
Taxation takes into account half of the LITO when determining the pay as you go (PAYG) 
withholding schedules, reducing the amount of salary and wages withheld.  

The explicit tax-free threshold has remained at $6,000 since 2000-01. However, the effective 
tax-free threshold has risen with the increase in the LITO from $150 in 2002-03 to $1,200 in 
2008-09. At its current level, the LITO results in an effective tax-free threshold of $14,000. 

A larger explicit tax-free threshold could reduce or remove the need for LITO and various 
other offsets — in 1983-84 the tax-free threshold exceeded the maximum level of pensions 
and allowances. Some submissions argue that this is desirable as it would increase 
transparency, enhance progressivity and reduce complexity. 

Increasing the LITO costs less in forgone revenue than increasing the tax-free threshold. This 
is because increases to LITO do not flow to higher income taxpayers, as LITO is currently 
withdrawn over the $30,000 to $60,000 income range. However, the withdrawal of LITO 
creates higher effective personal tax rates in this range (see Chart 4.1). For more detail on 
effective tax rates, see Box 4.1 (Section 4.5). The same effect could be achieved through 
changes in the explicit thresholds and rates. This would result in less complexity and greater 
transparency. 

Chart 4.1: Marginal rates including the low income tax offset 
By taxable income (2008-09) 
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Note: Does not include Medicare levy. 
Source: Australian Treasury estimates. 
 
Delivering changes to the tax-free threshold through LITO can obscure the returns from 
work. Unlike an increased tax-free threshold, which can be fully incorporated into PAYG 
withholding schedules and directly affect a person’s regular pay, only half of LITO is 
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currently available through PAYG withholding. The other half of LITO is payable on 
assessment, which reduces the possibility of tax debts (the final amount of LITO available to 
a taxpayer depends on their annual income). A consequence of withholding greater amounts 
than necessary until assessment may be to dampen the participation incentives compared to 
what might otherwise be achieved with a higher tax-free threshold. It also has a negative 
impact on personal finances throughout the year. 

Levies 
In addition to the general rates and thresholds, tax revenue can be collected through specific 
levies. 

The Medicare levy is a structural element of the personal income tax system. For most 
people, it is levied at a rate of 1.5 per cent of a taxpayer’s income (in addition to the personal 
tax rates). It is not a hypothecated tax, as it is paid into Consolidated Revenue and represents 
only a portion of total Australian Government health spending. 

By operating separately, the Medicare levy adds complexity to the system. Some taxpayers 
do not pay the Medicare levy, such as certain Defence personnel and Disability Support 
pensioners who are permanently blind. For others, there are a series of low income 
thresholds where the levy begins to shade in, based on family rather than individual income. 
There are different thresholds for single people, people in families, pensioners below Age 
Pension age, and senior Australians tax offset (SATO) recipients. Some of these are designed 
to ensure that certain groups, such as pensioners, do not pay the levy where they do not 
have a tax liability. Also, unlike other tax, the Medicare levy generally cannot be reduced by 
offsets. Some submissions advocate removing the Medicare levy and incorporating it into the 
personal income tax rates. 

Specific levies can gain more community support than general tax increases, particularly in 
cases where the purported use of the revenue is for a cause that is supported by taxpayers. 
The downside of levies is that they: limit budget flexibility; are less able to deal with equity 
concerns than a progressive rate schedule (flat rate levies); are a relatively inefficient way of 
raising revenue; and generally add a layer of complexity to the system.  

Taxing people differently 
While people face the same personal income tax schedule, they are taxed differently through 
mechanisms such as offsets, the exemption of certain forms of income and different fringe 
benefits tax arrangements. Differences arise in terms of age, occupations, marital status and 
location. These differences can assist certain policy outcomes, such as enhancing the 
participation incentives of older workers, levying lower taxes on older people, or assisting 
particular family types. However, the policy intent must be weighed against the equity, 
transparency and complexity outcomes that result from different tax treatments. 

Age 

One outcome of the current tax arrangements is that people of different ages have different 
average tax rates for the same level of income, due primarily to the senior Australians tax 
offset (SATO). Table 4.1 illustrates this point. 
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A number of submissions propose lighter tax treatment of those aged 65 years or over. 
Allowing personal tax rates to vary with age may enhance economic efficiency if there are 
substantial differences in the labour supply elasticities of different age groups. If this were to 
be the goal, it would be necessary to differentiate between labour income and passive 
income. SATO does not do this but the mature age worker tax offset does. (Section 3 
discusses arguments for taxing labour income differently to passive income.) 

Table 4.1: Various effective tax-free thresholds (2007-08)(a)

Taxpayer type Threshold (per annum) 

Person not receiving income support $11,000 

Allowee under Age Pension age $14,511 

Pensioner under Age Pension age $22,922 

SATO recipient  $25,867 
(a) An effective tax-free threshold is the maximum level of taxable income (including government payments but excluding 

superannuation) that is allowed before incurring a tax liability. 
 

Income types 

Certain forms of taxable income can have their tax treatment altered through specific offsets. 
For example, as previously noted, offsets mean that people who receive maximum rate 
pensions or allowances from government do not pay tax on this income. As noted above, it is 
arguable that this could be achieved more simply and equitably by raising the explicit 
tax-free threshold. 

Income received as certain types of fringe benefits (for example, cars) are taxed more 
concessionally than cash income. This is discussed in Section 4.2. Salary sacrificed income 
(for example, salary sacrificed to superannuation) is also treated more concessionally than 
income from salary and wages. Several submissions note that salary sacrifice arrangements 
create an uneven playing field by allowing some people to reduce their tax liability. One 
submission notes that they are regressive as the largest benefit accrues to those on higher 
incomes. 

Some lump sum payments from employers are concessionally taxed through eligible 
termination payment offsets. 

Occupations 

Personal income tax can also vary for people in different occupations, such as defence force 
personnel and farmers. Some submissions argue this is inequitable, being based on 
government decisions about the value of particular work. Generally, submissions argue for a 
broadening of the available concessions (for example, fringe benefit concessions for 
employees of not-for-profit organisations) to include their occupation, either because they 
consider their work to be sufficiently ‘valuable’, or because, as employers, they have to 
compete for employees with industries receiving the concessions. 

In some cases, such as tax offsets for Defence personnel, the effect is simply to shift costs 
within the government budget. In other cases it represents a transfer to particular groups. 
Examples include the FBT concessions for some not-for-profit organisations (see Section 7) or 
the income smoothing provisions for primary producers. 
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Family types 

While the individual is the primary unit for the personal income tax system, there are 
elements which depend on family circumstances. For example, in the tax system there are 
dependant rebates which reduce the tax paid by certain people with low income dependants, 
such as a spouse.4 The Medicare levy has thresholds which depend on family income, while 
SATO can be shared between spouses. (See Section 4.7 for discussion on the unit of 
assessment.) 

Several submissions note concerns that income splitting across families, through the use of 
private company and trust structures, is exploited to reduce taxes and increase family 
payments. 

The tax-transfer system results in different levels of net taxation (taxes less transfer 
payments) for different family types. Outcomes vary with the number and age of children, 
and the presence of a partner and their earnings. 

While some elements of the system, such as FTB Part A, depend only on total family income, 
for other elements, such as FTB Part B, the distribution of income within the household is 
important (Chart 4.2). 

Chart 4.2: Family disposable incomes by lower income earner’s share 
Couple with two children aged 11 and 13, at selected levels of family private income 
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Note: Income support (where payable) is Newstart Allowance. 
Source: DEEWR estimates.  
 
Passive income of minors in excess of $416 per year is taxed at the highest personal tax rate 
to limit parents’ ability to claim their income as that of children who are minors. However, 
the availability of LITO allows minors to receive $2,667 in passive income for 2008-09 before 
tax is incurred. 

Locations 

The zone rebate means that people in different areas in Australia face different levels of tax. 
The current zoning arrangements were introduced in 1945 and have not been updated since 

                                                      

4 Rebates are also available for other dependants, such as child housekeepers and invalid relatives. 
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1958-59 (for example, Darwin and Cairns are included as concessional locations). 
Submissions note that fly-in-fly-out arrangements weaken the targeting of residents in some 
locations and highlight concerns over where boundaries are drawn and how qualification for 
such rebates is determined. 

In certain circumstances, the employment income of Australians working overseas is exempt 
from Australian income tax. 

Maintaining the system over time 

The coherence of the tax system involves more than point-in-time considerations. 
Interactions between elements that only change due to particular government decisions, such 
as the income tax thresholds and LITO, and elements that are indexed, such as the pensioner 
tax offset (PTO), can result in unintended consequences. As an example, the current impact 
of SATO is that both Age pensioners and self-funded retirees have the same effective tax-free 
threshold. However, the wage-driven growth in the PTO will mean that it will soon become 
more generous than SATO. Similarly, while the amount of LITO is expected to continue to 
increase over the next few years, its maximum rate phase-out point is set to remain pegged at 
$30,000. This means that its relationship with other offsets will change. At present, SATO is 
viewed as an additional offset for seniors, and begins to phase out before LITO does. 
However, by 2010-11, LITO will begin to phase out before SATO. 

Indexation 

Regular adjustment of the tax thresholds maintains the progressivity of the system by 
ensuring people only move into higher tax brackets when their real income increases. 

Automatic indexation ensures that governments cannot use implicit tax increases to collect 
revenue. Some countries index their income tax thresholds each year to price rises to achieve 
this outcome. Another option is to index thresholds to wages growth. This would ensure that 
real income increases would not attract an increased tax liability as long as they are in line 
with average changes in wages. Linking thresholds to wages would significantly limit the 
growth in tax revenue over time. Both price and wage indexations of thresholds are 
proposed in submissions. 

Australia relies on discretionary adjustments to personal tax thresholds. Implicit tax 
increases are revealed in published tax to GDP ratios, which make transparent the degree to 
which fiscal drag is returned. Australians at all income levels have lower tax liabilities now 
than they would have if the 1985-86 or 2000-01 personal income tax schedules had been 
indexed to growth in either prices or wages. 

Not locking in a particular income tax schedule provides flexibility to government to 
determine the distribution of taxation and respond to economic circumstances. For example, 
automatic indexation could result in fiscal policy working in conflict with monetary policy in 
times of high inflation. The discretionary approach allows government to not only 
accommodate growth in prices or wages, but also allows for more nuanced goals, such as 
limiting the proportion of taxpayers facing high personal tax rates, which may not occur 
under automatic indexation. 

It might be expected that indexation of the tax thresholds would enable the tax and transfer 
systems to move with greater synchronicity. However, there are currently a number of 
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different approaches to indexation within both systems. Keeping relativities constant would 
be difficult and would involve significantly greater reform than simply indexing personal tax 
rates, including consideration of the indexation arrangements for offsets, levies, and rates 
and thresholds of transfer payments. 

Consultation questions 
Q4.1 How might the personal tax system be changed to better achieve the goals of greater 

simplicity, transparency, equity and efficiency? 

Q4.2 What is the appropriate distribution of income tax across income levels and how 
should it differ from the current distribution? Should governments seek to maintain 
a similar distribution over time, or should they fix the value of current tax 
thresholds through indexation? 

Q4.3 Is the personal income tax base appropriately defined? Should reforms such as 
changes to the scope of deductions or other measures be considered? 

Q4.4 Should the tax treatment of transfer payments be reconsidered? Should transfer 
payments be taxed at the same rate or a lower rate than earned income? 

Q4.5 Should people in different circumstances be taxed differently (for example, by age, 
occupation, location), and what might be the implications of such arrangements? 
Are tax offsets the best way to achieve differential taxation? 

4.2 Fringe benefits tax 
Fringe benefits tax (FBT) is intended to ensure that remuneration is treated consistently, 
irrespective of the form in which income is received (cash or in-kind). In this way, FBT acts 
as an integrity measure, by ensuring a potentially significant loophole in the income tax law 
is not created. 

This section considers Australia’s approach to taxing and valuing fringe benefits and 
explores some implications of the existing FBT exemptions and concessions. The FBT 
arrangements for not-for-profit organisations are explored in Section 7. 
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Summary of key messages from submissions 

Submissions highlight concerns over the inequity of the current FBT system, particularly in 
relation to the application of the top personal tax rate. 

Submissions focus on the ongoing appropriateness of the FBT arrangements, particularly 
their legal incidence. A number of submissions suggest fringe benefits should be taxed in 
the hands of employees rather than employers. 

The current FBT arrangements are seen by business as complex and administratively 
burdensome. The reporting requirements are a particular concern, with a number of 
submissions arguing that the reportable benefit threshold is too low to remove the need for 
detailed record keeping on minor benefits (that is, businesses must keep comprehensive 
records simply to ascertain whether a reporting or payment obligation exists). Submissions 
suggest several options to minimise FBT compliance costs, ranging from a comprehensive 
rewrite of the current FBT legislation to the application of broad and streamlined formulas 
for compliance. 

A number of submissions, particularly from business, call for the adoption of the general 
OECD practice of taxing fringe benefits at the marginal tax rate of the employee, as 
suggested in A Tax System Redesigned (Review of Business Taxation 1999). However, 
several submissions explicitly reject this approach. 

Several submissions call for rationalisation of the existing FBT exemptions and 
concessions. 

The majority of submissions by individuals raise the environmental impact of the statutory 
formula for valuing car benefits (see Section 13.2). 

 

Australia’s approach to taxing fringe benefits 
FBT applies where non-cash benefits are provided by an employer to an employee — for 
example, through the provision of free or discounted property. It is paid by employers 
(including government employers) at the top personal income tax rate plus the 
Medicare levy (currently 46.5 per cent) irrespective of the income of the employee receiving 
the fringe benefit. Where the employer is entitled to credits for GST paid on the goods and 
services acquired to provide the benefits, these credits are taken into account in the 
calculation of the FBT liability. 

The cost of providing a fringe benefit (and thus its taxable value) may be reduced by 
employee contributions. For example, rent paid by an employee receiving a housing fringe 
benefit is deducted from the market or statutory value of the benefit, which is then used to 
calculate its taxable value. 

The value of a reportable fringe benefit is included on an employee’s payment summary on a 
‘grossed-up’ basis — that is, the value of the fringe benefit is increased to reflect the value of 
income tax (at the top personal rate) that would be paid if the fringe benefit were purchased 
out of after-tax income by the employee. 

Page 88 



Personal tax and transfers 

Several submissions suggest the application of the top personal income tax rate promotes 
vertical inequity in the FBT system by discouraging employees with lower personal tax rates 
from accepting non-cash benefits, even where this may be beneficial to them. Submissions 
also express concern that the FBT system gives rise to horizontal inequity, as fringe benefits 
are not equally accessible to all employees. 

While taxing fringe benefits in the hands of the employee might address the equity concerns 
described above, it would not necessarily result in simplification of the system. To ensure tax 
system integrity, employers would still be required to value benefits provided to employees 
for reporting purposes. It would therefore be likely to have a minimal effect on compliance 
costs. 

Treatment of fringe benefits for transfer payments 
While means-tested tax programs take into account the ‘grossed-up’ value of fringe benefits, 
transfer programs generally only include the net or ‘cash’ value (the income test to assess 
child support liability is an exception). 

While a measure from the 2006-07 Budget was due to apply the grossed-up value to family 
assistance payments from 1 July 2008, the Australian Government reversed this measure on 
20 June 2008, citing concerns over the implications for charitable sector employees. These 
employees were concerned that the grossed-up amount overstated the pre-tax value of the 
benefits provided to those on a lower personal tax rate. A small number of submissions 
express strong support for the reversal. 

The Government has asked the Panel to examine the complexity of the existing fringe benefit 
arrangements for the not-for-profit sector and make recommendations to improve equity 
and simplicity in the longer term (see Section 7). 

Valuation 
The current approach to valuation is to use ‘market value’ in some cases (for example, for the 
purpose of calculating stamp duty on motor vehicles), complemented by a large number of 
statutory valuations. Some submissions raise the complexity of the current arrangements and 
express concern over the practical difficulties in determining the value of the benefits to the 
employee. 

An alternative approach might involve the valuation of all benefits at their market value, as 
currently occurs for non-cash business benefits. Broadening the base of FBT in this way 
might involve removing the concessional treatment of some benefits (for example, cars). A 
submission also proposes the valuation of all benefits at cost. As the accounting value of 
fringe benefits is likely to be lower than their market value, valuation at cost would promote 
horizontal and vertical inequity by favouring individuals receiving fringe benefits rather 
than cash income. 
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FBT exemptions and concessions 
In 2008-09, estimated tax concessions for fringe benefits were $3.3 billion.5 In comparison, 
FBT revenue collections were $3.8 billion. 

Some submissions call for the removal of specific FBT exemptions and concessions 
(particularly in relation to cars, as discussed in Section 13.2), while others support extending 
the exemptions and concessions to other benefits, such as off-site child care. 

Fringe benefits exempt from FBT include: 

• infrequent minor benefits (currently subject to a threshold of $300); 

• recreational or child care facilities on employer premises; 

• small business employee car parking; 

• housing benefits provided to employees in remote areas; 

• certain eligible work-related items; and 

• taxi travel to or from the workplace in certain circumstances. 

In addition, FBT concessions apply, among other items, to: cars; certain types of meal 
entertainment; and holiday travel by employees posted overseas. 

The current FBT exemptions and concessions exist for several reasons, including practical 
difficulties in respect of valuation (for example, where multiple employees share the fringe 
benefit). The compliance costs of valuing certain benefits could outweigh the equity benefits 
of valuation. 

Historically, exemptions and concessions were also extended to organisations that were 
exempt from paying income tax. Several submissions suggest the ongoing justification for 
this treatment is not readily apparent, particularly given the economic incidence of FBT is 
generally considered to fall on the employee. 

These exemptions and concessions are likely to distort demand for goods and services. For 
example, as noted in A Tax System Redesigned (Review of Business Taxation 1999), the 
concessional treatment of car fringe benefits provides a strong incentive for some employees 
to take a car as part of their remuneration package and to skew their consumption toward 
motor vehicle services. 

Consultation question 
Q4.6 How can fringe benefits tax be simplified while maintaining tax integrity? Would it 

be better to adopt the general OECD practice of taxing fringe benefits in the hands 
of employees, rather than employers? 

                                                      

5 As reported in the 2007 Tax Expenditures Statement (Australian Treasury 2007). Since the publication of the 
TES, several FBT integrity measures for eligible work-related items, meal cards and jointly-held assets have 
been announced which reduce the concessionality of these items. 
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4.3 The transfer system 
The transfer system is the means by which the Australian Government redistributes around 
$70 billion of income each year. While much of this redistribution is targeted to those on low 
incomes, some transfers assist middle and higher income individuals and families. The 
transfer system has evolved over time, with a range of provisions that are complex for 
recipients. 

Summary of key messages from submissions 

A number of submissions identify problems with the categorical structure of income 
support, including its division into pensions and allowances. A key concern is that the 
difference between the two kinds of payment creates workforce disincentives, both 
because of the different rates of payment and also because of payment conditions such as 
activity testing. 

Other concerns raised about the categorical nature of income support are that the system is 
unfair for people on allowances. Some submissions argue that all income support 
recipients should be paid at the same basic rate, possibly with tailored add-ons. Others 
contend that rates should be differentiated but on a basis other than the current 
pension/allowance distinction. 

Family assistance is primarily a focus of submissions in relation to its impact on incentives 
for parents to work. Some submissions indicate a preference for a system that encourages 
families to move from one to two incomes. 

Submissions raise concerns about the level of Rent Assistance relative to the costs of 
renting, particularly given that people in different parts of the country face a wide 
diversity of rents. Concern is also raised about the sharers’ rate of Rent Assistance, which 
could be seen as penalising those who share housing. 

A number of submissions comment on the relative support available to private renters 
through Rent Assistance, and to homeowners through the generous treatment of a 
person’s home for the purpose of the assets test. Several submissions propose changes to 
the treatment of a person’s home, such as including more valuable homes in the assets test.  

Some submissions note that much of the assistance provided through supplementary 
payments and concessions advantages retired people, including relatively wealthy 
retirees, with much less benefit to people of working age. Some submissions indicate that 
cash payments give people greater control over resources, while others indicate a high 
level of support for concession cards. 

Some submissions identify the complexity of the transfer system as a problem, including 
the observation that those facing this complexity include members of society who are least 
equipped to do so. 

 
The Australian Government transfer system has several elements. Income support provides 
assistance for the basic living costs. Family assistance, Rent Assistance, other payments and 
concession cards provide additional assistance to income support recipients. Some are also 
paid to those who have other basic means of support. State transfers are primarily provided 
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through concessions and subsidies, often based on entitlement to a Commonwealth 
concession card. 

Categorical income support 
Categorical eligibility and means testing requirements are imposed on income support 
recipients — that is, pensioners and allowees. Categorical eligibility requirements are the 
conditions that entitle people to certain kinds of support. Pensions are paid to people 
meeting age requirements (for Age Pension and some service pensions), with caring 
commitments (Carer Payment and Parenting Payment Single), or with a significant disability 
(Disability Support Pension). Allowances are generally paid to people with work and study 
obligations (such as Newstart, Austudy and Youth Allowance). While categorical systems 
are the norm internationally, several submissions proposed various forms of negative 
income tax, which might not be categorically based. 

Pensions have traditionally been paid to people who were not expected to work, such as 
widows, sole parents, people with disability, certain veterans and the aged. The more 
generous pension conditions applying to such groups relate not only to rates of payment, but 
also to the amount of money a person can earn or receive without affecting their payment 
rate, the withdrawal rate for the payment, and the way in which the payment is indexed over 
time. 

By contrast, allowances have historically been paid to unemployed people, who were not 
expected to need support for an extended period, reflecting that high unemployment was 
not typical when unemployment benefits were first introduced in 1945. 

Since 1984, when allowance rates were temporarily frozen, there has been a difference in the 
rates of payment made to pensioners and allowees. The gap between the two sets of rates has 
been widening since 1997, when pension rates were benchmarked to 25 per cent of male total 
average weekly earnings (MTAWE). This gap is illustrated in Chart 4.3. 

Chart 4.3: Real rates of the single pension and allowance (1988 to 2008)(a)
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(a) Rates for all years are expressed in 2008 dollar values. 
Source: FaHCSIA estimates. 
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The higher rates for pensioners have several implications. The first is that if a person is paid 
an allowance for an extended period of time, the rate of payment may not be considered 
adequate. Some submissions suggest that this may be the case for people who spend long 
periods on Newstart because they cannot find or take up a job. It may also apply when a 
person has a disability but can still work more than 15 hours per week. These people may 
only have capacity for part-time work and so may be reliant on Newstart for many years. 
Similar conditions are created for sole parents with children aged eight years or older. 

A second implication is that people have a strong incentive to receive pensions in preference 
to allowances. A person with some level of disability or caring responsibility experiences a 
material financial advantage if that disability or caring responsibility is significant enough 
for them to meet pension requirements. Once a person is paid a pension, there is a strong 
incentive not to jeopardise their more secure and financially generous arrangements by 
taking on significant amounts of work. 

Several submissions discussed the significant drop in income support that results when a 
person moves from a pension to an allowance. For example, moving to the lower single rate 
of Newstart Allowance produces a drop of over $100 per fortnight. The drop is even higher if 
the person has private income. A sole parent working 15 hours a week (to meet their activity 
test obligations) at the minimum wage could experience a drop of over $200 per fortnight in 
their transfer income. Chart 4.4 illustrates the net impact on disposable income of moving 
from pension to allowance rates, depending on the amount of private income received. 
Significant reductions resulting from the move from pension to allowance rates are the 
experience of many sole parents when their youngest child turns eight years of age, or if they 
form a new relationship with a person on income support or in low-paid work. Significant 
reductions in disposable income can also occur for carers when their caring role ends or 
diminishes. 

Chart 4.4: Loss of disposable income experienced on switching from 
Parenting Payment Single to Newstart Allowance 

By annual private income (2008-09) 
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A common payment for people of workforce age, as called for by some submissions, is one 
approach to lessening the distinctions between payments, and would diminish the incentives 
for people to receive pensions over allowances. 

The preferred approach will depend on the income support goals for each of the categories 
or circumstances of various recipients. At this time, it is not clear to the Panel what the goals 
are, or should be. In general, all that can be said is that the assistance goals for each category 
are implicit in the payment rates. 

Family assistance 
Key ongoing forms of family assistance include Family Tax Benefit (FTB) Parts A and B, 
Child Care Benefit and the Child Care Tax Rebate. In addition, the Australian Government 
has asked the Productivity Commission to consider possible ways to introduce paid parental 
leave and to report by February 2009. 

FTB Part A is paid on a per-child basis. FTB Part B is paid to single income families on a 
per-family basis. If the primary purpose of the payments is considered to be part 
compensation for the direct and indirect costs of having children, it could be argued that 
they should not be income-tested. While this would lower effective marginal tax rates 
(EMTRs) (see Box 4.1, in Section 4.5) and possibly improve workforce incentives, it would be 
more costly. On the other hand, if the payments are directed at reducing child poverty, 
arguably they could be more tightly targeted. This could worsen workforce incentives for 
some groups and improve them for others. According to submissions, the way the system 
seeks to address disparate goals is considered by many parents to be very complex. 

Chart 4.5 illustrates the responsiveness of the tax and transfer systems to variations in 
earnings. This contrasts with overseas systems that distinguish assistance, such as family 
assistance, according to whether or not the recipient is in paid employment. A relatively 
seamless transition between no earnings, moderate and higher levels of income reflects the 
contemporary labour market, with its substantial levels of part-time and casual work. 

Chart 4.5: Effective marginal tax rates and disposable incomes(a)

By yearly private income, single earner couple with two children 
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(a) Effective marginal tax rates (EMTRs) are calculated using a $1000 income increment. Spikes in EMTRs at $140,000 and 

$150,000 reflect the imposition of the Medicare levy surcharge and the loss of FTB Part B respectively. 
Source: DEEWR estimates.  
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While FTB provides integrated assistance to families with children, it is seen by many 
parents as very complex. Eligibility for FTB is assessed on an adjusted form of taxable 
income, requiring parents to estimate their combined taxable income for a year. In other 
words, they are, in effect, pre-paid their entitlement during the year. The difficulty of 
estimating income is seen in the significant number of overpayments made since the system 
was introduced. Particular complexity can arise for parents who separate during an income 
year. Some submissions also raise the difficulty that families receiving FTB Part A experience 
when a child turns 16 years of age in determining whether their overall package of assistance 
would be more favourable if they accept the lower rate of FTB Part A or if their child claims 
Youth Allowance. 

Rent Assistance 
Rent Assistance may be paid as a supplement to a person’s income support payment or with 
FTB Part A where a family receives above the base rate. People receiving Rent Assistance can 
have very different levels of income (Table 4.2). Rent Assistance is generally paid at lower 
rates to single people who share accommodation. Submissions raise concerns about the 
equity of these arrangements. 

Table 4.2: Level of private income at which Rent Assistance cuts out 
Primary payment recipient Amount 
Newstart allowance, single $26,762 

Pension, single $47,655 

One child family receiving FTB Part A $72,854 

 
Several submissions raise the issue that the level of Rent Assistance does not reflect the 
changes over the past decade in house prices and rents, or the diversity of prices across 
different locations. Rent Assistance is indexed by the CPI; relativities are only maintained 
where rental prices increase in line with the whole basket of goods and services comprising 
the CPI. 

While Rent Assistance is paid to private renters, public renters also receive subsidies for 
housing. Home owners who are income support recipients have an assets test treatment that 
tends to favour saving through a home over other forms of savings. This is provided by way 
of an assets test threshold that assigns the low notional value of $124,500 to a person’s home, 
regardless of the actual value of the home. 

Housing issues are considered further in Section 10. 

Delivering assistance through other supplementary payments and 
concessions 
Certain costs are recognised via supplements, primarily for pensioners and for self-funded 
retirees. These include Telephone, Utilities, Pharmaceutical and Seniors’ Concession 
Allowances. The transfer system also provides concession cards, with the most generous 
being the Pensioner Concession Card. A more limited set of concessions is available to 
self-funded retirees through the Commonwealth Seniors Health Card, and to allowees and 
low-income individuals and families through the Health Care Card. 
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The system provides higher levels of support through payments and concessions to retirees 
(including self-funded retirees) than to working-age people. This disparity is a point of 
concern in a number of submissions. 

Many State government and private concessions are available to individuals with concession 
cards. This form of delivery can be less targeted than other mechanisms because concession 
cards cannot be provided on a partial basis. Some submissions propose changes to the 
eligibility rules for concession cards. 

Supplementary payments would be likely to feature in proposals for a single payment for 
people of working age, as proposed in some submissions. These might recognise costs such 
as the costs of working, including for people with disability, and the indirect costs of sole 
parenthood, particularly for those whose children are young. 

See Box 4.2 at the end of Section 4 for a further discussion of alternative means of delivering 
support. 

Consultation questions 
Q4.7 Are the current categorical distinctions for income support, including rates of 

payment and income tests, still relevant? If not, would other categories be better? 
What goals or principles should guide categorical distinctions and associated 
payment rates? 

Q4.8 What priority should be given to the different objectives associated with family 
assistance, such as poverty alleviation, recognising the social value of child rearing, 
facilitating workforce participation of parents, and early childhood education? 
Would it be better to provide less family assistance to higher income earners? 

4.4 The adequacy of support for people of working age 
The adequacy of payments and other support underpins the living standards of people in 
receipt of support, as well as influencing their incentives to work and to develop and 
improve their skills. The generosity of transfers affects both those who are out of the 
workforce and also the decisions of many people who are in work. 

Adequacy has been a focus of the Pension Review, with an emphasis on the Age Pension, 
Disability Support Pension and Carer Payment. There is no consensus as to how to measure 
adequacy. Any judgment needs to take into account the standard of adequacy being sought 
and the value of non-cash as well as cash benefits. It also needs to recognise that the same 
level of income can lead to different outcomes for different people, depending on their 
circumstances, preferences, skills and any other resources they can call upon. 
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Summary of key messages from submissions 

A number of submissions express concern about the adequacy of income support and 
transfer payments more generally. Some organisations note that payment rates are below a 
number of indicators such as the Henderson poverty line. 

Working-age allowance recipients are identified as a group for whom payment rates are 
particularly low. Another group associated with adequacy concerns is low-income people 
renting in the private housing market. Many submissions to the Pension Review argue that 
payment rates and overall support packages are not adequate. 

Several submissions propose a change to indexation or benchmarking arrangements, with 
several organisations supporting the development of a new single benchmark based on a 
range of research and data. 

The gap between pension and allowance rates, and its continuing growth, is a concern 
expressed in many submissions. Some people believe payment rates should be the same 
for pensioners and allowees, while others argue payment rates should be differentiated 
but on some basis other than the current pension/allowance distinction. 

In terms of the design and level of payment rates, submissions point to the need to ‘make 
work pay’, including through a smooth transition into work from income support. 

Some submissions compare arrangements for retired people and those of working age, 
expressing a range of views as to whether existing links should be maintained or the 
retirement income system separated. 

The need for compensation for the effects of the Carbon Pollution Reduction Scheme is 
identified as an issue in some submissions. 

 

Defining adequacy 
Government uses several mechanisms for adjusting or setting rates that affect a significant 
proportion of the population. As discussed above, both price and wage indices are used to 
adjust pension rates and the consumer price index is used to adjust allowance rates. A 
separate independent process is used for setting minimum wages. 

The adequacy of payments could be assessed by means of a range of indicators. These 
include distributional measures (such as half median household equivalised disposable 
income6), replacement rates, budget standards, the Henderson poverty line and financial 
hardship measures. These indicators are described in the Architecture paper. Each measure 
yields different results, and often markedly so. 

Choosing one or a combination of these indicators embodies a set of implicit judgments, as 
does any other method of payment rate-setting. Submissions that cite such indicators do so 
to support their views and judgments about issues such as how to balance the adequacy of 

                                                      

6 Equivalised incomes take into account different household sizes and structures by identifying the amount 
needed to provide an equivalent standard of living to that of a single person. 
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support against incentives to work, and how to balance income available to young adults 
against expectations of parental support. 

Factors affecting payment rates 
Payment rates arguably reflect a range of judgments made over time about the relative 
needs, incentives and expectations applying to particular groups of income support 
recipients. This section outlines some relevant considerations potentially underlying the 
rates of payment. 

The first consideration may be expected duration on income support. As discussed in 
Section 4.3, pensions were historically paid to people who were not expected to work again, 
while allowances were paid to unemployed people, who were not expected to need support 
for an extended period. Although most working-age people once tended to have short 
periods of income support receipt, Table 4.3 shows that a substantial proportion of 
working-age people have long periods of receipt. This may not be continuous or on the same 
payment. 

Table 4.3: Average time on working-age income support over the period July 1999 to 
July 2008 

For new recipients in 1998-99 or existing recipients at the beginning of 1998-99(a)

Recipient type Average number of years in receipt 
of income support 

Average years as a percentage of 
the whole period 

New recipient in 1998-99 3.1 34.2% 

All recipients on 1 July 1998 4.8 53.0% 
(a) Excludes time spent on the Age Pension. New recipients are individuals who had previously had at least a six week period 

without income support, or 13 weeks where a previous period of income support was greater than 46 weeks. 
Source: Australian Government administrative data. 
 
While groups that have traditionally been paid pensions continue to have long durations on 
income support (on average and not necessarily on the same payment), there has been some 
compositional shift not only in the groups themselves, but also in the labour market and in 
societal expectations about employment. For example, while in the past a sole parent was not 
expected to seek and find employment, the Welfare to Work changes introduced from 2006 
require sole parents to start looking for work once their youngest child turns six. When their 
youngest child turns eight they may lose entitlement to Parenting Payment Single and may 
shift to allowance payment rates and conditions, underlining the expectation that they are 
now regarded as being available for part-time work. 

A second consideration in setting payment rates may be the costs of work and of looking for 
a job. There is little evidence on these costs, although they could be expected to vary 
considerably according to such factors as the cost of travel and people’s need for child care. 

The direct and indirect costs of having children may be a third consideration in setting 
payment rates. Research indicates that direct costs increase as children get older. By contrast, 
the indirect costs, such as the cost of taking time out of the workforce, are likely to be highest 
when children are very young. Indirect costs are particularly relevant for sole parents, 
because they are less able to share the responsibility of child-raising which can affect their 
availability for work. Indirect costs are also important for partnered parents, particularly 
when children are very young. These costs are reflected in the part-time activity testing 
requirements for partnered parents. 

Page 98 



Personal tax and transfers 

A fourth consideration may be the value of home production, other than child rearing 
activities. The amount of time available to individuals to undertake home production can 
make a material difference to the standard of living they are able to achieve. 

A fifth factor affecting payment rates may be the level of the federal minimum wage (FMW). 
The levels of both the FMW and transfer payment packages have varied over time. Under 
current arrangements, an allowee undertaking substantial part-time work can earn 
80 per cent of the FMW and still receive income support, while a pensioner can earn 
substantially over the FMW while still retaining some residual income support. People’s 
incentive to work for low wages, whether part-time or full-time, can be influenced by income 
available to them through the transfer system. Chart 4.6 shows the stability of the 
relationship between allowance rates and the FMW over the past 20 years. 

Chart 4.6: Allowances as a percentage of the minimum wage (1988 to 2008) 
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Source: DEEWR estimates. 
 
A related consideration may be the relativity between single and partnered rates. Under 
current arrangements, a single pensioner receives 60 per cent of a couple’s entitlement, while 
a single allowee receives 55 per cent of a couple’s entitlement.7 There are a range of views on 
the appropriate relativity. 

Benchmarks of adequacy 
Submissions note that rates of pensions and allowances can be defined with regard to a 
range of benchmarks of adequacy, including by reference to general community standards as 
measured by wages or an externally determined minimum standard of living. The various 
benchmarks of adequacy reflect different judgments about the actual standard of living that 
a person reliant upon transfers should be able to achieve. In making this judgment, 
governments consider a range of factors such as incentives to work, costs of work, equity 
with low paid workers, and the capacity and willingness of taxpayers to support transfers. 

                                                      

7 If the single allowee has a child or is aged over 60 and has been on allowance for over nine months, they 
receive 60 per cent of a couple’s entitlement. 
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An issue for consideration is whether there should be a common basis of benchmarking 
across pensions, allowances and other transfer payments. Currently pensions are 
benchmarked to MTAWE, whereas allowances reflect historical judgments about adequacy, 
as indicated by movements in prices. At the same time, there is an independent process for 
establishing minimum wages. 

The relationship between transfers for retirees and working-age people 
The key financial supports for most retired people are income support payments and private 
superannuation. The Age Pension is currently available to men from age 65 years and 
women aged from 63 and a half years. Superannuation is currently preserved until age 55 
and superannuation benefits paid to a person of age 60 years or older are tax-free when paid 
from a taxed superannuation fund. 

Other entitlements also become available to older people at varying ages between 55 years 
and Age Pension age, and many people move to the Age Pension from another payment. 
The issue of age-based taxation is discussed in Section 4.1. There is no distinct age of 
retirement. In part, this reflects changes in the relationship between people of working age 
and retired people. 

With increasing life expectancy, a growing number of people are reaching Age Pension age 
and receiving payments for a longer period than has previously been the case. In response to 
this trend, and as part of a broader scaling back of the generosity of pension schemes, a 
number of countries, including the United Kingdom and the United States, are increasing 
their Age Pension age, typically to 67 or 68 years. 

There is also a greater dispersion in the wealth of Age pensioners. With the maturity of the 
superannuation guarantee (SG) system in 2037, the proportion of Age pensioners with 
significant levels of private income is expected to grow. However, there will still be some 
pensioners with little private income or assets, as they may have spent time out of the paid 
workforce or worked mostly in a pre-SG environment. 

With the proportion of working-age people projected to decline as Australia’s population 
ages, there is increased community acceptance that older Australians will increase their 
traditionally low level of workforce participation. Many older Australians have increased 
retirement income expectations, which have increased their willingness to work. Australians 
are also now living longer. Coupled with greater workplace flexibility, this now allows older 
people to be more active in the workforce. 

Consultation questions 
Q4.9 What are the key factors that should affect rates of transfer payments? What should 

be the relative importance of duration on income support, costs of work and job 
search, costs of children, value of home production and the level of the federal 
minimum wage? 

Q4.10 Should transfer payments have a common benchmark? If so, should it be a 
proportion of a wage measure, and if so, which one? Or is there a better benchmark? 
Should there be a common indexation arrangement? 
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Q4.11 Should payments for retired people remain linked to payments for people of 
working age? 

4.5 Participation incentives and the tax-transfer system 
Increased workforce participation can reduce the potential impact of an ageing population 
on future workers through higher economic growth and also have substantial social benefits 
by reducing exclusion and improving the distribution of income. 

This section examines the impact on the incentive to work arising from the interaction of 
taxes and income tests on working-age income support payments, such as Newstart, 
Disability Support Pension, Parenting Payment and family assistance. 

Summary of key messages from submissions 

Several submissions argue that our ageing population will create budgetary pressures, 
which can be met by increasing workforce participation. 

Some submissions argue that the tax-transfer system can be a disincentive to part-time 
work, such as through high effective marginal tax rates. Submissions also recognise there 
are significant trade-offs between incentives, adequacy and affordability. 

A number of submissions suggest that reductions in EMTRs could increase participation. 
They propose several ways this could be achieved, including through: reductions in 
income test taper rates for Newstart; the introduction of a single income test on cash 
transfers to reduce the overlap of income tests; the introduction of an earned income tax 
credit; and a change to income testing for FTB to reduce effective tax rates on second 
earners. 

Other submissions focus on the disincentives in the tax-transfer system for women’s 
workforce participation, such as the structure of the allowance income test, the income test 
on Family Tax Benefit, and interactions with child support. 

 

Ageing and participation 
Recently, Australia has achieved historically high labour force participation rates 
(76.2 per cent for people of working age) that are above the average of OECD countries 
(70.7 per cent) (OECD 2008a). The primary reasons for people aged 25 to 54 years being 
outside the labour force are health (disability, sickness or caring), home duties or care of 
children (Chart 4.7).  
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Chart 4.7: Labour force status of 25 to 54 year olds (2007) 
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Source: DEEWR estimates. 
 
The Productivity Commission (2007) considers further increases in participation are possible, 
particularly amongst these groups and older workers. However, they note that the full costs 
and benefits to the individual and society of reducing impediments to participation by these 
groups need to be identified. These could include child care, training, costs of work, and 
changes to income tests and taxes. 

Part-time work 

A number of submissions highlight that existing tax-transfer arrangements are not 
sufficiently supportive of people who prefer to work part-time. This is a major issue for 
policy design. 

The number of people in part-time work has increased from around 15 per cent of the 
workforce in 1978 to 28.4 per cent in 2008 (Chart 4.8). This shift reflects a significant increase 
in female participation, especially mothers, for whom part-time work may provide balance 
with caring for their children. It also reflects increased participation by people with 
disabilities. More students also work part-time than in the past. 
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Chart 4.8: Part-time workers as a percentage of all workers (1978 to 2008) 
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Source: ABS (2007e). 
 
Research shows that some groups, such as mothers, are more responsive to financial 
incentives than working-age men (see for example, Dandie and Mercante 2007). It also shows 
that the net financial return from work has more effect on the decision to work than on the 
decision to change hours of work. This is consistent with the view that taking a job involves 
large fixed costs and benefits. Fixed costs of working include the time spent commuting, 
while fixed benefits include the psychological benefit of working. 

These developments call for a careful consideration of the goals of participation policies. 
There are trade-offs between the level of benefits, the cost of the program and the financial 
incentives to participate (Box 4.1). 

Policies encouraging part-time participation through low EMTRs at the bottom of the income 
scale target those most responsive to financial disincentives, but can result in increased 
EMTRs further up the income scale. These higher EMTRs may affect more people and will 
tend to discourage them from taking on more work, possibly resulting in a ‘low income 
trap’. 

On the other hand, policies leading to high EMTRs at the bottom of the income scale can 
keep people out of work, resulting in an ‘unemployment trap’. 

The final effect on labour supply will be determined both by how many taxpayers face the 
various effective tax rates and how responsive they are to them. 
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Box 4.1. Effective tax rates 

The tax-transfer system drives a wedge between the gross pay that people earn and the 
take-home pay they actually receive. Part of this wedge is from taxes on personal income. 
Australia’s targeted transfer system, withdrawing payments as incomes rise, can also 
reduce the financial gains from extra private income. 

Effective tax rates attempt to measure all of these effects to provide a measure of the total 
wedge people experience. However, effective tax rates do not typically account for other 
changes such as increases in the costs of public housing, child support payments, Higher 
Education Loan Program (HELP) repayments, the value of lost concession cards, and the 
costs of child care necessary to facilitate work. 

There are also issues with including elements that have a delayed impact on take-home 
incomes, for example those where the effects only become apparent after filing a tax 
return. 

Effective marginal tax rates (EMTRs) measure the percentage of an additional amount of 
income that is lost through mechanisms such as tax and benefit withdrawal. Different 
sized income increments can be used for different purposes: small (one dollar) increments 
can provide a finely detailed picture of the effects of interactions in the tax-transfer system, 
while larger increases are useful for examining the effects on more realistic changes in 
income that people experience. 

One key area of interest is looking at the effective tax rate when moving from outside the 
workforce into work. In this case, the increment is a person’s entire gross pay, and the 
result is often referred to as a participation tax rate (PTR). 

High effective tax rates can act as a disincentive to taking up work, increasing hours or 
moving into a higher paid job. However, effective tax rates need to be considered in light 
of the numbers of people actually or potentially experiencing them (the distribution) and 
the responsiveness of these people to them (their labour supply elasticities). Distributional 
analysis can highlight that some measures which reduce effective tax rates for a target 
group (for example, reducing tapers) can actually raise rates for more people outside the 
target group. Financial incentives have different effects on different groups, as there are 
other factors such as social expectations which affect labour supply decisions. 

There are some constraints on the ability to reduce effective tax rates. For example, a single 
person with no private income can receive $11,680 of Newstart Allowance, while the same 
single person earning $100,000 will pay $27,500 in tax. Thus the tax-transfer system must 
collect $39,180 (claw back the Newstart Allowance and raise the tax) over the intervening 
income range. This would imply an average effective tax rate of almost 40 per cent, and for 
any income ranges where the effective tax rate is below this average there would need to 
be income ranges where it is above this average. To reduce effective tax rates for the entire 
income range in the above example would either require the Newstart Allowance to be 
reduced or tax reduced. Without changing payment levels or revenue requirements, the 
disincentive effects can only be minimised by targeting effective tax rates over the income 
range in accordance with the responsiveness of people in the income range — that is, 
lower effective tax rates for those groups who are more responsive and vice versa. 
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In recent decades, the progressive easing of income tests for income support payments has 
allowed recipients to work part-time and still receive some payment. This has encouraged 
more people to work part-time. 

The loosening of the income tests on both family payments and income support means that 
couples, particularly those with children, can receive substantial cash support even while 
working full-time (Chart 4.9). 

Chart 4.9: Proportion of disposable income from cash transfers 
Single income couple with two children under age five, not renting (1970 to 2008) 
Earning the minimum wage Earning average weekly earnings 
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Source: DEEWR estimates. 
 
The changes to benefit withdrawal have been partly motivated by the increase in available 
part-time work and recognition that part-time work helps balance work and family 
responsibilities. The OECD notes that participation policies can adversely affect women’s 
choices between paid work and having children (OECD 2002). These choices also have 
implications for economic security and retirement incomes. 

Another consideration has been the effect of part-time and intermittent work in maintaining 
work skills. There is evidence that part-time work can act as a ‘stepping stone’ to fuller 
engagement in the labour market. However, further research is needed on the extent to 
which encouraging part-time work through tax-transfer design acts as a low pay or part-time 
work trap. 

The United Kingdom (UK) has a different approach to these issues in its tax-transfer system. 
It uses in-work benefits to supplement its unemployment and other direct welfare payments. 
To receive income support in the UK — equivalent to Australia’s Newstart Allowance — a 
person must, among other things, have ‘usual working hours’ of less than 16 hours a week. 
This is in contrast to Australia, where it is sometimes possible to receive Newstart while 
working full-time. 

However, the UK also has several in-work cash benefits, of which the largest and most 
significant is working family tax credit (WFTC). WFTC plays a role similar to FTB in 
Australia in supporting the incomes of families with children. It also serves a similar purpose 
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to the earned income tax credit (EITC) in the United States (US) in that it is specifically 
attached to work. To get the WFTC a person or couple must have ‘usual working hours’ of 
16 hours a week or more, so it is not possible to simultaneously get income support and the 
tax credit. Unlike the US tax credit, it is common for the WFTC to be paid fortnightly in cash. 

High effective marginal tax rates and workforce participation 
There have been policy changes in the past decade which have reduced EMTRs for different 
people at different parts of the income distribution. For example: marginal rates in the tax 
system have fallen; the income test taper for pensions has been reduced from 50 per cent to 
40 per cent (2000); one of the tapers in the Newstart income test has been reduced from 
70 to 60 per cent (2006); and the first taper on FTB Part A was reduced from 30 to 20 per cent 
(2004). These and other changes over the past decade have reduced the number of working 
age Australians facing EMTRs above 80 per cent. However, there has been an increase in the 
proportion of people facing EMTRs above 50 per cent (AMP.NATSEM 2006). Almost two 
thirds of these are members of couples with dependent children, reflecting the widening 
eligibility for family assistance over the period. This widening eligibility for family assistance 
has focused attention on second earner incentives. 

Generally, issues with the incentives for second earners arise from the use of a joint 
assessment of income for items like FTB Part A and the Medicare levy low income 
thresholds. Joint assessment means that income test thresholds may be fully utilised by the 
first earner, thereby increasing the EMTR for the second earner relative to if they were single. 
Second earner EMTRs may also be increased through the withdrawal of entitlements that 
have a separate second earner income test, such as FTB Part B or the dependent spouse tax 
offset. The separate test can operate in tandem with other withdrawals or liabilities. A 
consequence of these features of the tax-transfer system is that for couples there are some 
combinations of first and second earner incomes where the second earner faces a higher 
EMTR than the first earner. 

Participation tax rates (PTRs) give a better indication of the financial disincentives for those 
moving into work than EMTRs. Chart 4.10 shows the estimated distribution of PTRs for 
non-workers in families with dependent children. The largest group, women with a working 
partner, tend to face PTRs below 50 per cent. Relatively few sole parents face PTRs over 
50 per cent. Males in jobless households tend to face higher PTRs, but there are fewer of 
them. 
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Chart 4.10: Estimated distribution of participation tax rates 
For non-workers with dependent children (2008-09) 
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There are trade-offs involved in such a distribution and the benefits of reform options need 
to be carefully considered. For example, research suggests working-age men are less 
responsive to financial disincentives than mothers — that is, prime-aged men have a 
relatively inelastic labour supply. 

A number of submissions note that the benefits of easing social security income tests are not 
clear cut. This is because it is necessary to balance the impacts on the labour supply of 
individuals with lower incomes (for example, part-time versus full-time work) with the 
decisions of individuals with higher incomes, who might reduce their work effort. 

Submissions recognise that a gain for one group is often at the expense of others and 
therefore the overall costs and benefits of policy changes must be carefully considered. 
Poorly designed changes to income tests could reduce overall work and output, while 
leading to higher average tax rates. 

As discussed in Section 4.3, submissions note that the different payment rates, activity 
requirements, and income tests associated with pensions and allowances can affect 
participation incentives. For example, there could be an incentive to obtain and maintain 
eligibility for Disability Support Pension rather than Newstart, given the differences in rates 
of payment and income tests (Chart 4.11). 
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Chart 4.11: Newstart (NSA) and Disability Support Pension (DSP) compared(a)

EMTRs by yearly private income(b) Disposable incomes by yearly private income 
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(a) For single people.  
(b) The spike in the Disability Support Pension effective marginal tax rate (EMTR) at around $40,000 reflects the loss of Utilities 

and Pharmaceutical Allowances. 
Source: DEEWR estimates. 
 
The UK is considering similar issues in its working-age income support, with a view to 
implementing policies that assist people to prepare for and return to work, rather than 
provide incentives to stay on benefits (Department for Work and Pensions 2008). Options 
include a reduction in both the number of payment types and the differences between them. 

Consultation questions 

Q4.12 In a targeted system there is a trade-off between the level of income support and 
workforce incentives. Given this, what priority should be given to reducing the 
disincentives to work?  

Q4.13 What structure of income tests and taxes would best support the increasing 
diversity of work and the need to increase workforce participation, and where 
should improved incentives be targeted? 
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4.6 The tax-transfer system and skills acquisition  
As well as affecting workforce participation incentives, the tax-transfer system can also affect 
decisions to undertake education and training. 

Summary of key messages from submissions 

Submissions note the importance of encouraging appropriate investment in education and 
training to respond to Australia’s demographic and economic challenges. 

Some submissions argue there is a need to ensure there are incentives for people to invest 
in education and training to lift productivity. A number of submissions also argue that the 
current tax-transfer system has adverse impacts on lower income students and affects the 
type of degrees they undertake. 

Other submissions also note the need for a comprehensive examination of the implications 
of different tax reform proposals for skill formation. 

Submissions note that deductibility of education expenses is only available to individuals 
undertaking study related to their current job, rather than to those seeking to acquire new 
and different skills. 

Some submissions argue that people’s lives are now more diverse and complex and that 
access to tax-favoured savings accounts for education and skills could help people to 
manage their changing needs. There are differing views on the respective roles of tax and 
transfers in supporting investment in education. Some prefer tax-based policies while 
others prefer direct government grants. 

 

The amount of investment in skills 
Australia has a system of compulsory schooling which, in most states, currently extends to 
age 16 years. After this age, individuals make choices about whether to pursue further 
education or enter the workforce. Factors influencing these choices include: the formal costs 
of education courses; income forgone while studying; the benefits of higher wages; and any 
other non-monetary benefits of education. Individuals are likely to compare these trade-offs 
with other options, such as working and/or investing money in financial or physical assets 
rather than human capital. 

There has been little analysis in Australia of the impact of the tax-transfer system on 
incentives to invest in human capital. The Panel is commissioning a background paper to 
further examine how effective tax rates affect human capital investment decisions. 
Identifying how these tax rates compare with the tax on other investments is required to 
determine whether the tax-transfer system encourages individuals to over-invest or 
under-invest in human capital.  

Table 4.4 outlines the tax-transfer treatment of the various private benefits and costs of 
education.  
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Table 4.4: Tax and transfer treatment of the private benefits and costs of education 
Benefits Tax-transfer treatment 

Monetary benefits to the individual, such as higher wages 
and ability to respond to involuntary unemployment 

Taxed at progressive rates 

Non-monetary benefits to the individual, such as improved 
leisure opportunities and more satisfying jobs 

Exempt from tax 

Costs Tax-transfer treatment 

Costs of tuition No deduction is provided for costs of tuition, except where the 
tuition is related to the individual’s current earning activities. 

Costs of tuition are generally subsidised. Subsidies vary, and 
the value to the individual may be higher or lower than 
immediate (or amortised) tax deductibility. 

Costs of time spent in tuition (forgone earnings and/or 
leisure) 

Costs related to forgone earnings are effectively immediately 
tax deductible (see Box 4.2). 

No deduction is provided for costs related to forgone leisure. 

Costs of course materials and other ancillary expenses No deduction is provided for the cost of course materials, 
except where the course is related to the individual’s current 
earning activities. 

 
The overall effective tax rate depends on the proportion of costs covered by tax deductions 
and subsidies, compared to the proportion of benefits that are taxed. If the deductions and 
subsidies are provided at the same rate as the tax applied to the benefits, the effective tax rate 
may be zero (this is similar to the cash-flow treatment discussed in Section 6.2). This 
treatment would be broadly similar to the current treatment of investment in an individual’s 
own home and more generous than the current treatment of some other investments in real 
estate and most financial assets. 

In practice, the deductions and subsidies are likely to be at different rates to the tax applied 
to benefits. This can arise due to the different effective tax rates created by the tax-transfer 
system, different rates of subsidy for different courses and the exemption of the 
non-monetary benefits from tax. If the deductions and subsidies are at a lower rate than the 
tax applied to benefits, the overall effective tax rate is likely to be positive, and vice versa if 
the deductions and subsidies are higher. 

Table 4.4 only covers private costs and benefits, and does not include potential social and 
economic spill-over effects. Other considerations that may justify concessional treatment of 
education relative to alternative investments include: agency and equity problems (not all 
parents are in a position to maximise their children’s future incomes); spill-over effects (high 
productivity people may raise others’ productivity); capital market imperfections (it can be 
difficult to borrow against future earnings); and non-monetary benefits of education (such as 
a more tolerant and cohesive society). 
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Box 4.2 The tax treatment of forgone earnings in education 

The tax treatment of investments made by forgoing earnings is equivalent to providing an 
immediate deduction for investment in a physical asset. 

Consider the example of a taxpayer investing in a physical asset from which they expect to 
generate returns in the future. If a taxpayer with a 30 per cent tax rate invests $20,000 in an 
immediately deductible physical asset, the deduction reduces their taxable income by 
$20,000, which reduces their net tax liability by $6,000. Thus, the net impact on their 
disposable income of making the $20,000 investment is $14,000. 

Suppose that instead of investing $20,000 in a physical asset, the taxpayer reduces their 
working hours to study part-time. Assume they make an equivalent investment in their 
human capital. That is, their time off work reduces their pre-tax income by $20,000. The 
reduction in their pre-tax income is the opportunity cost, in terms of lost income, of them 
studying rather than working. Their taxable income falls by $20,000 and their net tax 
liability falls by $6,000. Assuming their investment in human capital is valued at $20,000, 
the net impact on their disposable income of that investment is $14,000. 

The size of the effective deduction depends on both the reduction in the individual’s tax 
liability and any additional transfer payments they are entitled to receive. For example, 
someone on a low income who does not earn enough to generate a tax liability will not 
reduce their tax by working fewer hours. However, they may be eligible for additional 
transfer payments, such as Youth Allowance. 

 

Lifelong learning 

The OECD recommends that governments adopt a whole of lifecycle approach to learning, 
from early childhood through adulthood (OECD 1996). 

There is a considerable body of labour economics literature examining the relationship 
between formal education and labour market outcomes. While this literature has found a 
strong relationship between formal education and outcomes, the evidence is much less clear 
on whether participation of adults in training beyond the initial education experience 
improves their outcomes sufficiently to justify the costs. The literature is even less clear in 
respect of lower-skilled workers. 

One finding from labour market research is that skills and the likelihood of gaining 
employment decline if people are out of work for long periods. The high proportion of 
people aged 55 to 64 years who are outside the workforce, some of whom may be 
involuntarily retired, suggests that there may be large potential benefits from establishing an 
appropriate balance between the individual, the employer and government in adult 
education and training. 

Some countries allow individuals to draw temporarily on retirement savings accounts to 
fund training. This gives individuals a greater incentive and responsibility in determining 
the type of training that is of greater value to them. 
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Consultation question 
Q4.14 Does the tax-transfer system create disincentives for individuals seeking to acquire 

new skills or upgrade existing skills? If so, what sort of tax or transfer changes 
would provide better incentives? 

4.7 Combined impacts of the tax and transfer systems 
The tax and transfer systems have in part evolved separately. As a result of this and an active 
decision to target policies in the two systems in fundamentally different ways, they have 
remained relatively separate in their operation. While the systems are separate the 
interaction of both taxes and transfers determines an individual’s or family’s final income. 

Summary of key messages from submissions 

Many submissions raise concerns about the complexity of the interactions between the tax 
and transfer systems. Several submissions also support increased harmonisation of the tax 
and transfer systems, or even integration. A number of submissions propose alternative 
models, such as a negative income tax, as a potentially simpler approach.  

Of those submissions that raise churn as an issue, some view it negatively on the grounds 
that it is inefficient, citing administrative duplication and compliance costs. Others view it 
more positively, valuing the ability of the tax and transfer systems to pursue their separate 
goals of revenue raising, poverty alleviation and supporting socially valued activities such 
as child rearing. 

Some submissions, particularly from individuals, argue that family unit taxation would be 
fairer than the individual basis of the existing system. These arguments are based on a 
view of couples or families as the primary economic unit. Other submissions argue that 
individual taxation is fairer and has more efficient outcomes in terms of incentives to 
work, particularly for mothers. 

 
Many people deal with both systems at any given time as well as over their lifetime. 
Chart 4.12 shows that, viewed over an individual’s lifetime, there are periods when people 
are typically net recipients and other periods when they tend to be net payers. The targeted 
tax and transfer systems smooth income between periods of higher need, such as when a 
person has young children or in old age, and times of higher capacity, such as during the 
period before children or during the prime working years. 
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Chart 4.12: Incidence of taxes and government assistance(a)

Selected lifecycle groups (2003-04) 
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(a) Figures are equivalised to take into account different household sizes and structures by identifying the amount needed to 

provide an equivalent standard of living to that of a single person. 
(b) Reference person aged less than 35 years. 
(c) Reference person aged 65 years or over. 
(d) Final income includes government-provided health and education services. 
Source: ABS (2007b). 
 

Churn 
Churn refers to situations where an individual or family pays tax and also receives transfer 
payments. It generally refers to events occurring within a short time period, such as a 
fortnight or a year, although it can also be viewed in terms of a person’s lifetime. 

Individuals and families experience churn in a range of ways. A typical situation is when a 
person is eligible to receive fortnightly support through the transfer system, but is assessable 
for tax over the course of the year. This includes situations where people are unemployed for 
part of a year, or work part-time and receive some income support in a form that responds to 
changes in their earnings or other circumstances. Another key area where churn occurs is 
when parents receive family payments and are also working and paying tax. With the level 
of family payments being high by historical standards and available to relatively 
high-income families, many families with children are subject to churn. 

Targeting is one key cause of churn. The redistributive system directs income in ways that 
focus on timeliness and assessment periods, the needs of families as opposed to those of 
individuals, and the kind of income and assets available to the individual or family. 

Another perspective on the cause of churn is a lack of information. In principle, if 
government had perfect information about the circumstances of people it could always pay 
or receive net amounts, effectively eliminating churn. 

Australia’s system has been judged as having the lowest level of churn of a group of OECD 
countries, as illustrated in Chart 4.13. It is among the most progressive, targeted and 
redistributive of the OECD. Nevertheless, there may be scope for more efficiency in the 
design of the tax and transfer systems. 
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Chart 4.13: Churn in OECD countries(a)

As a percentage of disposable income and direct taxes (around 2000)(b)
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(a) Churn is calculated by comparing the annual level of transfers received by each decile with the level of direct taxes paid by 

each decile. Where transfers exceed taxes, churn is the level of taxes and where taxes exceed transfers, churn is the level 
of transfers. The level of churn is the average of these amounts across all decile groups, weighted by the decile shares of 
disposable income. Some OECD countries have been omitted where taxation data are not available. 

(b) The data are from around 2000, varying slightly by country. 
Source: Whiteford (2007). 
 
Churn could be reduced through greater integration of the tax and transfer systems. This 
would entail greater alignment of the two systems across the key structural elements — the 
unit and period of assessment, the treatment of income and assets, and the categorical 
aspects of the two systems (discussed in Section 2.2). There are a number of ways in which 
this could be done. For example, a single delivery system could provide all entitlements and 
determine all liabilities on a single unit and period of assessment with a single income 
definition. Several variants of this most extensive version of integration, known as a negative 
income tax, are called for in a few submissions. 

A more moderate form of integration could entail a unified policy basis and delivery of 
entitlements and liabilities for target groups, such as retired people. It could also entail 
delivery of family assistance entirely through the tax system or, alternatively, through the 
transfer system with a closer mirroring of the income and assets tests and assessment periods 
applying to income support. 

An alternative approach to reducing churn would be to seek greater separation of the tax 
and transfer systems. There are a number of ways in which this might be done. One 
approach would be to align policy settings so that people only deal with one or other system 
in a given period. Another approach would be to redesign elements such as family assistance 
and means-tested tax offsets, which currently incorporate elements associated with both the 
tax and transfer systems. 

Questions about churn ultimately go to how precisely the system is designed to target its 
incentives, and how it trades off precision of targeting with simplicity or other goals. 
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Consultation question 
Q4.15 Given the competing demands of targeting assistance to people when they need it 

and minimising unnecessary transactions, what changes could be made to existing 
tax and transfer policies? 

The unit of assessment 
As noted in Section 2.2, the personal income tax system is primarily based on individual 
assessment. Earnings in the form of salary and wages are clearly taxed on an individual 
basis. Unearned income from sources such as investment may, however, relate to an 
individual or to a couple or family. Individual assessment also applies to some offsets and 
other policy settings, including the LITO, mature age worker tax offset (MAWTO) and 
government co-contribution for superannuation. However, certain other offsets have couple 
or family aspects to them, such as the SATO, the dependency offsets and spouse 
superannuation offsets. By contrast, all elements of the Australian Government’s transfer 
payment system use a couple or family based income test. 

A number of submissions raise issues relating to the unit of taxation. Some support some 
form of family unit taxation, for example, joint filing or income splitting. Others support 
maintaining an individual unit for tax purposes, although in many cases people see a 
continuing role for couple or family assessment of income for transfer purposes. 

Submissions identify several reasons for supporting family unit taxation. The key argument 
is that couples or families form a single economic unit and should be taxed as such. Family 
unit taxation arrangements exist in several OECD countries, notably the United States and 
France. The United Kingdom moved from family to individual unit taxation in 1990. Another 
argument raised in favour of family unit taxation is that many couples and families achieve 
an equivalent arrangement through the use of trusts or companies, and it would improve 
equity to make such an arrangement available to all. 

A key argument in submissions supporting an individual unit of taxation is that people 
engage with the labour market and to some extent with other taxable activities as 
individuals, and accordingly it is inequitable for those in couple or family relationships to 
have their tax schedule determined by the income of their partner. A second argument is that 
unpaid domestic work is currently untaxed, which makes it relatively attractive in 
comparison with paid employment. Individual unit taxation avoids strengthening this 
existing tax advantage. 

An important efficiency implication of these arguments is that those most affected by the 
choice of tax unit are women in couple families, particularly mothers, who tend to be 
responsive to financial incentives. They face fewer disincentives to paid employment in an 
individually based tax system. Family unit taxation would also change the distribution of tax 
within couples — with higher tax being paid by the lower income earner, though lower tax 
would be paid by the couple. Practical considerations associated with a family tax unit 
include defining families in a way that is accepted by the community and developing ways 
of assessing people whose family circumstances change during a tax period. 
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Consultation question 
Q4. 16 Should the different bases of assessment for tax and transfers be reconsidered 

(including the unit of assessment, income definitions, period of assessment and 
assets treatment)? 

Box 4.2: Forms of taxes and transfers 

Governments provide assistance and impose liabilities in various ways. Assistance in the 
form of transfers could potentially be provided as a tax concession or refundable tax offset. 
The reverse is also true. 

Whilst the final outcome of a cash transfer or reduction in tax liability may be the same in 
terms of income, the way in which assistance is provided is important. Delivery 
mechanisms determine the level of complexity that people face, particularly where 
compliance requirements vary. The delivery mechanism is also important because it affects 
the timeliness of a payment or collection of a tax liability and timeliness affects incentives 
to work. The mechanism can also be important where there is a question of coherence. For 
example, payments may interact in ways that are unintended, anomalous or create 
disincentives to work. 

In addition (or as an alternative) to providing cash transfer payments or a reduction in tax, 
government can provide ‘in kind’ assistance which is either linked to income (means 
tested) or universally available. 

Cash and in kind transfers in Australia 

In Australia, cash transfers are the principal means of providing income support to 
individuals and families. Some means tested assistance is also provided through the tax 
system. 

Most cash transfers are untied. Untied cash benefits allow recipients to spend the money as 
best they see fit. A recent change has been the introduction of a tied element to income 
support and family payments through income management, which limits what can be 
purchased by recipients in certain circumstances. 

Some cash transfers, while being untied, are earmarked for meeting the costs of particular 
circumstances or needs. Examples include the Baby Bonus and Utilities Allowance. 

Other payments are tied in some way. Providing some support in the form of tied cash 
benefits can allow increased support to be provided to individuals who face specific costs. 
For instance, Telephone Allowance is paid to those income support recipients and holders 
of a Commonwealth Seniors’ Health Card who are telephone subscribers, with a higher 
rate being paid to home internet subscribers. The medical expenses tax offset and Private 
Health Insurance Rebate are subsidies that are provided in reimbursement of certain costs. 
Child Care Benefit is paid in proportion to the amount of eligible child care used by a 
family, while the Child Care Tax Rebate provides a benefit proportional to out- of- pocket 
child care costs, up to a cap. 
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Box 4.2: Forms of taxes and transfers (continued) 

Cash and in kind transfers in Australia (continued) 

A number of payments and entitlements are paid on the basis of a person being entitled to 
some other benefit. Families who receive FTB Part A can also claim the Teen Dental Plan 
subsidy and the Education Tax Refund, in respect of eligible expenditure. Bonuses for 
seniors and carers in recent years have been paid on the basis of entitlement to Age and 
other pensions. Residential aged care has a fee structure that imposes lower fees on 
maximum rate pensioners than on others. 

Providing assistance in this way can create a discontinuity at the edge of payment 
thresholds if there is no taper applying to the supplement or bonus. Where a taper does 
apply to a supplement or bonus, this leads to higher effective tax rates across some ranges 
of income. 

Where the payment is made as a lump sum, it may be difficult to target effectively. For 
example, people who became eligible for a payment after the lump sum entitlement date 
may miss out on the lump sum. However, lump sum payments have the advantage that 
they can assist with ‘lumpy’ costs in the absence of effective credit markets. 

Both Australian and state governments, as well as private providers, provide lower cost 
goods and services to holders of Australian government concession cards. These cards are 
available not only to income support recipients but also to self funded retirees and low 
income families. The benefit they provide can vary greatly from one person to another. 

The Australian and state governments also provide support to individuals and families 
through the direct provision of goods and services. In some cases they are linked to 
income, such as public housing. In other cases they are made available irrespective of 
income — for example, education and health services. 

In kind benefits provide a mechanism to target assistance. For example, in the case of 
disability support recipients, some individuals will face greater costs of disability than 
others. Offering in kind benefits that are generally only of value to those who need such 
assistance allows a degree of self selection in a way that would otherwise be difficult to 
achieve. 

In kind benefits may also be provided with the intention of constraining the behaviour of 
the recipient where society, through government, determines that the recipient should be 
directed in the goods and services they receive. The provision of public education (and the 
requirement that children attend school or an approved substitute), is an example. 
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Box 4.2: Forms of taxes and transfers (continued) 

Incidence 

With each of the transfers described above, the recipient may not be the sole beneficiary. 
The ultimate impact, or the incidence, may lie partly or wholly elsewhere. 

Untied cash transfers are unlikely to influence overall price levels. This means the 
recipients of these transfers are likely to receive most of the benefit. An exception to this 
may occur where the recipient is unlikely to spend the transfer themselves. For example, it 
may be that the Age Pension benefits not only the pensioner, but also, through allowing 
them to maintain the value of their estate, their heirs. 

Payments that are tied to particular consumption items and in kind benefits are more 
likely to have flow on impacts on prices. This can result in some of the benefit flowing to 
the provider of the good or service. For example, some of the benefit of government child 
care assistance is likely to flow to child care providers. 

Subsidisation of specific goods and services and payments that reduce the cost of a good 
or service are likely to increase their utilisation. This may be an objective of policies such as 
subsidies for child care and private health insurance. However, reducing the cost of 
particular goods and services can encourage people to over use those goods and services, 
and possibly under use alternative goods and services. For example, subsidised provision 
of energy may encourage people to spend more on heating, and less on insulation than 
they otherwise might. 

The method of providing assistance also has equity implications. Linking assistance to 
particular consumption items can be a way of targeting assistance at particular groups. For 
example, subsidising health services is a way of providing additional support to people 
who are sick compared to those who are well. 
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5 The retirement income system 

The Treasurer wrote to the Panel on 4 November 2008 asking it to bring forward its 
consideration of the retirement income system. This is to allow the Government to consider 
the issues facing the retirement income system in conjunction with those arising from the 
Pension Review, due in February 2009. 

In meeting the Treasurer’s request to bring forward its consideration of the retirement 
income system the Panel has released a separate consultation paper. 

The Panel is to report to the Government on its findings on the retirement income system by 
the end of March 2009. The Panel is seeking community input to help develop its report. The 
Panel is inviting written submissions from the public by 27 February 2009. The Panel may 
initiate meetings with representative organisations for further discussions on the retirement 
income system. 

Overview 

Australia has a three pillar retirement income system: 

• a government-provided Age Pension; 

• compulsory savings enforced through the superannuation guarantee (SG); and 

• voluntary savings (both through superannuation and other sources). 

The Age Pension provides a guaranteed income based on means, while the income 
generated from the second and third pillars depends on the amount invested and returns 
on these investments. 

The retirement income system has developed over time. The SG pillar will not mature 
until 2037 when employees retire after a full working life (35 years) of compulsory 
superannuation contributions of 9 per cent. 

Submissions to the Panel support the structure of the retirement income system. Common 
themes in the submissions concern the current rate of the SG and the level of concessions 
provided to encourage additional saving. Other themes relate to how the system should 
deal with individuals outliving their savings and the way the system treats individuals 
with different circumstances. 

Key considerations about the retirement income system are whether it is broad and 
adequate, acceptable, robust, simple and approachable, and sustainable. 

Another aspect to be considered is the role of the retirement income system in providing 
health and aged care services. 
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Consultation questions 

Q5.1 In considering the future of Australia’s retirement income system, which 
objectives are relevant in setting retirement income policy? Does the current 
system of the Age Pension and compulsory and voluntary savings meet these 
objectives? If not, how should the system be changed to meet these objectives? 

Q5.2 As the SG system matures, it will become a greater part of an employee’s 
retirement income. What are the implications for individuals partially or fully 
excluded from the mature SG system (the self-employed, individuals with broken 
work patterns such as carers, women and migrants), and how can the retirement 
income system best accommodate these groups? 

Q5.3 Noting that the adequacy of the Age Pension is being considered by the 
Pension Review, what is an appropriate concept of adequacy for the retirement 
income system? Should it be to ensure there is a minimum level of income in 
retirement, to replace a proportion of income earned prior to retirement, or some 
other alternative? 

Q5.4 What should the role of the government be in assisting individuals to meet their 
retirement income expectations in relation to the support provided by the Age 
Pension, the level of compulsory savings and incentives to make additional 
savings? Should the role of government change as an individual’s income 
increases over their working life? 

Q5.5 Do the settings of the retirement income system, such as the level of SG and access 
to concessions, adequately consider the needs and preferences of individuals both 
before and after retirement? 

Q5.6 Is the current level of superannuation income tax concessions appropriate and 
sustainable into the future? Are the current concessions properly targeted and, if 
not, how should they be reformed? 

Q5.7 At what age should an individual be able to access their superannuation and at 
what age should they become eligible for the Age Pension? 

Q5.8 What is the role of individuals in dealing with investment and longevity risk in 
accumulating and drawing down their retirement income? Do financial markets 
provide the means to deal with these risks? If not, is there a role for government 
to address these shortcomings? 

Q5.9 In what ways does the retirement income system impose undue complexity and 
cost on retirees and workers? How could this complexity be reduced? 

Q5.10 The Age Pension serves two roles, as a safety-net for individuals who are unable 
to sufficiently save for their retirement and as an income supplement for many 
individuals who do save. What should be the role for the Age Pension and means 
testing in a future retirement income system and what impact does this have on 
its sustainability into the future? 
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Consultation questions (continued) 

Q5.11 In what ways does retirement income policy affect workforce participation 
decisions and what, if any, changes might reduce disincentives to work? Does the 
sustainability and cost of the retirement income system affect the workforce 
decisions of younger generations of workers? 

Q5.12 What impact could financial intermediation have on the effectiveness of 
retirement income policy? 

Q5.13 The cost of providing health and aged care to older Australians is currently met 
by government through the health sector. Should retirement income policy take 
into account projected increases in health costs for older Australians? If so, what 
would be the most effective mechanism and how might the transition to such a 
system be achieved? 

 

The future role of the retirement income system 
The Panel is also reviewing the personal tax arrangements of retirees and the taxation of 
non-superannuation savings as part of its broader consideration of the tax-transfer system. 
The Panel may suggest possible changes in these areas, which may have implications for 
retirement income policy. These implications will be dealt with at the time of the Panel’s 
final report at the end of 2009. 

One aspect to be considered as part of the broader paper is the role of the retirement income 
system in providing health and aged care services. 

In retirement, the type of products and services people consume will change as they age. In 
particular, as a person gets older they are likely to require more health and aged care 
services. A significant part of this care is paid by the government. 

The 2007 Intergenerational Report (Australian Government 2007) projects health spending as a 
proportion of GDP to increase from 3.8 per cent in 2006-07 to 7.3 per cent in 2046-47. While a 
significant amount of this increase is due to technological change, including the development 
of new drugs and treatments, the affect of an older population is also considerable. Historical 
data show that average per person spending on pharmaceutical subsidies for those aged 
over 65 years is around four times greater than on the general population. 

A question is whether arrangements should be introduced now so that current generations 
of workers save for these costs. One option would be to pre-fund this expenditure as an 
individual account similar to superannuation, or as part of an insurance arrangement. This 
would have an effect on the pre-retirement standard of living of individuals. However, as it 
is difficult to predict future health costs because of unknown future diseases and health 
technologies, other possible responses might include changing current policy on 
co-payments and health concessions. 
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Consultation questions 
The Panel has asked 12 questions in its Retirement income consultation paper. The following 
question is specific to this section. 

Q5.13 The cost of providing health and aged care to older Australians is currently met by 
government through the health sector. Should retirement income policy take into 
account projected increases in health costs for older Australians? If so, what would 
be the most effective mechanism and how might the transition to such a system be 
achieved? 

 

Page 122 



6 Taxing business and investment 

Overview 

The tax system needs to evolve to respond to the opportunities, as well as challenges, 
arising from globalisation. Attracting investment to Australia, directed to activities with 
the greatest national return, will improve the returns to Australians from working and 
saving. 

An internationally competitive business environment is necessary to attract investment 
and international businesses, consistent with an objective of increasing national income. 
Achieving an internationally competitive business environment depends, in part, on 
getting the right balance of tax bases and rates. 

The quality of investment is equally important. Improving the allocation of resources and 
investments, not discouraging risk taking, and removing tax biases that negatively affect 
business and household investment decisions, offers the potential to increase productivity 
and Australia’s long-term prospects for economic growth. 

Consultation questions 

Q6.1 Can the tax system be structured to better attract investment to Australia in a way 
that increases national income, and if so how? For any given revenue outcome, 
what are the relative merits of broader base/lower rate (comprehensive income 
tax) or narrower base/higher rate (a narrow income tax or an expenditure tax) 
approaches? 

Q6.2 What changes, if any, to the tax system would improve the ability of Australian 
companies to operate internationally orientated businesses? How should the tax 
treatment of companies and shareholders be integrated in an open economy? 

Q6.3 Can the tax system be restructured to improve resource allocation within the 
economy and minimise operating costs, and if so, how? What changes would 
reduce distortions to risk taking and encourage entrepreneurial activity? 

Q6.4 What principal goals should inform the taxation of capital gains in Australia, and 
what, if any, changes should be made to capital gains tax as a result? 

Q6.5 Should the tax system provide a more neutral treatment of different financing 
arrangements (debt, equity and retained earnings), and if so, how? What 
principles should inform approaches to entity taxation?  

Q6.6 Should the tax system be structured to cater for the specific circumstances of small 
business, and if so, how? 

Q6.7 Should the tax system be restructured to deliver a more neutral tax treatment for 
the different forms of return on household savings and investments, and if so, 
how? 
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The living standards of Australians are linked to Australia’s economic performance. That 
performance is affected by the level and productivity of investment in Australia, which 
significantly affect the level of economic output. In the long-run, productivity growth drives 
per capita economic growth and determines the improvements in the welfare of Australians. 
Chart 6.1 provides a summary of the sources and drivers of economic growth. 

Chart 6.1 Economic growth — sources and drivers 

Sources of growth
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Source: Adapted from OECD (2007b). 
 
Taxes on investments in Australia and, to a lesser degree domestic savings, can affect many 
of the drivers of economic growth. Taxes affect investment in fixed (including intangible) 
capital, innovation, allocative efficiency, entrepreneurship, labour productivity and exposure 
to trade and foreign direct investment (FDI). Recent studies suggest that the impacts on the 
economy are potentially large (see Schwellnus and Arnold (2008) and Johansson et al (2008)). 

For a given revenue objective, structuring the tax system to maximise Australia’s global 
share of investment and business (the focus of Sections 6.1 to 6.3) and to improve business 
and investment choices (the focus of Sections 6.4 to 6.7) can result in higher economic growth 
and national income. 

6.1 International tax competitiveness and domestic 
investment 
Australia relies on domestic and foreign savings to fund domestic investment. Taxing the 
returns on investment can reduce the willingness of domestic and international investors to 
invest in Australia. Reduced investment in plant and equipment, software, innovation and 
other intangibles involves forgoing the higher labour productivity arising from ‘capital 
deepening’ — where there is more capital available for each worker. 

However, Australia has achieved a high level of investment compared to other developed 
countries (Chart 6.2). 
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Chart 6.2: Gross national investment 
Per cent of GDP (1982-83 to 2007-08) 
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Source: ABS (2008a), IMF (2008), Statistics New Zealand (2008). 
 

Summary of key messages from submissions 

Most business submissions indicate that globalisation offers major opportunities for 
Australia. However, they also note the disadvantages arising from Australia’s remoteness 
from world markets, our relatively small economy and geographically dispersed 
population. 

Many submissions comment on the international trend towards less tax on capital income, 
citing reductions in company tax rates among OECD and neighbouring countries. These 
reforms are generally seen as providing countries with a competitive edge in global 
markets and enhancing their ability to attract globally mobile investment. 

There are also concerns that over-reliance on capital income taxes, especially corporate 
income taxes, is not conducive to maintaining a stable and robust revenue base. 

Many submissions indicate that Australia’s tax arrangements, particularly taxes on 
corporate income, are internationally uncompetitive. This is said to adversely impact on 
Australia’s productivity and potential for economic growth. 

Submissions supporting lower capital income taxes argue it will ultimately benefit many 
Australians, reflecting a view that the incidence of high effective corporate income taxes 
falls on labour in the long-run. 

Organisations that represent small and medium enterprises generally view reducing the 
company tax rate as secondary to reducing personal tax rates. Such organisations prioritise 
aligning the top personal tax rate with the company tax rate. 
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Summary of key messages from submissions (continued) 

Some non-business organisations contest the need to cut capital income taxes to maintain 
competitiveness. Such submissions view equity considerations as being of greater 
importance, reflecting a view that the incidence of corporate income tax largely falls on 
shareholders. 

There is also a concern that any reduction in company tax rates could result in an increase 
in taxes on labour, with the increased burden of labour taxes largely falling on low to 
middle income earners. 

 

International tax trends and comparisons 

Statutory and effective company tax rates 

International tax competition occurs where countries reduce taxes in an attempt to increase 
their share of global investment, generally or in specific sectors. Competition may also exist 
between countries in terms of where businesses report or allocate their profits. 

The decline in international company tax rates observed in Chart 1.1 is the most significant 
indication of international tax competition. While the decline in company tax rates has 
generally been accompanied by a broadening of the company tax base, measures of effective 
tax rates — which take into account the statutory rate as well as significant elements of the 
tax base — have also generally declined (OECD 2007a). 

Chart 6.3 below shows how Australia compared with other OECD and regional countries 
across several indicators of tax competitiveness in 2005. 

Chart 6.3: Comparison of statutory and effective company tax rates(a)
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(a) Effective marginal tax rates (EMTRs) on investment measure the effect of taxation on the return to a marginal investment. 

Effective average tax rates (EATRs) measure the tax burden on projects that generate above normal returns. See the 
Architecture paper, page 189. 

(b) The company tax rates shown for Ireland apply to active income of new operations. Different statutory company tax rates 
apply to other activities. 

Source: For Singapore, Hong Kong, China and India, KPMG (2008). For all else, Botman et al (2008) (The EATRs shown are 
those calculated for a project that generates a pre-tax profit of 20 per cent). 
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Chart 6.3 indicates that Australia’s statutory company tax rate is higher than some 
neighbouring economies (in particular, Singapore and Hong Kong). However, reflecting 
Australia’s relatively broad company tax base, the effective marginal tax rate (EMTR) and 
effective average tax rate (EATR) for Australia were higher than for many countries, 
including some with higher statutory rates. 

To achieve international competitiveness, many submissions in effect propose matching 
overseas’ tax rates and bases. Such submissions typically assume but do not explain how this 
would be of net benefit to Australia. 

It may be the case that as the gap between a country’s tax rate and those of other countries 
increases, foreign investment may become more responsive to a rate change, increasing the 
potential benefits of a reduction. There is some evidence that foreign investment becomes 
more sensitive to tax where a country’s tax rate is significantly above average. Conversely, 
where a country’s tax rate is around or below average, the response to a change in the rate 
may be reduced (Bénassy-Quéré et al 2003). 

Where foreign countries have foreign tax credit regimes, the impact of rate differentials is 
unclear. In theory, where a country operates a foreign tax credit system, investment in 
Australia will be deterred only if Australian rates are above those in the foreign country. 
However, empirical evidence for this is not strong, suggesting multinationals undertake 
significant tax planning (for example, defer repatriation of foreign income) that limits how 
foreign tax credit systems operate in practice (OECD 2008b). In 2008, around half of the stock 
of Australia’s inbound FDI was from countries with a foreign tax credit system. 

Differences between the Australian and overseas statutory rates can influence the degree and 
direction of profit shifting. Reasonably strong empirical evidence shows that tax differences 
between countries can induce profits to be shifted (Griffith et al 2008). 

Other aspects of international tax competition 

There are a number of other international tax competition trends. 

• Declining withholding tax rates on dividend, interest and royalty payments to 
non-residents. In part, this reflects the influence of the OECD Model Treaty (the basis 
for most of the world’s bilateral tax treaties). 

• A move away from dividend imputation, with most European countries abolishing 
imputation systems for other forms of shareholder relief (generally for European Union 
specific reasons). 

– However, there has been no general trend away from providing relief to 
shareholders in recognition of company tax paid. For example, the United States 
has recently moved to provide dividend tax relief (by applying a lower rate of 
personal tax to dividend income taxed at the company level). 

• A move away from taxing the worldwide equity income of resident companies with a 
credit for foreign tax paid, towards exempting dividends received from foreign 
affiliates. Some large capital-exporting countries (in gross terms) that still run credit 
systems (the United States and Japan) have been considering moving to dividend 
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exemption regimes. The United Kingdom has recently announced its intention to 
introduce a dividend exemption regime for large and medium sized businesses. 

• Consistent with the movement to dividend exemption systems, a broader trend of not 
taxing foreign source income of non-residents derived through resident entities 
(‘conduit income’). 

International tax coordination efforts 

Accompanying international tax competition has been a trend towards international tax 
coordination or cooperation. It has been in part motivated by fears of declining company or 
capital income tax revenue arising from a ‘race to the bottom’ in company tax rates or of 
capital flight. 

Such cooperation has had more success in addressing ‘harmful’ tax competition by 
improving information exchange between countries’ tax authorities, including countering 
bank secrecy in tax havens and moving to abolish or amend ‘harmful’ preferential tax 
regimes. Efforts to cooperate on tax bases and rates have been less successful, possibly 
because even if there is a potential overall net gain for countries in cooperating, some 
countries would lose out relative to their current position. 

The incidence of taxes on investments 
As discussed in Sections 1 and 2, the economic incidence of a tax is particularly important 
when considering the efficiency and distributional consequences of a more internationally 
competitive tax system. Submissions supporting lower capital income taxes argue it will 
ultimately benefit many Australians, reflecting a view that the incidence of high effective 
corporate income taxes falls on labour in the long-run. This view is contested by 
non-business organisations, which consider the incidence of company income tax to largely 
fall on shareholders. 

Increasing taxes on investment can affect the returns to other factors, in particular labour. It 
reduces the capital stock in the economy, which reduces marginal labour productivity and 
thus wages. Box 6.1 describes how this tax increase can reduce investment but not affect 
after-tax returns from domestic savings. 

An increase in a tax on investment can also affect wages through wage bargaining. Where 
there are economic rents (for example, arising from imperfect competition), a tax increase 
could reduce the labour share of the rent through reducing the overall size of the rents or by 
improving the bargaining power of firms. Economic rents are defined in Box 6.2. 

However, a range of factors complicate this analysis. 

In reality, capital stock reallocations would be expected to occur over time, not immediately. 
While the real economy adjusts over time, the capital markets respond quickly through asset 
price revaluations. Thus, in the short-run, some of the economic incidence of the investment 
tax increase is likely to fall on the owners of existing investments. In the long-run, the extent 
to which the domestic investment owners can pass on that tax burden also depends on 
factors such as the substitutability between labour and capital, the relationship between 
domestic and foreign capital, product substitutability and the responsiveness of labour 
supply to taxes. 
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A number of overseas studies have attempted to estimate the incidence of corporate income 
tax. Gravelle and Smetters (2006) and Randolph (2006), using general equilibrium models, 
estimate that, in the United States, domestic labour bears around 70 per cent of the corporate 
tax burden — with foreign labour being the main beneficiary of capital outflows. Randolph 
also predicts that for smaller open economies, like Australia, domestic labour would bear 
even more, and domestic capital even less, of the corporate tax burden. However, those 
models make simplifying assumptions including perfect capital mobility. Other overseas 
studies, using a variety of empirical approaches, consistently indicate that a large proportion 
of the burden of a corporate tax increase falls on wages. See for example Felix (2007), Hassett 
and Mathur (2006), and Arulampalam et al (2007). 

Given the importance of incidence for the efficiency and distributional consequences of 
company income tax and other investment taxes, the Review Panel is commissioning further 
work in this area. 

Factors driving cross-border investments 
Foreign investment between countries takes different forms. Broadly, it can be segmented 
into FDI which confers ownership and control on the foreign investor, and portfolio 
investment where the foreign investor does not have control over the project or firm. 

The level and composition of cross-border investments can depend on factors such as 
investors’ desire for liquidity and risk diversification, as well as the institutional frameworks 
of the country in which the investment is made. 

• FDI tends to be more long-term. Hence, foreign investors with lower liquidity needs 
(large, mature firms) tend to undertake FDI, while investors with higher liquidity needs 
(for example, managed funds) undertake portfolio investment. 

• Portfolio investment offers risk diversification opportunities. In spite of this, there is 
significant evidence that investors’ portfolio holdings exhibit ‘domestic bias’ 
(overinvestment in the investor’s domestic market) and/or ‘foreign bias’ (under or 
overweighting between different foreign markets). 

• Portfolio investment tends to be more sensitive to market openness and development 
as well as the existence of quality economic, political and regulatory institutions. Where 
these features are not present, any foreign investment into a country will more likely be 
in the form of FDI. 
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Box 6.1: Savings and investment in an open economy 

In the case of a small, open economy with efficient capital markets, the after-tax return to 
foreign investors and the pre-tax rate of return to domestic savers are determined in the 
international capital market. A tax imposed on the savings of resident individuals will not 
affect the pre-tax rate of return available. A tax imposed on investment in Australia will 
increase the pre-tax rate of return required by foreigners from investments in Australia to 
provide the international after-tax rate of return. 

Chart 6.4 illustrates this disjunction between savings and investment. A tax on domestic 
savings does not affect the total level of investment in an open economy, which is 
determined by the supply of foreign capital. As domestic savings fall (to Se), they are offset 
by an increase in imported capital. In contrast, a tax on investment decreases the total level 
of investment in the economy but, of itself, does not reduce returns to domestic savings 
(which remain at r — ts) nor the returns to foreigners (r, the cost of capital globally). 

Chart 6.4: Taxes on savings versus taxes on investment in a small open economy 
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Source: Adapted from Sørensen (2006). 

 

Foreign direct investment 

There are a number of theories about the geographic pattern of FDI. The new economic 
geography theory focuses on the impact that economies of scale and concentration of firms 
(agglomeration) can have on firms’ location decisions. 

As trade costs decline, more foreign firms are likely to enter the domestic market, 
particularly where that market is large. It is expected that the subsequent concentration of 
firms will bring about economies of scale, which increase the scope for economic rents. 
Beyond a certain point, there will be forces favouring geographic dispersion. These 
‘dispersion effects’ come about as the increased competition that accompanies co-location 
results in less potential for economic rents. 
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From a taxation perspective, new economic geography theory suggests there is not a smooth 
relationship between taxation and firms’ location decisions. Where agglomeration benefits 
are strong, firms should be less responsive to higher levels of tax. However, as 
agglomeration economies weaken, investment becomes more responsive to tax. 

Another perspective offered by international trade theory suggests that firms will undertake 
FDI (for example, locate production overseas rather than service the foreign market via 
exports) where some combination of the following benefits is present: 

• ownership advantage — the firm has some knowledge capital (for example, a superior 
production process) that it can exploit in the foreign market; 

• location advantage — there are certain benefits available in the foreign market that 
induce the firm to produce or headquarter there (for example, lower factor costs); or 

• internalisation advantage — the firm chooses to exploit its knowledge capital, rather 
than license it to an agent, to prevent dissipation of the knowledge. 

This model provides a useful framework for understanding how tax affects the decisions that 
must be made by a firm considering locating production overseas. 

Where there are location advantages, taxes imposed by the host country on any 
location-specific rents may have a minimal impact on the decision to invest. In the absence of 
location-specific advantages or rents, different business and investment choices can be 
related to different tax rate measures: 

• the effective average tax rate (the EATR) on the total return (the sum of the normal 
return to capital and firm-specific rents, similar to ownership advantages) affects the 
location of the investment; 

• once location is determined, the effective rate of tax on the marginal cost of capital (the 
EMTR) affects the scale of investment — where the EMTR is zero, tax will not affect the 
marginal investment; and 

• the statutory tax rate affects the (artificial) allocation of profit between countries. 
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Box 6.2: Economic rents 

Economic rent can be defined as the difference between the return to a factor of production 
in its current use and what it would be paid in its next best use. 

One property associated with an economic rent is that the supply of the relevant factor of 
production is invariant to a change in its price. Land and natural resources are commonly 
cited as giving rise to economic rents. However, rent may also arise from a firm’s superior 
technologies or management techniques, as well as from barriers to entry of new firms. 

In the short-run, certain resources may also exhibit qualities of an economic rent where the 
supply cannot be readily altered in response to a change in price. A country’s 
highly-skilled workforce may be an example of this. In time, increases in the supply of the 
factor would be expected to dissipate the rent. 

Rents are sometimes categorised as being either ‘location-specific’ or ‘firm-specific’. A 
location-specific rent arises where firms can only generate a rent from investing in a 
specific geographic location, as is the case with natural resources and land. A 
‘firm-specific’ rent is not tied to a specific geographic location. It is commonly associated 
with a firm’s intangibles, such as product brand or management know-how. In practice, 
location-specific and firm-specific rents may not be always readily distinguishable. 

 

Portfolio investments 

Portfolio investment can be in the form of debt or equity. The effects of tax differ between the 
two forms. Portfolio equity investors are generally subject to company income tax or (less 
frequently) dividend withholding tax. They can share in a firm’s rent, provided these rents 
have not already been capitalised in the firm’s share price at the time of purchase. Portfolio 
debt investors do not share in the rents of a business and are subject to tax on debt, such as 
interest withholding tax (IWT). 

A number of submissions propose reductions in IWT. The trend in Australia and other 
countries has been to reduce IWT, lowering EMTRs on this highly mobile source of financing 
for investments. There are a number of IWT exemptions, including for publicly offered 
debentures and syndicated loans, and (in certain tax treaties) lending by financial 
institutions. Submissions consider these to be too narrow and of less relevance, with 
implementation through tax treaties seen as too slow. Submissions argue that improved 
exemptions would enhance liquidity and provide access to alternative sources of financing. 

Royalty withholding tax (RWT) is also relevant to the treatment of investment in Australia. 
Royalties include payments to non-residents for the use of copyrights or patents, or technical 
or industrial knowledge. Royalties are related to a firm’s intangible assets. Submissions 
propose that existing reductions in RWT provided in tax treaties be expanded to other major 
trading partners, preferably through domestic law. 

Revenue raised by the withholding taxes applying to dividends, interest and royalties paid 
to non-residents are low compared to associated income flows. It is also low compared to 
company income tax and other business taxes directly or indirectly paid by non-resident 
investors (see Box 6.3). 
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Box 6.3: Revenue from non-resident investment in Australia 

Non-residents are potentially liable to a number of withholding taxes on the payment of 
returns from investments in Australia. However, given the range of exemptions provided 
(for example, dividends with imputation credits are exempt) the level of taxes collected is 
relatively low compared to the associated income stream (Table 6.1). 

Table 6.1: Non-resident withholding tax revenues and income flows (2006-07) 
Type of tax Estimated revenue for 2006-07 

($ billion) (a)
Investment income flow 

($ billion) 

Dividend withholding tax 0.2 20.4(b)

Interest withholding tax 1.3 36.6(c)

Royalty withholding tax 0.3 3.2 
(a)  Withholding tax revenue estimates should be used with caution as collections for specific withholding taxes have not 

been separately identified in tax returns since 2000-01. 
(b) Assumes 60 per cent of portfolio equity investment income is distributed. 
(c) Includes income from other investment liabilities. 
Source: for revenue, Australian Treasury estimates; for investment income flows, ABS (2008e). 

Non-residents are also subject to company income tax either directly (where investment in 
Australia is through a branch) or indirectly (through their shareholding in an Australian 
company). Given that non-residents own around 30 per cent of equity in Australian 
companies and around 50 per cent of equity in the mining sector, in 2006-07 indicatively 
$21 billion in company income tax and resource taxes and royalties may be attributed to 
non-resident investors. 

 

6.2 Achieving international tax competitiveness 
Many countries are examining their capital income and company tax arrangements in light 
of the increasing mobility of capital and of globalisation generally. As businesses have 
increased choice as to where they locate their investments and source and structure the 
related finance, the economic costs to a country of unilaterally trying to tax such investments 
has increased. Structuring tax arrangements in the face of international tax competition is the 
focus of this section. 

Company tax and other business tax arrangements cannot necessarily be set by referring to 
international competitiveness alone. For example, company income tax also functions as a 
withholding tax on the company income of resident shareholders, and so its design and rate 
have implications for how resident individuals are taxed on their savings (a focus of 
Section 3.2) and labour income, and shareholder relief mechanisms. Changes made for 
competitiveness reasons also need to take into account potential implications for allocative 
efficiency and productivity, including compliance costs, discussed below. 
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Summary of key messages from submissions 

Business submissions strongly advocate a more internationally competitive tax system. 
Most submissions support both reducing the company tax rate and narrowing the 
company tax base. Submissions proposing lower company tax rates generally suggest 
reductions of 5 or 10 percentage points. 

A number of submissions suggest that the current treatment of tangible and intangible 
assets is inappropriate and uncompetitive compared with other countries. They say that 
more generous write-offs for depreciable assets and other tax base arrangements are 
needed. 

Many submissions support retaining and enhancing the imputation system because it is 
well understood and liked by Australian investors. Such submissions say a compelling 
case for abolishing imputation has not been made. 

Some other submissions remain open to winding back imputation or to introducing 
alternative means of relieving the double taxation of resident shareholders, but note that 
any significant changes would require careful consideration. 

A number of submissions propose reductions in withholding taxes, particularly IWT. It is 
claimed the existing IWT exemptions are too narrow and that expansion of existing 
exemptions (preferably through domestic law rather than tax treaties) would provide 
Australian firms with access to alternative forms of financing. 

There is some interest in considering alternative approaches to taxing capital income, 
including providing an allowance for corporate equity (ACE) or otherwise taxing 
economic rents, or moving to a dual income tax system. 

 

General approaches to achieving international competitiveness 
Two broad approaches to improving international competitiveness through tax measures are 
to reduce statutory tax rates or to narrow the tax base. 

The first approach would involve retaining a broad income tax base and lowering the 
company tax rate. More radically, it could involve limiting interest deductions either fully, as 
under the ‘comprehensive business income tax’ (CBIT) proposal by the United States 
Treasury in 1992, or in part, as done recently in Germany. 

The second approach would involve narrowing the company tax base in preference to 
reducing the existing company tax rate. A narrower base could be achieved by adjustments 
to the current income tax base (for example, through more concessional write-off 
arrangements) or, more radically, by moving to a business level expenditure tax, such as a 
cash-flow tax or an ACE. Box 6.4 provides an overview of these taxes, while Appendix E 
provides further detail. 

Many submissions propose reducing the statutory company tax rate by around 
5 or 10 percentage points. They also indicate the current treatment of both tangible and 
intangible assets (particularly goodwill) is inappropriate and unsatisfactory when compared 
with other countries (Section 6.4 discusses the treatment of depreciating assets). Hence, most 
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submissions advocate a hybrid approach, with few discussing the priority or relative merits 
of each. 

For a given level of revenue, the two approaches have differing implications for the statutory 
rate adopted and the EMTRs and EATRs that arise from the combination of the chosen base 
and rate. As such they have different strengths and weaknesses (see Table 6.2). One 
complication to the analysis below is that Australia’s tax system alone will not fully 
determine the investor’s EMTR or EATR if they are subject to tax in their home country or a 
third country. 

Table 6.2: Comparing alternative approaches to international competitiveness 
Type of return  Effect on type of return 

 (relevant tax metric) Lower statutory rate Narrower base 

Normal returns 
(EMTRs) 

Taxed more  Taxed less  

Location-specific rents 
(EATRs) 

Taxed less Taxed more  

Firm-specific rents 
(EATRs) 

Taxed less  Taxed more 

Profit-shifting 
(statutory rate) 

Less incentive to shift profit More incentive to shift profit  

 
Reducing the statutory rate of tax on capital has the advantages (relative to a narrower base) 
of increasing competitiveness with respect to investments that earn high firm-specific rents 
and of reducing incentives to shift profits offshore. However, adopting a narrower base 
(rather than a lower statutory rate) has the advantages of increasing competitiveness in 
respect of marginal investments and increasing tax on location-specific rents (an immobile 
base). 

In theory at least, the potential disadvantages of the narrower base approach (higher taxation 
of firm-specific rents and increased incentives to shift profits) could be avoided by 
implementing a ‘destination-based’ expenditure tax, which would exclude export sales from 
gross receipts and exclude expenses relating to imports (similar to the approach of the GST). 
Such an approach was proposed by Auerbach et al (2008) as part of the Mirrlees Review, but 
the full implications and practical feasibility of such an approach are unclear. 

Not shown in Table 6.2 is that reducing the statutory rate would reduce tax on existing 
investments. This can be seen as a transitional cost or as an ongoing loss of revenue on what 
would be a relatively efficient tax. Moving to a narrower base can avoid this problem. 

Company income tax is not the sole means by which investments are taxed. Trade-offs 
between the base and rate need to be seen in this broader context. Some natural resource 
rents are subject to tax through the petroleum resource rent tax (PRRT) and a range of 
specific taxes and non-tax revenue arrangements (see Section 14). 

For withholding taxes, abolishing or reducing IWT, by broadening the current exemptions, 
would be consistent with the second approach of adopting a narrower base (that is, by 
effectively excluding returns to debt from the investment tax base). However, the current 
role that IWT plays in limiting the gains to profit shifting through the thin capitalisation of 
Australian investments needs to be taken into account. 
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To the extent that RWT is imposed on payments to the firm in respect of firm-specific rents, it 
may deter investment in Australia. On the other hand, it is arguable that, particularly in the 
non-traded sector, returns to firms even where they have significant intangibles include 
elements of location-specific rents. In such cases, RWT is a way of taxing such rents. RWT 
also acts as a back-stop against firms using intra-firm pricing (particularly of intangibles) to 
avoid corporate income taxes. 

 Box 6.4: Business level expenditure taxes

Business level expenditure taxes, in effect, only tax the above normal returns of 
investments, whether financed by debt or equity. As they involve a narrower business tax 
base, a higher rate of tax will be required to achieve a given revenue objective. While they 
have attracted considerable interest among tax policy specialists, they have only been 
implemented in a few countries and so the practical consequences are not fully 
understood. 

Expenditure taxes can be either based on cash flows or on providing an allowance for the 
return on equity (or ACE). Cash-flow taxes have been implemented in Estonia and in 
Australia (the PRRT). Belgium recently adopted an ACE, Brazil and Italy had variants, and 
Croatia had an ACE for several years. 

A business cash-flow tax provides a deduction in full for new investment at the time of 
acquisition. Income and expenses are recorded at the time the cash comes in or goes out, 
making income and expense recognition and depreciation rules unnecessary. The 
treatment of debt and equity is also made more neutral. The nature of transactions 
included in the tax base depends on which variant of the cash-flow tax is implemented. 

An ACE operates by allowing a deduction equal to the imputed (‘normal’) return to 
equity. By providing a deduction for an imputed return on equity, the ACE can provide 
more neutral treatment between debt and equity. It operates within the existing income tax 
framework (existing timing and depreciation rules continue to be specified). Hence, while 
easier to implement, the ACE does not offer some of the ‘cut-through’ simplicity 
potentially offered by a cash-flow tax. 

Expenditure taxes have implications for how the tax treatment of owners is integrated 
with that of the business. Transitional issues and interactions with the tax system in 
general (including integrity rules) may also need to be considered as part of any move to a 
business level expenditure tax. 

Further information on expenditure taxes is provided in Appendix E. 

 

Shareholder taxation and international competitiveness 

More controversial is how the tax treatment of dividends and capital gains accruing to the 
underlying shareholders of firms affects firms’ investment decisions. 

One view is that as financial capital is highly mobile, the cost of capital for an Australian 
company is set internationally and shareholder tax arrangements therefore do not affect the 
investment decisions of firms. The economic literature that addresses issues of international 
tax competitiveness and cross-country comparisons typically makes this assumption. 
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Under this view, increasing tax at the resident shareholder level (for example, by abolishing 
dividend imputation as proposed in CEDA (2006)) to fund a reduction in company level tax 
will reduce the cost of capital for Australian firms and help attract foreign investment. This 
argument pre-supposes that if dividend imputation were abolished no other form of 
shareholder tax relief would be provided. Submissions open to reconsidering dividend 
imputation generally suggest alternative relief be considered. 

An alternative view is that since capital is not fully mobile, resident shareholder tax 
treatment affects the cost of capital of Australian firms and, hence, investment decisions. 
Submissions that support retaining imputation argue that imputation credits are valued by 
the market and by firms (which would be unlikely if non-residents set the cost of capital) and 
so lower the cost of capital for Australian firms. There is some limited, though mixed, 
evidence that imputation credits have a market value and so affect the cost of capital. 

Submissions supporting imputation also point to other advantages, such as the integrity 
benefits of providing incentives to pay Australian, rather than foreign, company tax and 
reduced incentives to avoid tax. Another advantage claimed is imputation provides a more 
neutral tax treatment between debt and equity finance, though (as discussed in Section 6.5) 
this also depends on an assumption about the mobility of capital. 

The impact of more internationally competitive taxes on investment 
returns 
Significant reform of taxes on investment returns, designed to make Australia a more 
internationally competitive location for investment and to reduce distortions between 
different investments, could have significant structural and macroeconomic impacts on the 
Australian economy. 

Firstly, the intended increase in post-tax returns could result in increased investment in 
Australia, whether funded by domestic or foreign capital, leading to an increase in the 
capital stock (capital deepening). Secondly, reducing distortions between different 
investments could lead to a more efficient allocation of capital across the economy. These 
impacts would increase the productivity of labour, leading to higher real wages and 
increasing the wellbeing of Australians. 

Such reform would result in structural adjustment, with resources reallocated across the 
economy to more productive uses. During the transition, increased demand for resources, 
including land, labour and other inputs may lead to increases in prices and wages increasing 
the cost of investment projects and offsetting the increase in the expected post-tax return. 
However, this latter effect would be ameliorated to the extent that higher demand is met 
from foreign sources. For instance imports could rise, as potentially could net migration. 

To the extent there is an increase in investment this would be matched by an increase in net 
capital inflow and the current account deficit, unless there were offsetting increases in 
domestic savings. Net foreign liabilities would also rise as a proportion of GDP (at least 
initially). Associated exchange rate movements and the lift in real wages would mean that 
not all sectors of the economy would experience equal improvement in overall 
competitiveness. 
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Australia has arguably experienced effects of this type over recent decades. Australia’s 
strong terms of trade and other economic settings, in part driven by economic reform, has 
meant Australia has been a favourable place to invest. The level of investment in Australia in 
recent years has represented a much higher share of GDP than the OECD average. The high 
level of capital inflow to finance that spending has matched a high current account deficit. 
Real wages have increased strongly, and net migration has increased strongly as well. 

Where reductions in the tax on capital income are offset by increases in other taxes (for 
revenue neutrality), changes in these other taxes will also have implications for structural 
adjustment and may reduce some of the benefits discussed above. Impacts will vary 
depending on which taxes are adjusted. Higher labour taxes may lead to a reduction in 
labour supply and consumption. Higher consumption taxes would be likely to have a 
smaller effect on labour supply decisions as part of the burden will fall on existing holders of 
capital and on rents. 

Consultation question 
Q6.1 Can the tax system be structured to better attract investment to Australia in a way 

that increases national income, and if so how? For any given revenue outcome, what 
are the relative merits of broader base/lower rate (comprehensive income tax) or 
narrower base/higher rate (a narrow income tax or an expenditure tax) approaches? 

6.3 Australia as a location for international businesses 
Investments overseas by Australian firms or financial intermediaries raise additional issues 
relating to Australia’s attractiveness as a place from which to manage global or regional 
businesses or export financial services. 

Many non-tax and tax factors are relevant to Australia’s attractiveness as a location for 
international business, such as access to skilled labour and tax system simplicity. The focus 
in this section is on the taxation of returns to Australian-based multinationals from foreign 
investment, at the business level and the level of underlying investors (either resident or 
non-resident), and certain issues relevant to financial service providers. 
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Summary of key messages from submissions 

A number of submissions propose allowing imputation or other credits for taxes paid on 
foreign income, to lower the cost of capital for Australian firms seeking to invest offshore 
and thereby address a bias against offshore investment. For similar reasons, some 
submissions also support the streaming of foreign source income to non-resident 
shareholders. 

A number of submissions support mutual recognition of imputation credits with 
New Zealand on the basis it will progress the development of a single economic market 
and increase efficiency in trans-Tasman investment. 

Submissions support recent reviews by the Board of Taxation into Australia’s 
anti-tax-deferral rules and taxation of managed investment trusts, on the basis these would 
improve the treatment of outbound investment and further Australia’s development as a 
financial services centre. Submissions indicate that recommendations from the Board of 
Taxation’s reviews should be progressed independently of the Australia’s future tax 
system review. 

A number of submissions note there is strong competition from regional financial services 
centres, such as Singapore. They propose expanding concessional tax arrangements for 
regional financial services businesses, possibly through expanding the offshore banking 
unit concessions. Some submissions also raise concerns with other taxes on financial 
services, including withholding taxes and input-taxing of financial services. 

Some non-business organisations suggest that tax concessions for business, such as the 
offshore banking unit concessions, should be limited. 

 

International competitiveness of Australian-based multinationals 
The Architecture paper provided an overview (at page 267) of the efficiency benchmarks that 
guide policy on the tax treatment of outbound investment. Traditionally, capital export 
neutrality (CEN) was thought to be the most appropriate benchmark for maximising global 
efficiency. However, there has been a trend away from CEN towards capital ownership 
neutrality (CON), which allows the most productive firms to manage investments. This 
trend is reflected in the adoption of dividend exemption regimes.8

Countries that have adopted exemption regimes, such as Australia, typically only do so in 
respect of their resident companies’ active (business or trading) income, and continue to tax 
the foreign passive income of resident companies (such as interest and dividends on 
portfolio investments) with credits for foreign taxes. Such a policy aims to strike a balance 
between competing objectives. It allows resident firms to attract foreign capital — that is, 
engage in the business of managing international capital. At the same time, it protects the 
home country’s ability to tax the savings of its residents. 
                                                      

8 A tax system reflects CEN where all investments by residents of a country are taxed the same regardless of the 
location of the investment. It can be achieved by taxing residents on all their income from offshore 
investments as they accrue with a full credit for foreign taxes paid. A tax system reflects CON where the cross 
country ownership of assets is not distorted by tax considerations. One way of achieving CON is to not tax the 
offshore income of resident companies (Griffith et al 2008). 
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Dividend imputation and offshore investments 

Many submissions support dividend imputation, indicating it is well understood by 
Australian investors, generally avoids the double taxation of company profits and lowers the 
cost of funding for Australian firms. However, submissions suggest there is scope to review 
aspects of the imputation system to improve how it operates for Australian firms investing 
offshore. 

A number of submissions argue that the denial of imputation credits for foreign taxes paid 
on foreign income distributed to resident shareholders limits their ability to access capital for 
offshore investment. This impairs their international competitiveness. In effect, under the 
imputation system, resident shareholders are provided with a deduction, rather than a 
credit, for foreign taxes paid by the company. To redress this situation, submissions propose 
a credit or some recognition for foreign tax paid. 

However, paying foreign tax does not benefit Australians, whereas Australian tax funds 
public services. The absence of a foreign tax credit then aligns an investor’s private return 
from investing overseas with the national return and provides a counter-balance to 
incentives for Australian companies to shift investments to low-tax countries. This view is 
consistent with maximising Australian (rather than global) welfare, but assumes no spillover 
benefits from offshore investment and disregards any costs of biasing the saving portfolio 
choices of residents (see Section 6.7). Providing a credit for foreign tax paid might also 
reduce the integrity benefits associated with imputation. 

A number of submissions propose the mutual recognition of imputation credits between 
Australia and New Zealand. This would see imputation credits being provided for foreign 
taxes on a reciprocal rather than unilateral basis. Mutual recognition is said to lead to greater 
efficiency in trans-Tasman investment and help develop a single economic market. These 
benefits would need to be balanced against potential distortions to the location decisions of 
Australian companies with a choice between investing in New Zealand or a third country. 

The above arguments for and against providing imputation credits to resident shareholders 
for foreign tax assume that shareholder-level taxation is relevant to companies’ investment 
decisions. An alternative view is that shareholder-level taxation is not relevant (see 
Section 6.2) as non-resident investors are the marginal source of financing. 

On this alternative view, providing a credit to resident shareholders for foreign taxes paid is 
unlikely to affect the offshore investment decisions of Australian companies. However, as 
one business submission notes, dividend imputation may still increase the cost of capital in 
these cases. This is because raising equity from non-residents to fund an offshore investment 
will see those non-residents claiming a share of any imputation credits the company 
generates from domestic investments. The availability of imputation credits for resident 
shareholders would therefore fall. 

To address the bias arising from the loss of credits, or the more general bias against offshore 
investments, a number of submissions propose that dividend streaming be allowed to 
maximise the use of imputation credits. In particular, they favour streaming of (unfranked) 
foreign income to non-resident shareholders. This would require a change from the current 
policy of trying to prevent streaming on the basis that it is inconsistent with the integrated 
treatment of shareholders and companies upon which imputation is premised. 
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Dividend streaming raises issues beyond the treatment of foreign income earned by 
Australian companies. Dividend streaming is arguably already achievable in certain ways, 
for example, through dual listed company structures or share buy-backs. Submissions note 
that existing anti-streaming rules add considerable complexity to the tax system and increase 
business compliance costs — including for those that are fully foreign-owned. 

Dividend streaming proposals can also have different objectives. For example, foreign 
multinationals with a secondary listing on the Australian Stock Exchange could be allowed 
to ‘pay’ franked dividends to Australian shareholders in those multinationals (out of credits 
generated by their Australian subsidiaries). The rationale for this alternative would be to 
improve Australian capital markets and provide an incentive for foreign multinationals to 
pay Australian tax. 

Competitiveness of Australian-based managed funds and other financial 
service providers 
For Australian-based managed funds and other financial services providers, taxing the 
foreign source income from the investment of funds provided by non-resident investors 
could disadvantage them relative to overseas funds. Providing targeted concessions to 
remove or reduce tax on such conduit income may still give rise to higher operating costs. 
However, if exemptions are broader, it may be more difficult to maintain the ability to tax 
resident investors on these funds and non-residents on Australian investments. 

The Australian Government has asked the Panel to consider tax settings that would assist in 
positioning Australia as a financial services centre in the region. The Government hosted, in 
conjunction with the NSW Government, a financial services hub summit in July 2008. 
Following the summit, the Australian Government announced the establishment of an 
Australian Financial Centre Forum to further Australia’s development as a regional financial 
services centre. 

Participants at the summit identified tax, regulatory and other impediments. Participants 
cited the complexity, uncertainty and inflexibility in the administration of tax law as 
deterrents to foreign investment. They proposed lower taxes on inbound investment through 
reductions in withholding taxes, expansion of the offshore banking unit concessions, and a 
reduction in the company tax rate. Matters related to these issues are discussed in 
Sections 6.1 to 6.2, and Section 8. A further issue, raised in submissions, is discussed below. 

Input taxing of financial service providers 

Financial services providers in Australia, as in many other countries, are input taxed on 
financial supplies under the GST. Taxing inputs into a production process is generally 
considered to be inefficient, as it distorts production as well as (once the input taxes are 
passed on) consumption choices. 

This results in what submissions described as an ‘embedded’ cost, which increases the 
provider’s cost structure and that can cascade through the prices of other goods and services 
in the economy, contrary to the basic intention of a GST. It can also give rise to additional 
complexity (rules relating to reduced input tax credits are required) and increase compliance 
costs. For highly mobile financial services, input taxing may reduce international 
competitiveness. 
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Financial services give rise to technical problems under the invoice-credit-style GST because 
the tax is applied to the expected profit margin for each transaction. This is problematic for 
many financial services as implicit fees are typically charged by adjusting interest rates, with 
millions of transactions occurring daily. 

Submissions suggest adopting alternative approaches to taxing financial services, such as 
New Zealand’s approach to taxing financial services, to mitigate some of these effects. 
Alternatively, there are some variants of business cash-flow taxes (discussed in Appendix E), 
which could potentially address issues around taxing implicit fees. Changes would need to 
balance the potential benefits of removing taxes on business inputs with the implications for 
the treatment of household consumption of financial services. 

Consultation question 
Q6.2 What changes, if any, to the tax system would improve the ability of Australian 

companies to operate internationally orientated businesses? How should the tax 
treatment of companies and shareholders be integrated in an open economy? 

6.4 Investment and risk-taking biases 
Effective tax rates on investments in Australia vary considerably depending on the 
investment and associated risks. This variation reflects the different tax treatments of various 
assets, of net losses compared to net gains, and a range of specific rules, concessions and 
exemptions. 

Through altering relative prices, these tax biases can affect the efficient allocation of 
resources within the economy by potentially diverting inputs and outputs from their most 
valued use to lower valued uses, discouraging some productive investment and reducing the 
overall productivity of the economy. These tax arrangements are also among the more 
complex parts of the tax system, resulting in a system that is difficult for government to 
maintain and for business and households to understand and comply with. 

Summary of key messages from submissions 

Many submissions express concern that current allowances for depreciation or the 
amortisation of certain tangible and intangible assets are inadequate and reduce 
international competitiveness. In particular, there are concerns about the limited 
recognition for certain business intangibles, such as acquired goodwill. 

A number of submissions support stepped rates for capital gains tax (CGT), with rates 
declining the longer an asset is held, to encourage more long-term investments. However, 
some express concern over disincentives to sell assets (‘lock-in’). 

A number of other specific changes are suggested, including providing additional 
roll-overs, clarifying the revenue/capital distinction, and providing for managed fund 
assets to fall only within the CGT provisions. 
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Summary of key messages from submissions (continued) 

Submissions note that the treatment of losses is asymmetric and negatively affects risk 
taking and international competitiveness. A number of changes were suggested, most 
commonly to allow the carry-back of losses. 

A number of submissions suggest that the tax treatment of research and development 
should be made more generous. The recommendations of the Innovation Review (2008) 
are also supported. Submissions also propose providing tax incentives for a range of other 
activities or sectors, including those relating to small business, shipping, the environment, 
technology and infrastructure. 

Submissions suggest that the compliance costs and risks imposed on taxpayers arising 
from the business tax system — its administration, complexity and uncertainty — should 
be reduced. 

 

Measuring business profits and losses 
Australia notionally operates an income tax base at the company or business level. While 
some countries’ tax systems deal with the challenges of implementing an income tax better 
than others, taxing investments on an income basis inevitably gives rise to distortions and 
significant complexity due to inherent difficulties in measuring and recognising gains and 
losses. 

The difficulties inherent in a comprehensive income tax include adjusting for inflation, 
measuring changes in asset values and accounting for the timing of inflows and outflows. 
The current tax system also measures investment gains and losses differently depending on 
the form of investment, the type of investment or industry in which it occurs, and the entity 
or entities involved. Even when annual income is measured accurately, the tax system treats 
measured net gains and losses asymmetrically. 

Most of these biases and complexities could potentially be addressed under an expenditure 
tax system, though the treatment of net losses would remain an issue. Box 6.4 and 
Appendix E outline the principal types of business expenditure taxes: a cash-flow tax or an 
ACE system. 

Broad reform approaches are to either improve on current income tax arrangements (either 
by adopting a broader base or, as submissions suggest, a narrower base) or move to a 
business level expenditure tax. Under either approach, the treatment of losses may need to 
be further considered. Some of the issues involved in adjusting arrangements in an income 
tax framework are discussed in more detail below. 

Taxing returns that compensate for inflation 

As discussed in Section 3.2, the income tax system generally taxes the full nominal return on 
an investment, rather than the real return which excludes the inflation premium. This means 
the effective tax rate on the real return to investment can be higher than the statutory tax 
rate. 
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There is a trade-off between the efficiency gains from reducing distortions by trying to 
accurately adjust for inflation and the efficiency losses from the increased operating costs 
that would result. Given that price stability is a key objective of monetary policy, the case for 
comprehensive adjustments for inflation appears weaker now than it was in the past. 

The measurement of declines in asset values 

Australia moved to effective life depreciation in 1999. More recently, the diminishing value 
rate for depreciation deductions was increased from 150 per cent to 200 per cent (commonly 
referred to as ‘double declining balance’ depreciation). These changes were made to better 
reflect the underlying pattern of economic depreciation for most assets and so improve the 
neutrality of investment decisions in an income tax framework. 

Some submissions express the view that some effective lives do not currently reflect 
experience in the market, discourage investment and create biases against certain 
investments (including long-lived assets). Submissions also express the view that capital 
allowance rules for both tangible and intangible assets should be brought into line with other 
countries to improve international competitiveness (consistent with an approach of 
narrowing the tax base, as discussed in Section 6.2). In particular, there are concerns there is 
no recognition for the decline in value of acquired goodwill. 

However, more generous arrangements could increase efficiency costs arising from 
distorting investment choices. 

Tax depreciation affects the effective tax rate and the after-tax profitability of an investment 
project. Even where the effective life of an asset is accurately assessed, tax depreciation 
allowance schedules represent approximations of the actual pattern of economic 
depreciation. True economic depreciation, which is the real decline in the value of assets as 
they age in use, is likely to vary significantly across different types and uses of depreciating 
assets. 

A number of exceptions allow tax depreciation rates to diverge from those based on effective 
life. A significant exception is the building depreciation provisions, which provide deduction 
rates of either 2.5 per cent per annum or 4 per cent per annum. Also significant are the 
statutory life caps that have been placed on the effective life of certain assets, providing 
accelerated depreciation. Another example is immediate deductions for expenditures, such 
as certain repairs and maintenance expenses, even where the expenditure is consumed over 
time — providing an incentive to extend the life of existing assets rather than replace them. 

Chart 6.5 compares the EMTRs of various tangible assets depending on tax depreciation 
regime and asset effective life. All investments that are immediately expensed face an EMTR 
of zero. This is because immediate expensing effectively exempts normal returns. Where tax 
allowances equal the economic depreciation, the EMTR is equal to the statutory tax rate as 
the normal returns are fully taxed. Where tax allowances are underprovided, the EMTR 
faced would be above the statutory tax rate. The downward sloping nature of the EMTR 
schedules reflects capital allowances based on historical cost rather than current cost. 
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Chart 6.5: Comparison of nominal EMTRs of equity financed investments by 
depreciation arrangement and effective life 
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Note: Assumes a nominal interest rate of 6 per cent, inflation of 2.5 per cent and statutory tax rate of 30 per cent. Depreciation 
allowances under ‘double declining balance’ and ‘150% loading’ are calculated based on effective life and diminishing value 
method at historical cost. Under the ‘economic depreciation’ method, capital allowances equal economic depreciation at current 
cost. The capital allowances for tractors, trucks, aeroplanes and gas transmission assets are calculated based on their statutory 
effective life caps. The effective lives for these assets as determined by the Commissioner of Taxation are 12, 15, 20 and 30 
years respectively (ATO Tax Ruling 2008/4). 
Source: Australian Treasury estimates. 
 
Intangible assets pose even greater difficulties in estimating appropriate rates of economic 
depreciation (or in many cases, appreciation). The value of these assets, and how values 
change over time, can be inherently difficult to ascertain as intangibles exhibit different rates 
of economic depreciation (or appreciation). As discussed in Box 6.5, the treatment of 
intangibles can vary markedly. 

The measurement of gains in asset values 

Appreciating assets are generally subject to CGT. CGT was introduced in 1985 partly to 
enhance the neutrality of treatment for assets that generate gains via increases in their value 
(such as land and some financial assets) compared to assets that generate gains via cash 
flows (such as interest-bearing accounts). For businesses and certain other taxpayers, 
appreciating assets may also be taxed on revenue account or under accruals-like rules. 

Submissions raise several concerns with the current CGT system. A number of submissions 
also raise concerns about the clarity of the revenue/capital divide while others seek a CGT 
treatment. 
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Box 6.5: Intangible assets and goodwill 

Intangible assets and goodwill form a large part of the book value of listed Australian 
firms. The concentration of reported intangible assets is likely to vary depending on 
industry sector and firm type. PricewaterhouseCoopers (2006) found that in their 2005 
year-end financial statements, ASX 200 companies reported around $112 billion in 
intangible assets. (The market capitalisation for the ASX 200 as reported by Standard & 
Poors (2008) was around $800 billion on 30 June 2005). Of these intangibles, goodwill 
represented 58 per cent, contract-related assets (such as franchise agreements) 24 per cent, 
marketing-related assets (such as brands and mastheads) 9 per cent and customer-related 
assets (such as customer lists) 1 per cent. 

Some intangibles, such as patents and in-house software, are currently treated as 
depreciating assets for tax purposes. For other intangibles, such as acquired goodwill, there 
are no provisions to allow taxpayers to deduct or amortise these amounts. The sale and 
acquisition of goodwill, for example, falls within the CGT provisions. To the extent that 
acquired goodwill and other intangible assets are depreciable assets with finite effective 
lives (accounting standards prohibit the amortisation of intangibles with an indefinite 
effective life), an income tax system should recognise real declines in value. 

However, in other respects the tax system provides for a more generous treatment of 
intangibles than appropriate when measured against an income tax benchmark. In 
particular, expenditures incurred to build goodwill and certain other intangibles are 
immediately expensed, without the value of the asset generated being recognised. The 
taxation of the cash flow arising from the sale of these intangibles plus the immediate 
expensing means that this form of investment is (when equity funded) afforded 
expenditure tax-like treatment, with a zero EMTR. When debt funded, the EMTR is 
negative. 

Where acquired goodwill declines in value, the expenditures required to maintain 
goodwill are typically immediately deductible. The deductions for expenditure sufficient 
to maintain the level of goodwill means that the investment in acquired goodwill has 
access to deductions equivalent to allowing write-off based on economic depreciation.  

 
Biases arising from the CGT treatment of appreciating assets 

Levying CGT on realisation (when an asset is disposed) results in tax deferral, which creates 
two biases. 

• It results in a falling effective rate of CGT the longer an asset is held. Thus, the effective 
rate of CGT is lower than that applied to a comparable asset that generates cash returns 
(see Box 6.6). 

• Asset owners may be discouraged from selling their assets, even when a potential 
buyer values them more highly (the ‘lock-in’ effect). 

The decline in the effective rate of CGT the longer an asset is held is avoided under current 
asset test arrangements in the transfer system that deem a return to capital assets, effectively 
proxying the accruing gain. 
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While the extent to which lock-in is a problem in practice is unclear, the current law contains 
a large number of roll-over provisions that address potential lock-in where taxpayers are 
particularly sensitive to realising a liability. Some submissions propose further specific 
roll-overs, such as to allow superannuation funds to merge or for the transfer of intellectual 
property to a spin-off company. 

Improving the CGT system 

To improve incentives to invest and to encourage long-term investment, some submissions 
propose introducing stepped CGT rates, with the rate of tax declining the longer an asset is 
held. Such stepped-rate approaches have been a feature of CGT arrangements in some other 
countries. However, adopting stepped rates would have potential downsides. Short-term 
investments are not necessarily less productive than long-term investments. A yet more 
favourable CGT regime could further distort investment choices and exacerbate lock-in. 

An alternative approach suggested in academic literature would be to continue to assess 
capital gains and losses when they are realised but to provide an uplift to realised gains, with 
symmetrical treatment for realised losses. This is equivalent to accrual-based taxation. 
However, it could exacerbate problems arising from the lumpiness of realised capital gains 
when assessed against progressive tax rates, and could increase complexity. 

Submissions also place emphasis on reducing the complexity and operating costs associated 
with current CGT arrangements. In particular, some submissions propose CGT exemptions 
for assets held beyond five or 10 years on the basis it would simplify record-keeping 
requirements. The CGT regime is complex and costly to operate. General reasons for this 
include: 

• the provisions have a broad reach and there are numerous concessions; 

• they have also been drafted in a highly prescriptive way and have become outdated; 

• the CGT rules can interact with other parts of the tax and general (equity, property and 
contract) law in complex ways; and 

• changes to the provisions can be ad hoc. 

The four small business CGT concessions are also a major area of increasing complexity. 
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Box 6.6: CGT tax deferral benefits 

This example compares two assets held by a taxpayer facing a 30 per cent tax rate: a bank 
account paying 10 per cent interest taxed on an annual receipts basis (when net interest 
accumulates), and a piece of land which appreciates in value at 10 per cent a year, but 
which is taxed on disposal. The land owner will have more post-tax cash available than the 
bank account holder, even in the absence of a CGT discount. 

Table 6.3: Example of the CGT deferral benefit 
Bank account Appreciating land  

Pre-tax 
interest 

Tax Post-tax 
interest 

End 
period 

balance 

Net 
cash 
flow 

Appreciation End 
period 
value 

Tax on 
sale 

Net 
cash 
flow 

Year 0    $10,000 -$10,000  $10,000  -$10,000 

Year 1 $1,000 $300 $700 $10,700  $1,000 $11,000   

Year 2 $1,070 $321 $749 $11,449  $1,100 $12,100   

Year 3 $1,145 $343 $801 $12,250  $1,210 $13,310   

Year 4 $1,225 $368 $858 $13,108  $1,331 $14,641   

Year 5 $1,311 $393 $918 $14,026  $1,464 $16,105   

Year 6 $1,403 $421 $982 $15,007 $15,007 $1,611 $17,716 $2,315 $15,401 

Internal rate of return 7.000%  7.463% 

EMTR 30%  25% 

Although there is a large tax liability for the land in the final year when it is sold, the 
deferral benefit means the effective tax rate is significantly lower than the interest-bearing 
investment. The land owner has the benefit of tax-free accumulation in the preceding 
years. The tax deferral benefit means that the effective tax rate under CGT declines the 
longer the asset is held (Chart 6.6). 

Chart 6.6: Nominal EMTR on a CGT asset 
By holding period (in years) 
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Source: Australian Treasury estimates. 
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Risk taking 

Entrepreneurial activity can make an important contribution to economic growth. New 
entrants in a market can introduce more highly valued products, new production methods 
and processes, and organisational innovations. These in turn can provide spillover benefits 
to existing firms. Potential entrepreneurs typically face a choice between returns from risky 
entrepreneurial projects and a more stable income from the current use of production factors. 

As identified in a number of submissions, an important structural element in the tax system 
that can affect risk taking is the extent to which the treatment of net losses matches (is 
symmetrical to) the treatment of net income or gains. Submissions argue the current 
asymmetric treatment of losses, described in the Architecture paper, inhibits Australia’s 
international competitiveness. 

The treatment of losses and risk taking 

A proportional (flat rate) income tax with full loss offset can be expected to share risk and 
returns between an investor and government. Thus, the tax has little effect on investors’ risk 
taking. This is because investors can increase the proportion of risky assets in their portfolios 
so the after-tax risk is unchanged. In a full loss offset case, government is effectively a ‘silent 
partner’ in the investment, by taking a share of the risky return if it succeeds, and providing 
a full offset if it fails. Broadly, the tax imposed on the risky project reduces the rewards of 
success and the losses from failure. 

Partial loss offsets, as in Australia, can distort risk taking in either direction, depending on 
the size and direction of income and substitution effects (IMF 1995). If the project is part of a 
large entity, such as a consolidated group, that has profits against which to offset a loss, the 
entity will receive full value for the loss. If a business does not have other profits against 
which to offset a loss, and it cannot pass the loss to the individual investor, it must carry 
forward the loss to be offset against future income. Losses carried forward lose value over 
time, and tax law can also limit access to current and carried forward losses. These effects 
can create a tax bias in favour of large companies and less risky investments. 

The income tax system can also distort risk-taking behaviour where tax is not levied 
proportionately, for example where there are progressive income tax rates as may apply to a 
sole trader or partners in a partnership. Where gains are assessed against a higher tax rate 
than the rate at which losses are accessed, progressive personal rates effectively tax success 
more than they subsidise failure. This effect can be further exacerbated by progressive credits 
such as the entrepreneurs’ tax offset, which reduces the tax liability for entrepreneurs whose 
income is lower than a specific threshold. 

Providing a more neutral treatment of losses 

If the economic costs of the current treatment of losses are considered sufficient to justify 
moving to a more symmetrical treatment, or full loss offset position, a range of approaches 
could be considered. 

To improve the treatment of losses, submissions generally support allowing loss carry back, 
against (time-limited) past tax payments. Suggestions as to the period within which losses 
can be carried back range from one to three years. Another approach could be to index losses 
carried forward using a risk-free rate of return, with an adjustment to compensate investors 
for the risk that the loss will never be utilised. 
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Other options similar to full loss offset include providing refunds proportionate to the losses, 
allowing losses to be offset against a firm’s other tax payments, and allowing losses to be 
traded. These offsets would address loss issues for projects with uncertain overall returns. 
However, integrity issues would be significant. Tax collections would also likely become 
more variable and cyclical. 

Loss offset could also be improved by allowing losses to pass from an entity to the 
underlying owners. This is part of the proposal to provide a flow-through treatment to small 
business and is a specific objective of proposals to provide flow-through treatment for 
certain exploration companies (see Box 6.7). 

The merits of such proposals depend in part on: how they interact with other aspects of the 
tax system, such as dividend imputation and CGT; long-standing integrity concerns around 
artificially generated losses; and the net impact on operating costs. It also becomes more 
important to prevent tax losses arising from timing misalignments, such as for 
negatively-geared rental properties. Further, any move to a more generous treatment also 
needs to consider the treatment of existing accumulated losses. 

Box 6.7: Flow-though for exploration companies 

Loss offset could be improved by allowing losses to pass from an entity to the underlying 
owners, as currently happens for sole traders and partnerships, by using flow-through 
share schemes. This type of scheme has been proposed for junior exploration companies. 

Broadly, a flow-through share scheme encourages investment in exploration in preference 
to other investment options, by allowing deductions (or equivalent tax credits) generated 
from exploration expenditure to ‘flow-through’ from the exploration company to its 
shareholders. An exploration company generates losses as it incurs exploration 
expenditure with, generally, little income to offset that expenditure. While the losses are 
able to be carried forward, the risk that they will not be absorbed is predictably high, given 
the risky nature of exploration. 

Reforms to the treatment of losses incurred by exploration companies need to be 
considered in the context of any broader reforms to the treatment of losses and entities 
across the business tax system.  

 

Other business concessions 
Submissions call for a range of new tax concessions or improvements to existing exemptions 
for small business. 

Like other countries, the business tax system in Australia provides specific tax concessions 
for particular types of investments. The major business tax concessions currently available in 
Australia include research and development (R&D) concessions, statutory caps on the 
effective lives of some depreciable assets, accelerated write-offs for certain capital 
expenditures, film investment incentives, and small business concessions. There is also a 
range of non-tax sector-specific industry assistance including measures for primary 
production (such as relief for exceptional circumstances, including interest rate subsidies) 
and for the automobile sector (structural adjustment payments and the Green Car 
Innovation Fund). 
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A rationale for certain business concessions is that they can help productivity growth by 
providing incentives for particular activities that may be underprovided by the market. For 
example, incentives to undertake R&D are usually justified on the basis there are spillover 
benefits to the rest of the economy. However, business tax concessions alter the allocation of 
resources in the economy by changing the relative prices of inputs and outputs. These price 
distortions can result in an inefficient allocation of resources within the economy, reducing 
productivity. 

Another rationale for some concessions (also advanced in a number of submissions) is 
international tax competition, with concessions proposed to achieve comparative outcomes 
with other countries for investments that could be undertaken elsewhere. Such proposals 
need to be considered from the broader perspective of the overall competitiveness of the tax 
regime (as discussed in Section 6.1), while also taking into account the potential 
misallocation of domestic investments they create. 

Consultation questions 
Q6.3 Can the tax system be restructured to improve resource allocation within the 

economy and minimise operating costs, and if so, how? What changes would reduce 
distortions to risk taking and encourage entrepreneurial activity? 

Q6.4 What principal goals should inform the taxation of capital gains in Australia, and 
what, if any, changes should be made to capital gains tax as a result? 

6.5 Biases affecting commercial decisions 
As well as affecting the investment choices of businesses, the tax system can also affect other 
commercial choices, such as financing and the distribution of profits to owners, and the 
choice of business structure. 

Summary of key messages from submissions  

Submissions support dividend imputation because it provides a neutral treatment of debt 
and equity for resident investors by addressing the double taxation of corporate profits. 
Most submissions consider that the imputation system generally lowers the cost of capital. 

A number of submissions propose flow-through treatment for companies and, possibly, 
other entities either in general or in particular cases (including for small businesses, 
indigenous ventures or venture capital). 

Some non-business organisations express concern over the tax advantages arising from the 
use of certain business entities, particularly discretionary trusts. 

There are a few other concerns about the current entity arrangements. One is the potential 
for managed funds to be taxed as companies. 
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Sources of finance: debt and equity 
Firms can raise capital to finance investments in a number of ways. Firms can issue equity or 
debt or finance investment from retained earnings.9 Nominal interest payments are 
deductible from Australia’s company income tax base but total corporate profits (or returns 
on equity) are taxed. This can provide a tax incentive for firms to finance investment out of 
debt rather than equity. 

The different treatments of debt and equity are a major source of complexity in the income 
tax system. For example, they necessitate complex rules to classify instruments as debt or 
equity and require ‘thin capitalisation’ rules to prevent profits being shifted from Australian 
firms to firms in low-tax jurisdictions. A number of submissions express concerns around 
Australia’s thin capitalisation rules, citing their complexity and potential interactions with 
the transfer pricing rules. 

To the extent capital is not perfectly mobile, as may be the case particularly for small unlisted 
domestic firms, financing decisions may be influenced by taxes on capital income (dividends, 
capital gains, interest) at the personal level. Even with dividend imputation, investments 
financed by retained earnings can be favoured over new equity, due to the concessional 
treatment of capital gains. The tax system may therefore provide a tax advantage to more 
mature firms and discourage the entry of new firms. Distortions to firms’ payout policies 
may also arise (Jones 2008). 

However, where the marginal source of finance is the international capital market, interest 
deductibility coupled with a lack of credit for Australian company taxes may bias the capital 
structure of the firm towards higher levels of debt. This bias might then affect other factors 
driving the firms’ choice of capital structure such as liquidity, the ability to match 
asset/liability durations and to adapt to changing economic conditions. 

Providing a more neutral treatment of debt and equity 

There are other approaches to address distortions arising from the debt/equity distinction at 
the business level apart from dividend imputation, which becomes less effective as the 
economy becomes more open and capital more mobile. 

Business level expenditure taxes, such as an ACE or business cash-flow tax, could provide a 
more neutral treatment of debt and equity at the business level. As discussed in Box 6.4, an 
ACE system allows a deduction for company equity at an interest-equivalent rate. Under a 
cash-flow tax, the immediate expensing of investment means that the normal return on 
equity is not taxed, thereby providing neutral treatment between debt and equity. 

Another approach, the CBIT proposed by the United States Treasury in 1992, would be to 
include debt interest payments in the company income tax base by removing interest 
deductibility. However, under this approach, the cost of debt financed from foreign investors 
would increase. The extent to which debt-equity neutrality is achieved also depends on the 
tax treatment of capital income in the foreign investor’s country of residence. As noted in 

                                                      

9 In practice, the distinction between debt and equity can be blurred for hybrid instruments that combine debt 
and equity features, such as non-cumulative preference capital. 
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Section 6.2, while the CBIT has not been formally adopted by any country, there have been 
partial steps taken in some countries (for example, Germany) to limit interest deductibility. 

Choice of business organisation 
Businesses and investors can use a variety of organisational forms, with considerable 
variation in the income tax treatment of the entity type and the underlying owners. As 
discussed in the Architecture paper, this sets up the potential for inefficient outcomes that can 
affect overall business productivity. A potential inefficiency is that businesses will be 
conducted through multiple entities or a sub-optimal entity structure. 

The different tax treatments applying to different entity types largely revolve around the 
degree of integration between the firm and the investor. For example, partnerships reflect 
full integration, while companies are taxed separately from their shareholders with dividend 
imputation providing partial integration. 

In the past, proposals have been made for uniform treatment across most entity types, such 
as company tax style treatment. The intention was to achieve consistency and so reduce 
distortions and complexity. However, doing so can introduce complexities of its own, 
imposing higher tax operating costs on many businesses. An alternative viewpoint is 
reflected in Auerbach et al (2008), who argue that allowing for heterogeneity in 
organisational form is a means by which to accommodate the different circumstances of 
firms and owners. 

Another approach would be to move away from taxing entities separately from their 
underlying owners, by looking through the entity — ‘flow-through’ treatment. This is the 
reform path favoured in submissions, generally on an optional or elective basis. Such an 
approach would allow for a more integrated, partnership-like, treatment of companies and, 
possibly, other entities. In the United States, ‘S-corporation’ rules provide for such an 
outcome and ‘check the box’ rules (also proposed in a submission) allow entities to elect for 
flow-through treatment. 

A flow-through approach would potentially make tax affairs simpler for small businesses by 
allowing business income to be taxed in the individual’s hands, rather than at the company 
level. This would avoid the need to comply with complex company tax provisions. It could 
also reduce the cost of capital for small startups, as losses could be more readily utilised. A 
specific flow-through proposal for small business is discussed further in Section 6.6. 

Possible disadvantages include additional complexity arising from two distinct company tax 
treatments. The choices facing business could also increase, particularly if flow-through was 
optional. While the United States’ experience demonstrates the practicality of flow-through 
options, its rules were developed as a means of addressing the double taxation of company 
profits under the classical system and, hence, had a stronger rationale. In Australia, 
imputation is the primary means of addressing this. The United States has also experienced 
integrity issues with its ‘check the box’ approach. 

Another possible approach is to set key elements of the overall system, including business 
and personal income tax rates, to allow for a simpler set of rules to align the tax treatment of 
entities and owners. An example is the combination ACE tax system at the business level 
and a dual income tax system at the personal level, as advocated in Griffith et al (2008). The 
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authors propose setting business and personal income tax rates so that the combined taxes 
on capital income are equal to the top tax rate on labour income. This is said to avoid the 
need for crediting provisions and remove incentives to characterise labour income as capital 
income. 

Consultation question 
Q6.5 Should the tax system provide a more neutral treatment of different financing 

arrangements (debt, equity and retained earnings), and if so, how? What principles 
should inform approaches to entity taxation? 

6.6 The treatment of small business 
A range of specific provisions intended to assist small business activity, or reduce tax 
operating costs, are contained in the income tax system, as well as other taxes such as payroll 
tax. These provisions may temper the relatively high operating costs facing small business, 
but can add to the overall complexity of tax law and affect resource allocation in the 
economy. 

Summary of key messages from submissions  

Several submissions indicate that tax concessions for small business are justified, given the 
inherent disadvantages faced by small business. These submissions consider that small 
business makes important contributions to employment and economic growth. 

Some submissions propose further rationalisation of existing small business concessions to 
minimise operating costs. Other submissions are more critical of existing small business 
concessions and indicate that separate arrangements (such as a separate tax code) for small 
business are required, possibly with more concessional arrangements and exemptions 
from state taxes and duties. 

Some submissions claim that existing concessions for small business cannot be justified on 
efficiency or equity grounds. These submissions argue for more neutral treatment of small 
business, with the abolition or reduction of current concessions, such as the CGT and 
payroll tax concessions.  

 

Rationales for small business specific rules 
The tax system provides a range of concessions or separate rules for small business. 

One rationale for these arrangements is the contribution small business makes to the overall 
economy, through product differentiation, entrepreneurship, job creation and increased 
competition. A number of submissions call for lower income taxes for small business, 
generally based on such a rationale. Thresholds exempting small businesses from payroll 
taxes are also often supported on this basis, as well as to reduce operating costs. 

A second rationale is to counter the inherent disadvantages of being small, including high 
tax operating costs and potentially less ability to offset net business losses against other 

Page 154 



Taxing business and investment 

income streams. Submissions acknowledge current tax concessions are designed to address 
some of these problems, but there is a view that they have not succeeded in their purpose. 
Some submissions propose the development of alternative small business arrangements that 
could provide for increased upfront write-off of capital expenditure and more extensive 
exemptions from state taxes and duties. 

Small businesses are inherently more closely aligned with the individuals or family that own 
the business. The profits of a small business represent a return to work (labour income) and 
invested capital. The small business CGT retirement concessions reflect this relationship, as 
do various integrity measures. Also reflecting this alignment, submissions with a small 
business focus support reducing the top personal income tax rates before reducing the 
company tax rate. 

Some submissions express concerns about the robustness of the underlying rationale for 
providing specific concessions for small business. Such submissions take the view that 
existing concessions cannot be justified on either efficiency or equity grounds. Recent work 
also suggests that small business incentives have no discernible impact on economic growth 
(Johansson et al 2008). The discussion of small business issues in the Mirrlees Review 
(Crawford and Freedman 2008) provides a critical perspective on whether concessions are 
appropriate and whether the benefits outweigh the costs. 

Entity flow-through taxation 

The Australian Government has asked the Panel to consider a proposal for an optional entity 
flow-through arrangement, which is also raised in a number of submissions. The proposal 
would allow small businesses to operate formally within a limited liability entity, typically a 
company, while effectively treating the business as a partnership for tax purposes. 

Broadly, the deemed partnership would calculate its taxable income or tax loss and allocate it 
to individuals based on their interest in the entity. Allocated profits and losses would be 
assessed at the individual investor’s personal tax rates. In the case of a taxable income 
distribution, the outcome would be the same as currently provided through dividend 
imputation. In the tax loss situation, to the extent the investors have other taxable personal 
income it would allow losses to be used in the year they are generated. 

Partnership-like treatment also means a number of rules associated with companies are not 
required, including rules on payments to associated entities, franking accounts and the 
carry forward of losses. 

However, as noted in the discussion of business structures, a disadvantage of such an 
approach is that it could give rise to additional complexity. Hence, the impacts of entity 
flow-through on tax system operating costs would need to be carefully considered. Entity 
flow-though may also offer an opportunity to simplify other parts of the tax-transfer system, 
such as the small business CGT concessions, or to simplify the arrangements for all small 
business structures on a more uniform basis. 

Consultation question 
Q6.6 Should the tax system be structured to cater for the specific circumstances of small 

business, and if so, how? 

Page 155 



Australia’s future tax system — Consultation paper 

6.7 Biases in the personal investments of residents 
As well as affecting the overall level of savings of a household (discussed in Section 3), the 
tax-transfer system also affects the way households allocate their savings between different 
financial and real investments. 

This section provides an overview of issues regarding household savings. The discussion in 
previous sections around dividend imputation, capital gains, the treatment of different 
entities, and of losses and risk taking, is also relevant to household choices. The discussion of 
housing in Section 10, of retirement savings in Section 5 and the separate retirement incomes 
paper, are also of particular relevance in light of the share of housing and superannuation in 
total household assets. 

Summary of key messages from submission 

Submissions note that interest-bearing accounts and assets are taxed heavily compared to 
other investments, with implications for incentives to save and for equity. These 
submissions suggest a variety of means of providing more favourable treatment for 
interest income such as through exemption, taxation at a low flat rate or tax preferred 
savings accounts. 

Some submissions suggest moving to a 30 per cent capped rate on capital income or 
considering a low flat rate tax on capital income (a dual income tax). 

A number of submissions raise concerns regarding the 50 per cent discount available for 
individuals (particularly for rental properties) and the CGT exemption for principal 
residences. These submissions are concerned that the concessions favour the wealthy or 
increase house prices. 

Reflecting concern over negative gearing, some submissions also propose capping the level 
of deductible interest to income generated by the investment, with excess deductions 
carried forward. 

Other submissions take an alternative view of the 50 per cent CGT discount, negative 
gearing and the general availability of interest deductions, citing their role in encouraging 
the supply of housing and rental properties and referring to similar arrangements 
overseas.  

 

The treatment of household savings 
The principal assets of Australian households are the houses they own and live in 
(44 per cent of household assets), other property including rental properties (16 per cent), 
superannuation (13 per cent), shares and interests in trusts (12 per cent), personal use assets 
(11 per cent), and bank accounts and bonds (4 per cent). 

There is considerable variation in the treatment of different household assets and 
investments. 
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Owner-occupied housing receives a treatment close to that of an expenditure tax, reflecting 
the non-taxation of imputed rent and a CGT exemption. While a number of state taxes apply 
to residential land and housing, including rates, land tax and stamp duty, they only provide 
a limited shift towards an outcome consistent with an income tax benchmark. In addition, 
some of these taxes will have been capitalised in the purchase price and so do not affect 
marginal returns. 

For rental properties, although rental income and capital gains are subject to tax, interest and 
depreciation expenses are fully deductible, while capital gains are only partially taxed on 
realisation. A number of submissions express concern over the treatment of negative gearing, 
which is discussed further in Box 6.8. Investments in shares also fall below an income tax 
benchmark, principally due to the availability of the CGT discount. 

The ability to invest in superannuation out of pre-tax income through SG contributions or 
salary sacrifice arrangements can provide a tax treatment more favourable than under an 
expenditure tax for individuals on higher personal rates. Individuals on lower personal tax 
rates do not receive such favourable treatment, though they may benefit from 
superannuation co-contributions. 

The entire nominal return on interest-bearing bank deposits and bonds in the hands of a 
resident investor are taxed on an annual receipts basis at the full personal income tax rate. 
This difference increases when inflation is taken into account. Submissions express concern 
that, relative to the other types of savings, term deposits are taxed unfavourably. One 
submission notes that the total value of financial assets of households held in the form of 
deposits has fallen from 30 per cent in 1990 to 18.5 per cent in mid-2007. However, where 
bank deposits are held for transaction purposes, the full return may not be taxed under the 
income benchmark. Most financial institutions offer cheque and transaction account 
products with free or reduced price transaction services in exchange for lower interest yields 
on deposits. 
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Box 6.8: Negatively geared property 

Submissions raise a number of concerns about the concessional treatment for negatively 
geared investment properties. For an individual investor, the tax treatment of a negatively 
geared property would typically involve: the full taxation of rental income; a 50 per cent 
CGT discount on disposal of the property (with the building and land sharing a joint cost 
base); annual building depreciation allowances; full loss offset where losses can be offset 
against other income; as well as payment of land tax, rates and any stamp duty on 
conveyancing. 

As demonstrated in Chart 6.7, ignoring state taxes, this tax treatment results in a 
significant deviation from the income tax benchmark because the individual is able to 
deduct annual interest and depreciation deductions with a full loss offset, while the capital 
gains from the property are taxed on realisation and — most importantly — at a 
50 per cent discount. In addition, the 2.5 per cent annual depreciation allowance available 
in relation to the building component of an investment property represents another 
deviation from the income tax benchmark. 

Chart 6.7: EMTR of equity investment in property by gearing ratio and tax treatment 
Individual taxpayer on top marginal rate 
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Source: Australian Treasury estimates. 

If the gains from the property were taxed without discount, investment properties would 
be taxed closer to the nominal income tax benchmark with full loss offset. The existing 
treatment of property losses and capital gains for individual investors potentially crowds 
out housing investment by companies, which do not receive a CGT discount, and 
superannuation funds, which are unable to borrow. 

Not shown in the chart is that the realisation basis for taxing capital gains may enable the 
owner to time the sale of the property so that they pay tax on the capital gain at a marginal 
rate below that at which the net losses were claimed. For example, a negatively geared 
property could be acquired before retirement when the tax value of the net deductions is 
high, and sold after retirement when income is low (ignoring means and assets testing).  
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Approaches to reducing distortions 
The preceding discussion points to some ways that the various biases affecting household 
investment choices, such as inflation, capital gains lock-in, the accessibility of losses and the 
favouring of domestic equity over foreign equity investments could be addressed. 

With respect to the unfavourable treatment of interest income, submissions point out a 
number of approaches, including taxing only real interest returns, following the lead of 
countries such as the United Kingdom by allowing tax-preferred bank accounts (the most 
commonly suggested approach) or moving to a dual income tax system. 

In contrast, where submissions see the current tax treatment as too favourable, the 
suggestion is to remove or limit the perceived favourable treatment. This is the case for the 
CGT discounts or exemptions and negative gearing. 

In general, while submissions point to solutions specific to a given problem, they broadly 
suggest two approaches can be adopted to provide for more neutral treatment of household 
investment choices. One is to remove or limit concessions and move closer to an income tax 
benchmark. The other is to move away from an income tax benchmark for all assets, either 
through discrete adjustments (as for interest income), or, more radically, by adopting a dual 
income tax. The relative merits of either approach depend in part on the efficiency and 
equity arguments surrounding the taxation of savings (as discussed in Section 3.2). 

Consultation question 
Q6.7 Should the tax system be restructured to deliver a more neutral tax treatment for the 
different forms of return on household savings and investments, and if so, how? 
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7 Not-for-profit organisations 

Overview 

Not-for-profit (NFP) organisations perform a valuable role in Australian society. They are 
eligible for a range of tax concessions and receive direct government funding in support of 
their philanthropic and community-based activities. 

The tax concessions for the NFP sector are complex and applied unevenly.  

Gifts are an important source of funding for NFP organisations. The current gift 
deductibility arrangements impose compliance costs on individuals and provide higher 
income donors with a greater taxation benefit than lower income donors. 

Consultation questions 

Q7.1 What is the appropriate tax treatment for NFP organisations, including 
compliance obligations? 

Q7.2 Given the impact of the tax concessions for NFP organisations on competition, 
compliance costs and equity, would alternative arrangements (such as the 
provision of direct funding) be a more efficient way of assisting these 
organisations to further their philanthropic and community-based activities? 

 
This section considers the main tax concessions available to NFP organisations. It does not 
canvass issues that are the subject of separate inquiries, including accountability and 
disclosure, the contribution of the NFP sector to the economy, and proposals to improve the 
integrity of prescribed private funds. 

Overview of tax concessions 
Australia applies a range of tax concessions to different types of NFP organisations (see 
Table 7.1). These concessions include: income tax exemptions; a higher GST registration 
threshold; the ability to make supplies GST-free in certain circumstances; GST input credits; 
capped exemptions from (or rebates of) fringe benefits tax (FBT); and the ability to receive 
tax deductible gifts. Box 7.3, at the end of this section, describes these concessions. 

The concessions available to various NFP organisations are listed in the Australian 
Treasury’s 2007 Tax Expenditures Statement (Australian Treasury 2007). Among these are tax 
deductions for gifts to approved donees, which are estimated to cost $950 million in 2008-09, 
and FBT concessions which are estimated to cost $880 million in 2008-09. There is insufficient 
data to quantify the cost of income tax exemptions because many NFP organisations are not 
required to lodge income tax returns. Similarly, it is not possible to estimate the value of GST 
concessions as a significant proportion of the NFP sector is not required to register for the 
GST. 
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The complexity of the current arrangements was highlighted in the 2001 Report of the Inquiry 
into the Definition of Charities and Related Organisations (Australian Government 2001), which 
noted that ‘much of the confusion in the sector is related to what tax or other concessions 
attach to what type of entities’. This complexity can impose administrative and compliance 
costs for NFP organisations and donors. 

In addition to complexity, the uneven application of tax concessions is a long-standing 
source of concern within the NFP sector. These concerns were articulated in RSPCA 
Australia’s submission (RSPCA Australia 2008) to the Senate Economics Committee 2008 
inquiry into the disclosure regimes for charities and NFP organisations. The submission 
indicated that the current arrangements ‘infer that some charitable purposes are more 
worthy than others’. 

Internationally, a range of models are used to provide government support for NFP 
organisations, including direct funding and simplified tax concessions. In the case of direct 
funding, some models provide government contributions independent of public 
contributions, while others match government contributions with public contributions. 

Table 7.1: Summary of main tax concessions for major types of NFP organisations(a)

 Charities Public benevolent 
institutions and 

health promotion 
charities 

Deductible gift 
recipients 

NFP and public 
hospitals, and 

public ambulance 
services 

Income tax exemption (b) Yes Yes -  Yes 
GST concessions Yes Yes Yes  Yes 
FBT exemption ($17,000) - - - Yes  
FBT exemption ($30,000) - Yes - - 
FBT rebate (c) Charitable 

institutions only 
- - - 

Deductible gifts -  Yes Yes Yes 
(a) Entities may have more than one status (for example, a charity could also be a deductible gift recipient). 
(b) Many NFP organisations are taxable, but may be entitled to special rules for calculating taxable income and lodging income 

tax returns and may be able to access special rates of tax. 
(c) Certain non-government NFP organisations are eligible for this concession. 
 

Summary of key messages from submissions 

Many submissions express concern over the number of NFP organisations establishing 
business ventures, suggesting that these tax concessions unfairly disadvantage competing 
taxable entities. Several submissions note that NFP organisations are servicing commercial 
markets unrelated to their philanthropic activities, including: turf supplies; insurance; 
music sales; pizza shops; and breakfast and health foods. However, others suggest that 
commercial pursuits simply provide these charities with more funds for their 
philanthropic and community-based activities. 

Several submissions recommend the extension of the mutuality principle to provide a 
complete tax exemption for member-based organisations to provide clarity and certainty. 

Page 162 



Not-for-profit organisations 

Summary of key messages from submissions (continued) 

Submissions on the appropriateness of the FBT concessions for NFP organisations present 
mixed views. While some favour the abolition of these concessions, others suggest 
eligibility should be broadened. One submission notes that the value of FBT concessions 
has been eroded over time. 

Submissions note that the gift deductibility arrangements impose compliance costs on 
individuals, and express concern that the rewards for charitable giving vary depending on 
the income of the contributor (the higher their applicable marginal tax rate, the greater the 
benefit). 

 

Competitive neutrality 

Income tax 

If an entity’s purpose is solely charitable, it can undertake other activities that are incidental 
to, and in advancement of, its charitable purpose. These may include commercial activities. 
While such activities are not in themselves charitable, they are generally used to raise funds 
to further charitable purposes (and thus often attract the same tax concessions). Moreover, 
some of the practices of businesses operated by charities may also provide a public benefit, 
such as training and employing homeless youths. Entities that do not have a sole charitable 
purpose are not considered charitable. These issues were recently considered by the High 
Court (see Box 7.1). 

In recent years, several inquiries have considered the appropriateness of the income tax 
exemptions for charities operating commercial enterprises. 

For example, the 2001 Report of the Inquiry into the Definition of Charities and Related 
Organisations (Australian Government 2001) recommended that commercial purposes should 
not be denied charitable status where they further, or are in aid of, a dominant charitable 
purpose, or where they are incidental or ancillary to a dominant charitable purpose. It 
acknowledged that charities operating commercial enterprises may become involved in 
activities that have no obvious connection with their charitable purpose and noted that the 
public may be concerned with such activities. The inquiry concluded that ‘prohibiting 
charities from engaging in commercial enterprises would be an unnecessarily heavy-handed 
way to address these concerns’. 

In 1995 the Industry Commission (forerunner to the Productivity Commission) released a 
report, Charitable Organisations in Australia (Industry Commission 1995) that, among other 
things, addressed the issue of competition between for-profit organisations and community 
social welfare organisations. The Commission concluded that: 

… the income tax exemption does not compromise competitive neutrality between 
organisations. All organisations which, regardless of their taxation status, aim to 
maximise their surplus (profit) are unaffected in their business decisions by their tax or 
tax exempt status. 
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Box 7.1: Commissioner of Taxation v Word Investments Limited [2008] HCA 55 

In May 2008, the High Court granted the Commissioner of Taxation special leave to appeal 
against the decision of the Full Federal Court in Commissioner of Taxation v Word 
Investments Limited, which was handed down on 14 November 2007. The Full Federal 
Court’s decision was upheld by the High Court on 3 December 2008. 

Under the High Court’s decision, a commercial business may be a charity if its profits are 
required by its constitution to be given to a charity. 

Another result of this decision is that a charitable institution which raises money to 
distribute to an organisation which, although located in Australia, pursues its objectives 
overseas may be endorsed as tax exempt. 

The full implications of the decision are not yet clear. 

 
Mutual receipts 

The receipts that NFP member-based organisations (for example, licensed clubs) collect from 
dealing with their members are generally treated as non-assessable, non-exempt income 
(mutual receipts). These entities are subject to income tax on profits from transactions with 
non-members and on some transactions with their members. 

Several submissions call for the extension of mutuality to provide a full tax exemption for 
NFP member-based organisations. Such an extension would enhance any competitive 
advantage these organisations hold relative to fully taxable businesses offering similar 
services. 

Submissions also call for mutuality to be legislated (like other features of the concept of 
‘income’, reliance is currently placed on the common law and ATO rulings). While 
legislating mutuality may provide increased certainty for NFP member-based organisations, 
it would add to the complexity of the tax law. 

Fringe benefits tax 

The FBT concessions provided to the NFP sector (see Box 7.3) can provide NFP organisations 
with a cost advantage for the recruitment and retention of staff. The concessions are capped 
to prevent over-use and limit the impact on competitive neutrality. This is a particularly 
significant concession for hospitals, given that the NFP health sector constitutes a large share 
of the health industry and competes directly with the private health sector for qualified staff. 
Some ineligible charitable and community organisations have criticised the concessions on 
the grounds that they have led to staff losses (through the inability to match market salaries 
for qualified staff) and resulted in a greater proportion of their funds being directed into 
salaries. 

Similar issues in respect of competitive neutrality arise in relation to the treatment of 
‘rebateable’ employers, which are eligible for a rebate of 48 per cent of the amount of FBT 
that would otherwise be payable. The rebate applies up to $30,000 per employee and reflects 
the fact that these employers do not benefit from the tax deductibility of FBT costs. 
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The FBT concessions provided to NFP organisations may result in a greater proportion of 
income being provided to employees as fringe benefits, rather than as cash. In turn, this 
could exacerbate the issues related to transfer payments discussed in Section 4.2. 

As noted in Section 4.2, the Government has asked the Panel to examine the complexity of 
the existing FBT arrangements for the NFP sector and make recommendations to improve 
equity and simplicity for the long term. 

Goods and services tax 

Certain NFP organisations are able to treat some or all of their separately identifiable 
branches as separate GST entities. As a consequence, one or more sub-entities may fall below 
the $150,000 GST registration threshold for NFP organisations, when the complete entity 
would exceed the registration threshold. This is intended to reduce the compliance costs of 
NFP organisations and may result in a reduced GST liability for some NFP organisations. 

The GST concessions for charitable organisations would not be expected to impact on 
competitive neutrality. Unlike income tax exemptions, the activities of charitable 
organisations are taxable under the GST legislation, unless an explicit concession applies. 
Since the commercial activities of charitable organisations would not be expected to qualify 
for these GST concessions, this is unlikely to lead to competitive neutrality concerns. 

Gift deductibility 
Gift deductibility allows donors to eligible charities to claim a tax deduction for donations 
over $2. 

Deductions are provided as a mechanism for distributing government funds to charitable 
organisations, on the assumption that they will increase the size of charitable donations. 
However, the degree to which this is the case is unclear. 

Broadly, deductible gift recipient (DGR) status is extended to those organisations whose 
activities provide a benefit to the public or a significant group within the public. The general 
DGR categories include public benevolent institutions, public universities, public hospitals, 
approved research institutes, arts and cultural organisations, environmental organisations, 
school building funds and overseas aid funds. 

These general categories restrict DGR status to a closely targeted set of organisations. While 
these categories have been created to reflect community demand and government priorities 
for the sector, some submissions indicate that they should be redefined as community 
activities and priorities change. 

Compliance and equity 

A number of submissions suggest that the compliance costs of the gift deductibility 
arrangements should be reduced, and express concern over the perceived vertical inequity of 
gift deductibility. Suggestions to address these issues range from abolishing deductions to 
enabling DGRs to collect and store tax file numbers, allowing donation information to be 
pre-filled on tax returns. 
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An alternative approach could involve the provision of a flat rebate for donors. While this 
approach would promote vertical equity, it would not reduce the compliance burden of the 
current arrangements as individuals would still be required to retain and report evidence of 
their donations to claim a rebate. 

The United Kingdom’s (UK’s) Gift Aid scheme, which involves the payment of the tax 
benefit directly to the charity instead of the individual, may provide another potential model 
for consideration (see Box 7.2). While the scheme has been successful in the UK 
(HM Treasury 2008), its application in Australia may not address perceived vertical inequity 
(as donors who do not pay tax are not able to participate) and may increase compliance costs 
for charities. 

Box 7.2: Gift Aid in the United Kingdom  

Gift Aid was introduced in the UK in 1990, and is designed to enable the provision of 
tax-effective charitable donations to UK charities. The scheme originally applied to cash 
gifts of £600 or more. However, this limit was abolished in 2000. 

Under the scheme, individuals subject to UK income tax can make a declaration to a 
charity (either orally or in writing) to enable their donation to be treated as a Gift Aid 
donation. The declaration must identify both the donor and the charity. The charity is then 
able to reclaim the basic rate of income tax paid on the gift from the government. Charities 
must maintain clear and auditable records of declarations to demonstrate that each donor 
has made an appropriate declaration. 

The scheme enables higher-rate taxpayers to claim income tax relief above and beyond the 
amount claimed directly by the charities. Individuals who do not pay income tax are 
unable to use Gift Aid. 

 

Consultation questions 
Q7.1 What is the appropriate tax treatment for NFP organisations, including compliance 

obligations? 

Q7.2 Given the impact of the tax concessions for NFP organisations on competition, 
compliance costs and equity, would alternative arrangements (such as the provision 
of direct funding) be a more efficient way of assisting these organisations to further 
their philanthropic and community-based activities? 
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Box 7.3: Further detail on the tax concessions provided to NFP organisations 

Income tax 

Income tax exemptions are provided to NFP organisations whose purposes are broadly 
beneficial to the wider Australian community, such as charitable, religious, scientific and 
public educational institutions. 

Charities and income tax exempt funds within the NFP sector must be endorsed by the 
ATO to be exempt from income tax. Other categories of organisation can self-assess their 
exemption — such organisations include cultural, community service and sporting 
organisations. 

NFP organisations, with income below $416 a year, that are not otherwise income tax 
exempt receive an income tax exemption. The concession is intended to ensure small 
organisations do not have to incur the compliance costs associated with managing their tax 
affairs, such as lodging annual income tax returns. 

Mutual receipts 

Receipts from members of clubs (including member subscriptions and trading income 
relating to members) are not included in the assessable income of NFP clubs, societies or 
associations. Other income received (for example, interest and profits from trading with 
non-members) is taxable. 

Fringe benefits tax 

Public benevolent institutions and health promotion charities are provided with a $30,000 
capped exemption from FBT per employee, and public and NFP hospitals and public 
ambulance services are provided with a capped exemption of $17,000 per employee. These 
caps are not indexed. 

The caps do not limit the amount of other FBT-exempt benefits (for example, 
superannuation contributions, work-related mobile phones and other miscellaneous 
benefits). 

Goods and services tax 

Not-for-profit organisations 

NFP organisations, including charities, have a GST registration threshold of 
$150,000 a year compared with the general registration threshold of $75,000 a year. 

Where an organisation is not registered for GST, it does not pay GST on its supplies and is 
not entitled to input tax credits for the GST paid on its inputs. NFP entities with a turnover 
below the threshold can choose to be registered. Registered entities pay GST on the taxable 
supplies they make and are entitled to input tax credits for the GST paid for their 
creditable acquisitions. 

Donations to a NFP organisation (including charities) that are made voluntarily and for no 
material benefit are not subject to GST. 
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Box 7.3: Further detail on the tax concessions provided to NFP organisations 
(continued) 

Concessions for charities, DGRs and government schools 

Charities, DGRs and government schools receive a range of GST concessions including the 
ability to make supplies GST-free in certain circumstances, the ability to make supplies of 
second hand goods GST-free, and the ability to treat certain fundraising events as 
input-taxed. 

Gift deductibility 

Gift deductibility is provided to individuals who donate gifts of $2 or more in cash or gifts 
of property (subject to certain rules) to the organisations endorsed as DGRs. DGRs under 
the general categories must meet the relevant eligibility requirements and be endorsed by 
the ATO to receive their concessional status. 

Prescribed private funds 

Since 2001, individuals, families and businesses have been able to establish their own 
DGRs, known as prescribed private funds (PPFs). PPFs can receive donations for 
distribution to other DGRs (not PPFs). 

Since their inception, PPFs have received donations of over $1.3 billion and made 
distributions of over $300 million. 

Other tax concessions and grants 

At the state level, many charitable institutions are exempt from municipal rates, stamp 
duty, land tax and payroll tax. At the federal level, exemptions from customs duty apply, 
as well as certain fuel tax concessions. 

Many NFP organisations also receive grants from different levels of government, including 
block funding to cover some or part of their operational costs. 
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Overview 

The tax-transfer system is very complex. To a degree this reflects the reality of the modern 
world. Some complexity is unavoidable in a system that also has equity and efficiency 
objectives. However, complexity adds cost and risk to day-to-day business and personal 
activities. It affects the choices individuals make to work, save and consume. The time and 
resources individuals and businesses spend understanding and complying with the 
tax-transfer system could be devoted to more productive or satisfying activities. 
Complexity also makes the system more costly to administer. These costs impact on 
Australia’s international competitiveness and the efficient allocation of society’s resources. 

Complexity also reduces transparency — that is, the extent to which people understand 
how the system works and what it is trying to achieve. This can impact on people’s 
attitudes to the system, including its perceived legitimacy and people’s willingness to 
voluntarily comply. 

Sources of complexity include the large number of taxes and transfers, detailed rules 
associated with each, the interaction between them, different jurisdictions applying similar 
taxes or transfers in different ways, and the way taxes and transfers are administered. 

Accordingly, reducing complexity may demand: reconsideration of the range of complex 
policies and objectives embodied in the system; integration and streamlining its currently 
fragmented administration; and greater certainty, transparency and public engagement in 
the overall management of the system. 

Consultation questions 

Q8.1 Which taxes or transfers are the most complex and impose the greatest costs? 
How should these costs be reduced (by abolishing the taxes or transfers or by 
making the rules applying to them simpler)? 

Q8.2 In what ways might the administration of Australia’s tax-transfer system be 
changed to better meet the needs of individuals and businesses? How might the 
process of personal income tax returns be simplified, including by removing the 
requirement for some taxpayers to lodge returns? Should the administration of 
the system be more integrated (across taxes and transfers and between 
jurisdictions)? How might advances in technology assist? 

Q8.3 To what extent might policy objectives be traded off to achieve a simpler system? 
In what areas should efficiency, equity or choice be traded off for simplicity? 

Q8.4 How could the governance of the tax-transfer system be reformed to reduce 
complexity, uncertainty and cost, and to improve transparency, understanding 
and support for the system? 
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This section considers the complexity of the tax-transfer system from three perspectives: 

• the range of complex policies and objectives embodied in the system; 

• the burden of complexity; and 

• the governance of the system. 

8.1 Complex policies and objectives  

A significant reason for complexity in the tax-transfer system is that it has not been 
developed as a system. Rather, it consists of a large number of separate sophisticated 
elements, developed at different times, to meet different objectives and often in an 
uncoordinated way. 

There are at least 125 different Australian taxes. Many of these are levied on essentially 
similar transactions by different Australian governments, with relatively little harmonisation 
across jurisdictions. There are also around 40 cash transfer payments paid by the Australian 
Government to Australians, with numerous other Australian, state and local government 
concessions available. In addition, there is a broad range of tax concessions, known as tax 
expenditures, which add complexity to the system because they complicate the law, create 
additional choices for people and create opportunities for tax planning. In some cases 
eligibility for these concessions also depends on characteristics and information that are not 
otherwise required for tax purposes. 

Approximately 300 tax concessions were identified in the 2007 Tax Expenditures Statement 
(Australian Treasury 2007). Around 100 new tax expenditures have been added over the past 
decade. 

Summary of key messages from submissions 

Many submissions identify complexity as a major problem with the tax-transfer system. 
While most acknowledge the system will always contain some complexity, they suggest 
simplification should be a high priority for reform. 

In particular, a large number of submissions raise concerns that there are too many taxes 
(including taxes imposed by different governments), which are trying to achieve too many 
objectives. Many submissions focus on the difficulties of making sound decisions in an 
uncertain environment, and suggest eliminating a range of taxes, mostly state taxes, which 
they perceive to be the least efficient. 

In relation to individual taxpayers, submissions raise as a concern Australia’s very high 
reliance on tax agents to complete annual tax returns. Record keeping and retention is also 
seen to have a high cost. Submissions provide examples of where complexity in the 
tax-transfer system is leading people to miss out on benefits and entitlements, due to 
difficulty in accessing appropriate information or poor record keeping of receipts needed 
for claims. 
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Summary of key messages from submissions (continued) 

Business taxpayers strongly support reducing the number of different taxes imposed by all 
levels of government. A number of business groups also note that businesses which 
operate across states often have trouble dealing with differences in the application of 
essentially similar taxes, such as payroll tax. This adds to compliance costs. 

Submissions from certain large business stakeholders and a number of business groups 
support moves to align more closely the business income tax system with accounting 
profit, as determined for the purpose of company financial reporting. 

For small to medium businesses, there is particular concern about the detail, volume and 
complexity of the tax law relating to specific transactions. 

 
Complexity in the tax-transfer system is partially a reflection of complexity in the modern 
world and a certain level of complexity and operating costs is inevitable to implement the 
tax-transfer system in a manner that is both efficient and equitable. For example, means 
testing is intended to ensure that transfers are targeted to those in need of assistance. 
However, at some point, equity or efficiency (or both) are likely to be compromised by 
increasing levels of complexity. 

Complexity reduces the system’s transparency, making it harder for people to understand 
their obligations and entitlements, increasing the risk of non-compliance and hindering 
properly informed decisions. It creates uncertainty and risk. Individuals spend time and 
money dealing with this uncertainty. Some individuals may arrange their affairs to minimise 
the complexity they have to deal with even if it means they pay more tax than necessary or 
do not claim transfer payments to which they are entitled. Others pay for professional advice 
to understand how the system applies to their circumstances. 

Complexity for individuals 
The complexity of the personal tax system is evidenced by the use of tax agents to lodge over 
70 per cent of all individuals’ tax returns. Submissions indicate that many taxpayers feel they 
are unable to appropriately assess their eligibility for deductions and offsets and therefore 
use a tax agent to ensure they are both claiming every deduction or offset available to them 
and not claiming deductions and offsets they are not eligible for. An example of a deduction 
for which individuals feel unable to assess their eligibility is self-education expenses. To be 
deductible these expenses must have a sufficient connection to an individual’s current 
employment by maintaining or improving specific skills or knowledge required in the 
individual’s current employment or being likely to result in an increase in income from the 
individual’s current employment. 

The complexity of the personal tax-transfer system also emanates from the different 
approaches that the tax and transfer systems take with respect to income, assets, the period 
of assessment, the unit of assessment and the way that categorical support is provided or 
liabilities imposed. Some of these differences reflect the different objectives of the two 
systems. These differences are described in Section 2.2. 

For example, complexity has arisen because the personal tax-transfer system measures 
income in different ways in the pursuit of their different objectives. Section 2.2 outlines the 
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differences in measures used to assess an individual’s income tax liability versus their 
entitlement to transfer payments. ‘Taxable income’ follows the general principle that the 
costs incurred in producing income should not be included in the tax base, and therefore it 
allows for a broad range of deductions, including work-related expenses and certain 
superannuation contributions. In addition, some tax offsets are calculated on different 
income measures. In contrast, the measure of income generally used to determine 
entitlement to transfers such as income support payments uses a broader definition of 
income and is only reducible by losses and deductions in limited circumstances. 

Submissions highlight that different transfer payments may apply in very similar 
circumstances. This can make it difficult for an individual to find out which rules apply to 
them, and what they mean for their choices (particularly to work or increase working hours). 
For example, when a child turns 16, the maximum rate of FTB Part A falls substantially and 
Youth Allowance becomes available for some families. Almost all low to middle-income 
families experience a reduction in assistance and many are faced with a choice as to which 
payment to claim. 

Complexity for businesses 
A number of areas of the tax law for businesses could be considered to be complex due to 
(amongst other things) the intricate types of transactions involved, the precise drafting used 
in the tax law to achieve intended outcomes and the length of the relevant segments of the 
law. Examples of such complexity defined in this way are the provisions relating to the 
taxation of trusts, consolidated company groups, the taxation of financial arrangements, 
small business tax concessions, the company loss rules and the capital gains tax provisions. 

It should be noted that not all of this ‘complex’ tax law applies to every type of business. 
Some applies based on the election of the entity and other aspects apply only to certain 
business structures or transactions. As such, whether these provisions translate into 
complexity for a business will depend on its business activities. 

A number of submissions suggest ways in which business income tax could be simplified. 
One specific proposal raised in a number of submissions is to more closely align the business 
income tax system with accounting profit, as determined for the purpose of company 
financial reporting/statements. 

Most business taxpayers work out their taxable income by making a series of adjustments to 
their accounting profit. This reconciliation is needed because accounting profit takes into 
account different amounts to those relevant in working out taxable income. Some 
submissions note that this process can represent a significant compliance cost. 

Some parts of the current income tax law recognise elements of accounting standards (for 
example, in the consolidation and thin capitalisation rules). A more general use of financial 
reports for tax purposes would raise a number of issues. For instance, it is often suggested 
that because taxes need to meet the revenue needs of government they cannot be as flexible 
as accounting standards. Accounting standards allow more subjectivity in the recognition 
and measurement of income (such as in the application of the accounting concept of 
materiality) than is currently available under income tax law. As taxpayers have an incentive 
to minimise their taxes, there is an argument for prescribing the measurement of income in 
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ways that are not required for accounting purposes. Counter balancing this is an incentive 
for publicly listed companies to record a profit that satisfies shareholders. 

Another issue with greater alignment is the concern that either financial reporting or tax 
outcomes would be inappropriately distorted as a result. For instance, the interpretation of 
accounting standards would become subject to judicial review, affecting their flexibility and 
possibly leading to different accounting rules between jurisdictions. Other considerations are 
that accounting standards may not treat the same transaction in the same way for all entities 
and that not all entities observe accounting standards, though for certain classes of entity 
adherence to accounting standards is mandatory. 

Notwithstanding these issues, the greater use of accounting concepts may hold some 
promise for improving certainty and reducing compliance costs for those businesses that 
produce financial reports according to the accounting standards. 

Consultation questions 
Q8.1 Which taxes or transfers are the most complex and impose the greatest costs? How 

should these costs be reduced (by abolishing the taxes or transfers or by making the 
rules applying to them simpler)? 

8.2 Simpler interaction with the system — who should bear 
the burden of complexity? 
If some complexity is inevitable in the tax-transfer system, a key question is how the burden 
of that complexity should be allocated between the government (as administration costs) and 
businesses and individuals (as compliance costs). 

Summary of key messages from submissions 

Submissions highlight the regressive nature of compliance costs (that is, the burden of 
complexity may fall disproportionately on those least able, or with the least resources, to 
deal with it). Some call for this to be acknowledged by placing greater emphasis on 
simplifying taxes on small business and individuals. 

Businesses operating across state boundaries express concerns about the complexity of 
dealing with multiple revenue authorities. Some submissions suggest transferring some or 
all of revenue collection responsibilities of the state revenue authorities to the Australian 
Taxation Office (ATO). 

Some submissions suggest the level of uncertainty in Australia’s tax system is creating 
excessive compliance risks, which are damaging our international competitiveness and 
inhibiting domestic business decisions. In particular, submissions argue that the need for 
timely, consistent and reliable advice is not always met by the ATO. These submissions 
consider this to be a problem of culture, focus and governance of the ATO. They propose 
changes in the tax administration arrangements for Australia, including the establishment 
of a board of directors to oversee the operation of the ATO. 
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Summary of key messages from submissions (continued) 

A spectrum of possible approaches to improving the personal tax-transfer system is 
identified by submissions. At one end of this spectrum are measures to streamline or 
simplify existing taxes and transfers. At the other end are more radical approaches to 
simplifying and integrating the system. 

 

Allocating operating costs between the administration and taxpayers 
Administration costs and compliance costs can be substitutes for one another. In some cases 
there may be economies of scale from moving more of the revenue collection responsibility 
to the tax administration, which would spread the costs over all taxpayers. However, 
shielding taxpayers from the direct costs imposed by complexity could increase incentives to 
seek more complex tax arrangements and, as a result, could lead to higher overall operating 
costs than might otherwise be the case. 

One specific issue often raised is the cost to business of withholding taxes from salary or 
wages paid to an employee. Collecting taxes from businesses rather than employees can save 
both administrative and compliance costs because of the inherent economies of scale and 
because businesses typically have accounting systems in place that facilitate tax reporting. 

From one perspective this compliance burden is a cost of doing business, that is, it is a cost 
that business incurs on behalf of employees as part of the employment relationship. An 
alternative view is that employers are performing a collection function on behalf of the tax 
administration, based on them being best positioned to do so at least cost. Few countries 
provide explicit compensation for these collection costs, but business benefits from the time 
lag between when taxes are withheld and when they are remitted to the ATO. In the absence 
of the withholding requirement, the employees would receive their wages in full at the end 
of the pay period. 

A specific concern of business is the extent to which it bears the burden of complexity of 
differences between taxes across jurisdictions. Section 9.4 considers potential approaches to 
streamlining the administration of the tax-transfer system across the federation. 

Allocating compliance costs between businesses and individuals 
When choosing how compliance costs should be allocated among different classes of 
taxpayers and transfer payment recipients, it is important to consider who is best placed to 
face these costs. In particular, an important question is how those costs are to be distributed 
fairly and efficiently. 

It is often desirable to allocate compliance costs to businesses rather than individuals, such as 
in the withholding example outlined earlier. While businesses face these costs it is important 
to remember they are ultimately borne by the individual owners, employees or customers of 
the business. In most cases, the financial costs incurred in complying with tax obligations are 
also deductible, and so are shared with the broader community. 

While businesses generally have greater capacity to deal with compliance costs than 
individuals, there are some circumstances in which employees are better placed to 
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understand and meet their tax-transfer obligations. For instance, while employers withhold 
taxes as part of the payroll function, they are not similarly involved in the transfer payments 
made by government to employees. One reason for this is that determining an individual’s 
entitlement for transfer payments requires considerably more information about an 
individual than would normally be available to the business. 

Section 4.2 examines the issue of taxing fringe benefits in the hands of the employee, rather 
than the employer. 

Given the regressive nature of compliance costs, some submissions propose, a separate and 
less complex tax system for small business. To some extent, the current tax system already 
treats individuals, small and large businesses differently. For instance, a range of 
concessional and simplified tax arrangements exist for small businesses. Some have 
suggested that these arrangements should be revisited to ensure compliance costs are better 
targeted to those who are best placed to deal with them. 

Traditionally, it has been thought that individuals and small businesses have relatively 
simple affairs which warrant a simpler tax system than big business. However, increasingly 
the affairs of these taxpayers are becoming more complex. For instance, many small 
businesses now trade nationally and internationally and more Australians are investors, 
either directly or through managed funds. 

There is a risk that further complexity is created by applying different types of rules to 
different types of taxpayers. Care needs to be taken to ensure separate sets of rules actually 
reduce compliance costs. For example, giving small businesses the option of calculating their 
liability against a ‘simplified’ system may encourage them to work out their liability under 
each of the alternative systems, and so increase their compliance costs (Shaw et al 2008). 

Responsive administration 
The implementation of policy by administrators can have a significant bearing on the 
complexity experienced by taxpayers and transfer payment recipients. In particular, there is 
an important role for administrators to provide certainty in the application of laws to 
particular circumstances. In a recent report, the Inspector-General of Taxation found that the 
complexity of the tax system is a significant challenge for the ATO and one reason for delays 
in dealing with a number of issues (IGOT 2008). 

Some submissions suggest that the level of uncertainty in Australia’s tax system is creating 
excessive compliance risks, which are damaging our international competitiveness and 
inhibiting domestic business decisions. In particular, submissions argue that the need for 
timely, consistent and reliable advice has not always been met by the ATO. These 
submissions suggest there is a problem with the governance of the ATO. They propose 
changes in the tax administration arrangements for Australia, including the establishment of 
a board of directors to oversee the operation of the ATO. Submissions point out that revenue 
authorities in the United States, Canada and the United Kingdom are overseen by boards 
which include external representatives from a range of different backgrounds. The 
submissions argue that these arrangements would ensure the ATO has a better appreciation 
of the need to provide certainty to taxpayers, particularly where commercial decisions rest in 
the balance. 
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Client-centred tax-transfer administration 
Australia’s system of self-assessment for income tax relies heavily on taxpayers (or their 
advisers) having a good understanding of their tax obligations and voluntarily complying 
with them. For example, all but $4.2 billion of $214.9 billion received by the ATO in 2004-05 
was paid voluntarily. 

However, taxes and transfers are administered by multiple government agencies at the 
Australian, state and local government levels, reflecting the process by which policy has 
been developed and Australia’s federal system of government. These arrangements can be 
complex for individuals who have to deal with the different approaches used by the various 
government agencies. 

The proportion of individual taxpayers seeking professional assistance to complete their tax 
returns has risen from approximately 20 per cent in 1980 to around 74 per cent in 2007. This 
is considerably higher than in other countries which require individuals to lodge returns. For 
instance, only 56 per cent of individuals in the United States complete their tax returns with 
professional assistance (OECD 2005). The lower use of tax agents in other OECD countries 
may reflect efforts in those countries to reduce the information individuals with 
straightforward tax affairs need to put into their returns, or efforts to remove such 
individuals from the tax system altogether. In Australia, one of the motivations for the 
increases in the low income tax offset and the introduction, and subsequent increases in the 
senior Australians tax offset, was to reduce the number of people with low incomes who 
need to lodge returns. 

A more client-centred approach to tax-transfer administration would place greater weight on 
simplifying the experience for individual taxpayers and transfer payment recipients, making 
it easier for them to understand and comply with their obligations and entitlements. 
Improvements in information technology may create opportunities and expectations for a 
radically improved client interface. 

Simplifying the system of personal income tax returns  

There is a spectrum of changes to the personal tax system that could potentially simplify tax 
administration and reduce compliance costs borne by individual taxpayers (Chart 8.1). 

Chart 8.1: Simplifying personal income tax returns 
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The ATO currently pre-fills some data into individual’s electronic income tax returns, 
making it easier for many individuals to complete their returns. With appropriate policy 
changes it may be possible to increase the amount of pre-filled data. 
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For example, introducing a standard tax deduction in place of work-related expenses and 
replacing the tax deductions for eligible gifts with a co-contribution to gift recipients would 
potentially mean that some individuals would need only to confirm the data in their 
pre-filled tax return at the end of an income year. Greater at-source withholding, 
complemented by policy settings that obviate the need for further assessment of tax, might 
further reduce the need for individuals to lodge returns. 

Improving access to transfers 

There is also a spectrum of changes that could potentially simplify the administration of the 
transfer payment system (Chart 8.2). 

Chart 8.2: Simplifying administration of the transfer system 
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It can be costly for individuals to access transfer payments. In particular, determining and 
fulfilling the requirements for eligibility (such as filling in application forms, providing the 
required information, or physically attending a transfer agency) can be a time consuming 
and inconvenient process. Greater use of online service delivery could improve client focus, 
building on current work being undertaken by transfer agencies. 

As is the case with the tax system, the transfer system could be further simplified through 
changes to policy settings. For instance, policy changes may make it possible for application 
forms to be better tailored to gather only the information needed to assess an individual’s 
entitlements. This may be supported by the transfer agency accessing information from tax 
and other transfer agencies. This would save clients’ time and improve convenience. 

Finally, it may be possible for improved technology, in conjunction with additional policy 
refinement, to enhance information exchange between tax and transfer agencies, so that a 
client could have their eligibility for some transfer payments automatically determined. 
Clients would not need to apply for or even know about the transfer, to receive their 
entitlements. However, this approach could raise issues about the transparency of the 
transfer system. 

Streamlining tax-transfer administration 

Ongoing improvements in information technology, and changing attitudes to engaging with 
technology and the holding and use of personal information, mean that the future 
administration of the tax-transfer system need not be constrained by present information 
management practices or systems limitations. 

Improvements in data-processing, data-matching and information technology systems 
design, coupled with the rapid uptake of new technologies by Australians, may create 
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opportunities and expectations for a radically different client interface for a future 
tax-transfer system (Box 8.1). 

Box 8.1 A single client interface with the tax-transfer system 

A more client centred tax-transfer system could potentially involve a single interface with 
individuals. Under this approach, individuals might deal with government through just 
one organisation. This could effectively shield individuals from much of the complexity of 
the tax-transfer system, minimising their compliance costs. 

This approach might consist of a single government agency that would administer all taxes 
and transfers that are relevant to individuals. Alternatively, the single interface might be a 
public or private institution, which intermediates between individuals and several 
government agencies responsible for administering different taxes and transfers. The 
single interface might support a single account for each individual, through which all taxes 
and transfer payments are administered. 

The individual, their employer and other third parties could provide all relevant 
information to a central agency, which would determine the individual’s tax liabilities 
and/or entitlement to transfer payments. This might be done by way of an internet-based 
interface with other support for people less familiar with such technology. The benefits of 
this approach, including policy transparency, may be further extended by linking other 
features to the account, such as tax and transfer calculators and financial planning tools. 

The potential benefit derived from such an approach may depend on the acceptance of 
policy changes required to streamline and simplify the relationship between individuals 
and governments. A further consideration is the community acceptance of a single agency 
holding significant information about its clients, and whether it is possible for one agency 
to administer such a broad area of responsibility while maintaining service standards. 

 

Consultation questions 
Q8.2 In what ways might the administration of Australia’s tax-transfer system be 

changed to better meet the needs of individuals and businesses? How might the 
process of personal income tax returns be simplified, including by removing the 
requirement for some taxpayers to lodge returns? Should the administration of the 
system be more integrated (across taxes and transfers and between jurisdictions)? 
How might advances in technology assist? 

Q8.3 To what extent might policy objectives be traded off to achieve a simpler system? In 
what areas should efficiency, equity or choice be traded off for simplicity? 

8.3 Certainty and transparency in the running of the system 
The governance of the design, maintenance and administration of the tax-transfer system 
influences the priority given to simplicity relative to other objectives and can protect the 
system from the gradual erosion of the benefits of reform. Submissions raise a range of 
factors likely to support sound governance of the system. 
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Summary of key messages from submissions 

A common theme in submissions is the need for the tax policy process to be more open 
and transparent, particularly around the trade-offs between efficiency, equity and 
simplicity. In expressing these views, submissions welcome the recent government 
announcement to engage the private sector earlier in the policy and legislative design 
process. 

Submissions identify the lack of a guiding plan with clearly articulated objectives as one of 
the chief contributors of tax system complexity. The absence of a plan leads to ad hoc and 
uncoordinated changes, increasing the risk of unintended consequences, including 
imposing complexity and compliance costs. In doing so, submissions point to the need for 
the institutions and processes of the tax-transfer system to exhibit transparency, stability, 
accountability and certainty. 

Some submissions note there has been considerable investment by many in understanding 
and applying the current system, that changes to the system can involve significant 
upheaval, and that these costs need to be taken into account. Some propose that more 
explicit consideration be given to the costs imposed by change at the policy design stage. 
Other submissions propose the amount of change to the system be limited, so minimising 
uncertainty. 

Further, a number of submissions call for a greater commitment to identifying and 
monitoring tax compliance costs. Certain submissions call for these costs to be estimated, 
reported, monitored and reduced. 

A few submissions also consider the current large number and type of tax expenditures to 
be adding to tax system complexity and reducing transparency. Submissions put forward 
solutions including reviewing, reducing or abolishing the tax expenditures. 

 

Transparency and community engagement 
The making of a sound tax-transfer system relies on a well-informed community that can 
hold governments to account. The current complexity of the tax-transfer system makes it 
hard for people to understand the way it operates and to think about the way it should. At 
the same time, there is a limit to how well-informed the general community can be and 
should be, as it is costly to gain this information when complexity is inevitable. 

Policy development can benefit from a broad consultative approach, which helps to ensure 
that a range of perspectives are brought to an issue, thereby reducing the potential for policy 
to be developed without the benefit of knowing its broader impact. Such transparency has 
the potential to reduce the complexity of the system by ensuring that compliance costs are 
taken into account and that other practical ramifications of a policy are understood before it 
is implemented. However, consultation is not a panacea for complexity in policy design, and 
can result in increased complexity. 

In August 2008, the Australian Government announced that consultation would occur 
throughout the tax design process, including before the Government announces its decision 
to legislate. These changes aim to improve the contribution that the private sector can make 
to the development of tax policy and legislation. Submissions have welcomed this approach, 
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but some note that the complexity of the system means that consultation is unlikely to 
guarantee that all implications of a new policy are identified before it is put into operation. 

Taking a whole-of-system view 
Rather than thinking of tax-transfer policy in an integrated way, we have become 
accustomed to considering elements of the system separately. The complexity of the system 
forces a compartmentalised approach to policy, that is, it is difficult to consider the myriad of 
interactions across all the different dimensions of the system. While it is important to 
understand the effect of individual policies, it is the combined effects of all tax-transfer 
policies that matter when trying to strike the right balance between simplicity and other 
objectives. 

From time to time, attempts have been made to reduce the complexity and operating costs of 
the system. These have tended to focus on refining existing elements of the system, rather 
than looking to fundamentally reshape the system. That is, many attempts to reduce 
complexity have concentrated on identifying excessive compliance burdens that could be 
reduced without considering the basic policy design. Periodic, whole-of-system review 
creates opportunities to explore reforms that could offer more equitable and efficient 
outcomes at the same time as reducing complexity. It also presents a chance to take a 
systemic view of any trade-offs between simplicity, equity and efficiency, to ensure the right 
balance is achieved. 

The frequency and impact of change 
Uncertainty can be compounded by the rate of change in the tax-transfer system. The higher 
the rate of change, the more difficult and time consuming it can be for people to understand 
their obligations and entitlements under the system. This instability in the tax-transfer 
system may also reduce efficiency by affecting the expected payoffs to long-term investment 
decisions, such as investment in education, retirement products, long-lived productive assets 
or choice of business structure. 

Some submissions note there has been considerable investment by many in understanding 
and applying the current system. Changing the system can involve significant upheaval and 
these costs need to be taken into account. However, what ultimately matters is how the 
system can be improved for the benefit of the whole community, including future 
participants of the tax-transfer system, not just for those who have established an 
understanding of the existing system. Nevertheless, when considering proposals for change 
it is important to consider the relationship between the short-term costs of change and the 
long term benefits of reform. 

Monitoring compliance costs 
Traditionally, compliance costs have not received the same attention as the equity and 
efficiency implications of tax and transfer policies. Some submissions call for a greater 
commitment to identifying and monitoring compliance costs. The Architecture paper notes 
that there are no reliable estimates of the complexity or operating costs of the tax-transfer 
system. Some submissions call for these costs to be estimated, reported, monitored and 
reduced. 
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Reporting of the compliance cost impact of new tax legislation began in 1996. Regulation 
impact assessment has since been mandatory for any regulatory proposal affecting business. 
In 2006, the Taskforce on Reducing Regulatory Burdens on Business reported that the 
requirements had often been circumvented or treated as an afterthought, and so had not 
realised their potential to improve the quality of regulation. Following recommendations of 
the Taskforce, the Australian Government strengthened requirements for regulatory 
assessments, especially at the time that policy is being decided (Office of Best Practice 
Regulation Handbook, 2007). 

Recently, a number of state governments have adopted specific targets to reduce the total 
burden of their regulation. The Australian Government has focused on specific reform 
projects, rather than pursue a general target. It has, however, endorsed a ‘one in one out’ 
principle to address the cumulative burden of increasing regulation. 

Review of tax expenditures 
Australia, like many OECD countries, reports tax expenditures annually. The publication of 
tax expenditures can facilitate their review and assessment, and help to determine whether 
their objectives are being met at a reasonable cost and in the interests of the community in 
general. 

A more direct approach to ensure that tax expenditures are regularly reviewed could be to 
subject them to a sunset clause, after which they would automatically lapse unless a decision 
is taken to renew them. Currently sunset clauses apply in relation to most delegated 
legislation, but not in relation to Acts of Parliament where most tax expenditures arise. 
Sunset clauses may reduce complexity by ensuring that tax expenditures remain in the 
system only as long as they are actively justified. This would provide a useful housekeeping 
mechanism for rationalising unnecessary concessions. However, it might not be appropriate 
for significant and longstanding elements of the tax system to be subject to a sunset. This 
could introduce considerable uncertainty into the system, with costs that exceed the benefits. 

Some submissions suggest that to simplify the tax system, tax expenditures that lack strong 
public policy justification should be abolished. Another approach to reduce the number of 
tax expenditures would be to replace them with equivalent government outlay programs. 
This would improve the tax system, but it may not reduce the overall level of complexity and 
operating costs imposed by government. In some cases, the tax system is a more efficient 
means of delivering policy than an equivalent expenditure program. 

Key issue/policy directions for consultation 
Q8.4 How could the governance of the tax-transfer system be reformed to reduce 

complexity, uncertainty and cost, and to improve transparency, understanding and 
support for the system? 
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9 State and local taxes and transfers 

Overview 

A well functioning federal tax-transfer system is necessary if Australia is to meet the 
challenges of the coming century and make the most of future opportunities. Through a 
lack of coordination in policy and administration, the federation’s tax-transfer system has 
become disjointed and complex, imposing unnecessary costs on all Australians. 

Reforms which enhance the accountabilities, integration and efficiency of the federation’s 
tax-transfer system can improve the functioning of the federation by reducing costs, 
removing complexity and improving resource allocation. 

There are many issues that need to be taken into account when considering possible 
reforms to the way the tax-transfer system operates across the federation. Central to this is 
the trade-off that may occur in relation to the accountability (and other benefits) of State 
governments for raising their own revenue and the complexity and efficiency of the 
federal system. In addition, having different transfer policies in different States as well as 
multiple administering agencies for both taxes and transfers is a source of further 
complexity and possible inequities. 

Consultation questions 

Q9.1 Noting the overall structure of Australia’s federal financial arrangements, what 
changes, if any, should be made to the assignment of revenue raising powers and 
intergovernmental transfers in Australia? 

Q9.2 Given the widely held view in submissions that the current state tax 
arrangements need to be reformed, what changes should be made to state and 
local government own source revenue instruments? What scope is there for 
greater use of user charging to bring social, environmental or economic benefits? 

Q9.3 What is the appropriate allocation of the roles of the Australian and state 
governments in income redistribution? 

Q9.4 What opportunities could be pursued to deliver more seamless administrative 
arrangements of the tax-transfer system across the federation? 

 

9.1 Funding expenditure responsibilities in the federation 
Australia’s fiscal relations between the Australian government and the states is characterised 
by a high level of vertical fiscal imbalance (VFI). That is, the States’ own revenue sources are 
insufficient to fund their expenditure responsibilities, while the Australian government’s 
revenue sources are greater than required to meet its expenditure responsibilities. This 
imbalance, and the mechanisms used to transfer funds to the states, can have implications for 
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the fiscal accountability of the Australian government and the states, and the overall 
effectiveness of the tax-transfer system. 

In 2006-07, the own source revenue of the states comprised around 55 per cent of their total 
revenue, with the remaining 45 per cent made up of specific purpose payments and 
distribution of GST revenue. Australia’s level of VFI is higher than in comparable 
federations, such as Canada and the United States, although less than in some others. 

The continuation of current federal financial arrangements is likely to have implications for 
the level of VFI in the future. For example, the Productivity Commission (2005) noted that in 
the context of an ageing population, under current taxing powers and expenditure 
responsibilities, the States’ taxation sources would be relatively stable as a percentage of 
GDP, but expenditure pressures would increase. The States would therefore be more reliant 
on transfers from the Australian government. 

Summary of key messages from submissions 

Many submissions note the complexity that arises from multiple levels of government 
being involved in the tax system. They also note that the mix of taxes currently levied by 
the States (and, to a lesser extent, local government) is inefficient and inequitable. 

A number of submissions recommend abolishing some state and local taxes and 
compensating the States and local government by increasing the level of grants from the 
Australian government, thereby increasing VFI. 

Other submissions note that the current level of VFI leads to weakened accountability for 
spending decisions, particularly at the state level. There is a view that this could be 
addressed by a review of the existing distribution of expenditure functions between levels 
of government. That is, some functions could be transferred from the States to the 
Australian government. 

Submissions that propose addressing VFI through increases in States’ own source 
revenues note that any new revenue source needs to be of better quality than the existing 
taxes imposed by the States. Some submissions raise the possibility of the States having 
access to the income tax base (that is, sharing the base with the Australian government). 

In terms of intergovernmental transfers, some submissions note that the current 
arrangements, including specific purpose payments and the distribution of GST revenue, 
are in need of reform to make payments between levels of government more transparent. 

Submissions by local government note the importance of Australian government funding 
in equalising the fiscal capacities of local councils across the federation. 
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Implications of the structure of funding 
For a given allocation of expenditure responsibilities in a federal system there are a number 
of different ways that the expenditure responsibilities of governments at each level can be 
funded. The two extreme approaches are: 

• one level of government (the national government) raises all revenue in the federation 
and distributes an appropriate amount to each sub-national government so they can 
meet their expenditure responsibilities (complete VFI); and 

• each level of government raises enough revenue to fund its own expenditure (zero 
VFI). 

The first approach allows tax system centralisation with only one level of government 
involved in the policy, administration and collection of taxes. This provides the opportunity 
for a less complex and more efficient tax system. The main disadvantage of this approach is 
with accountability. Sub-national governments may be able to shift the blame for inadequate 
service provision to the national government, by claiming that insufficient funding is 
provided by the national government. Equally, the national government can blame poor 
outcomes on poor administration or a misallocation of funding by sub-national 
governments. The accountability issue can be further complicated if the national government 
imposes conditions on how the sub-national government spends its funding. This can reduce 
the transparency of revenue and expenditure decisions, thereby reducing the accountability 
of governments to their citizens. 

The second approach reduces the opportunity for blame shifting to other levels of 
government. However, with governments at each level raising revenue independently, there 
is a greater risk of the tax system becoming more complex, particularly for individuals and 
businesses operating across more than one jurisdiction. 

In practice, federations do not operate at either of the two extremes, but at some point in 
between. The Architecture paper showed how Australia’s level of VFI compares to other 
federations and how the level of VFI in Australia has changed over time. It also outlined 
costs and benefits of VFI. The extent to which the current and future level of VFI is seen as a 
problem depends upon how these costs and benefits are viewed, in particular the trade-off 
between efficiency and accountability. Of those submissions that address VFI, most suggest 
there should be a better alignment of revenue raising capacity and expenditure 
responsibilities. 

Alternative methods of funding sub-national governments 
The level of VFI is not the only important issue for a federation. A further important issue is 
the way in which government’s expenditure responsibilities are funded — that is, the type of 
taxes levied and the grants received. Chart 9.1 provides a summary of the alternative ways 
the expenditure responsibilities of sub-national governments can be financed. 
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Chart 9.1: Funding sub-national governments in a federal system 
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With own source revenue, sub-national governments are able to determine how they raise 
and spend their revenue. With tied grants they may have little or no control over how these 
funds are raised and how they can be spent. Funding from own revenue sources may, 
however, not provide sub-national governments with sustainable fiscal autonomy if the 
revenue raising instruments are of poor quality. Tax base sharing or revenue sharing 
arrangements may provide sub-national governments with a better capacity to manage their 
fiscal position compared to taxes that are subject to base erosion or that are highly 
unpopular. 

Own source revenue 

Own source revenue refers primarily to revenue from taxes and other sources, such as 
royalties and user charges, that are levied independently by sub-national governments. For 
example, the States in Australia levy a range of taxes, including payroll tax, conveyance 
duty, land tax and gambling taxes. Other revenue sources are user charges for services 
provided by government, regulatory fees, dividends (including property income and tax 
equivalent revenue), interest income and fines (Section 9.2 examines state taxes). 

With own source taxation, sub-national governments have the ability to modify the bases 
and rates in accordance with their individual circumstances. The trade-off to this, as a 
number of submissions highlight, is that it can increase the complexity of the tax system, 
particularly for those dealing in multiple jurisdictions. To reduce this concern, sub-national 
governments may choose to cooperate and agree on uniform tax rates and/or bases. 
Submissions support recent steps to harmonise the payroll tax arrangements across the 
States. 

Some taxes are better levied by certain levels of government. Submissions note that 
land-based taxes are more appropriate for lower levels of government because of their 
immobile base. Box 9.1 further discusses the theory of tax assignment in a federal system. 
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Box 9.1: The theory of tax assignment 

There is a great diversity of federal arrangements worldwide and so there is no universally 
applicable theory of tax assignment. However, some experts have identified useful 
principles that may apply in many, although not necessarily all, cases. 

In his article ‘Who Should Tax, Where, and What?’ Richard Musgrave (1983) outlined a set 
of principles for the assignment of taxes between different levels of government in a 
federal system. These principles are: 

• middle and especially lower-level jurisdictions should tax those bases which have low 
inter-jurisdictional mobility; 

• personal taxes with progressive rates should be used by those jurisdictions within 
which a global base can be implemented most efficiently (that is, consideration needs to 
be given to how easily a government can tax the income of its residents if it has been 
earned in another jurisdiction); 

• progressive taxation designed to secure redistributional objectives should be primarily 
central; 

• taxes suitable for purposes of stabilisation policy should be central, while lower-level 
taxes should be cyclically stable; 

• tax bases that are distributed highly unequally among sub-jurisdictions should be used 
centrally; and 

• benefit taxes and user charges are appropriate at all levels (although the significance of 
these instruments at each level of government depends on the nature of public services 
provided at that level of government). 

 

Tax base sharing 

Tax base sharing is where two (or more) levels of government tax the same, or roughly the 
same, base. Tax base sharing generally requires greater coordination and harmonisation of 
the tax base and can involve lower compliance costs than if separate levels of government 
utilise the same tax base independently. Each jurisdiction can set its own rate and receive the 
revenues raised in, or derived from, that jurisdiction. Further, the collection of revenue can 
be undertaken centrally or by each individual jurisdiction. 

Tax base sharing arrangements are not currently in use in Australia but are used in other 
federal systems. For example, Canada applies tax base sharing across major tax bases 
(Box 9.2). A few submissions raise the possibility of introducing a tax base sharing 
arrangement between the Australian government and the states, using the income tax base. 
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Box 9.2: Tax base sharing in Canada 

There are a number of tax base sharing arrangements that operate in Canada, where both 
the federal government and provincial governments apply taxes to the same base. Tax 
base sharing arrangements are in place for personal income tax and corporate taxes in 
most provinces, as well as sales taxes for some provinces. For example, with the exception 
of Quebec which administers its own personal income tax, all provinces have a base 
sharing agreement with the federal government for personal income tax. The provinces 
can set their own rates and thresholds, which apply in addition to the federal rates and 
thresholds. British Colombia currently has a progressive five rate income tax scale, while 
Alberta levies a single 10 per cent rate on taxable income. 

Federal taxes are collected by the Canada Revenue Agency (CRA). Tax collection 
agreements enable provincial governments to levy taxes which are administered by the 
CRA and remitted to the provinces. For personal income tax, this means individuals only 
file one set of tax forms each year covering both their federal and provincial tax. 

 

Revenue sharing 

Revenue sharing is where one level of government has access to a specific share of revenues 
collected by another level of government. This usually involves the national government 
setting a uniform tax rate and base, being responsible for administration and collection, and 
distributing a share of the revenue to sub-national governments. 

The proportion of revenue that each level of government receives from revenue sharing may 
influence the operation of a revenue sharing agreement. If sub-national governments receive 
the greater share of revenue, it might provide them with a greater sense of ‘ownership’ of the 
tax. This may increase accountability if citizens associate the tax with the level of government 
receiving the revenue. However, the lower the share of the revenue that the collecting 
government keeps, the less concerned it may be about the integrity and sustainability of the 
tax base. 

Untied grants 

Untied grants are provided by the national government to sub-national governments 
without conditions on how the money is to be spent. Untied grants can either be an arbitrary 
amount of money or set by a formula which, depending on institutional arrangements, may 
be subject to unilateral change. Given there are no attached conditions to their receipt, untied 
grants can be administratively simple to deliver. However, as it is more difficult for citizens 
to explicitly link paying a tax with untied grants, sub-national governments that receive 
untied grants may have diminished accountability to the public. 

Some submissions suggest that issues with federal financial relations could best be 
addressed by funding the abolition of a number of state taxes using untied grants. These 
submissions generally acknowledge VFI as a problem, but consider the efficiency, equity and 
simplicity of the tax system to be more important. 
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Tied grants 

Tied grants from the national government to sub-national governments come with 
conditions on how the money is to be spent. Tied grants may be an efficient way to address 
externalities or spillovers across the borders of sub-national jurisdictions (such as in the 
Murray-Darling basin where the actions of one State affects the wellbeing of another). 

Where tied grants are used for purposes other than addressing externalities, they can create 
efficiency and accountability problems. If the conditions on service delivery are different to 
the preferences of the sub-national government, citizens may hold the sub-national 
government responsible for the services provided, even though it is unable to provide them 
in its preferred way. Further, tying grants may increase administration costs, for example 
due to the need to monitor the conditions of the grant. By determining the amount of 
funding to be spent on the delivery of a particular service, tied grants can also reduce the 
incentive for the service provider to pursue efficiency in service delivery. 

An alternative approach to tied grants is for the national government to provide funding to 
any service provider that can deliver a specific outcome. Under this approach the national 
government would tender for service provision. Sub-national governments would have the 
option of applying to be a service provider and, if successful, would receive the necessary 
funding (along with any other successful tenderers) to deliver the specified outcomes. For 
example, if the national government wanted people with low incomes to be able to access 
particular services charged on a user pays basis — the loss in revenue to service providers 
from this concession could be funded by the national government (see Section 9.3 for further 
discussion of this issue). 

A few submissions note the possibility of the Australian government contracting service 
delivery, with one suggesting that the Australian government purchase services from the 
States on a per unit basis, with the unit price linked to quality and reliability performance 
criteria. 

The choice of funding approaches 
In most federal systems, sub-national governments are financed from a combination of the 
approaches in Chart 9.1. The extent to which each of these methods of funding is used is 
partly dependent on how the trade-off between the benefits of a centralised tax system and 
its effects on the accountability of governments is viewed. It is also dependent on a number 
of other factors such as: 

• the constitutional framework of the federation; 

• the extent to which the equalisation of fiscal capacities of sub-national governments is 
viewed as important, as this will influence the choice of taxes assigned to sub-national 
governments and the need for revenue sharing or untied grants to more easily 
implement fiscal equalisation; 

• the existence of externalities across the borders of sub-national governments; and 

• the capacity for sub-national governments to raise revenue from their own sources in a 
sustainable way. 
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Consultation question 
Q9.1 Noting the overall structure of Australia’s federal financial arrangements, what 

changes, if any, should be made to the assignment of revenue raising powers and 
intergovernmental transfers in Australia? 

9.2 State and local taxes and other own-source revenue 
The States currently have access to a range of tax bases and other revenue sources. These 
taxes could be reformed independently of changes to the way the States are funded (outlined 
in Section 9.1). However, changes to funding arrangements may provide greater flexibility 
for state tax reform. 

Summary of key messages from submissions 

Of those submissions which consider state and local taxes, many raise concerns with the 
imposition of one or more of these taxes, noting issues of inefficiency and equity. Many 
highlight the need to rationalise the number of taxes. 

A number of business groups note the complexity and compliance costs arising from the 
different structure and administration of taxes across States. 

Many submissions propose the abolition of a number of state taxes. Few submissions 
identify ways the States could fund the abolition of these taxes, but those that do propose 
improving the application of some existing taxes (or introducing new ones). 

Many submissions call for the abolition of payroll tax. However, several recent efficiency 
analyses of state taxes indicate that payroll tax is one of the more efficient state taxes (see 
Charts 9.2 and 9.3). Many submissions suggest that, if payroll tax is to be maintained, the 
current exemptions and thresholds should be removed and that the tax be harmonised 
across the States. An option put forward is to apply a uniform system with the Australian 
Taxation Office (ATO) collecting the payroll tax on behalf of the States. 

Several submissions propose that insurance duty and the fire services levy imposed on 
insurers be abolished. They argue that these levies result in multiple taxation of insurance 
products and highlight the risks associated with non-insurance or underinsurance. 

Submissions canvass a range of changes in relation to land taxes — from complete 
abolition to broadening by removing exemptions and concessions. A few submissions 
consider that land tax should be harmonised across the States, or that it should be a federal 
tax. Some submissions propose abolishing local government rates, while others suggest it 
is an appropriate tax base for local governments. 

There is general agreement in submissions that stamp duty on conveyances should be 
abolished, with a number of submissions noting the inequity of this tax. 

Several submissions express concerns about the impact that property taxes and charges 
(for example, stamp duty on conveyances and land taxes) have on housing prices. 

Page 190 



State and local taxes and transfers 

Summary of key messages from submissions (continued) 

Many submissions propose changes to state motor vehicle taxes, where the rate of tax 
depends on the carbon emitted from the car. One notes that such an approach would 
require tax to be based on fuel usage rather than annual vehicle charges. 

One submission argues that gambling should be taxed the same as other industries. 

One submission suggests that the States should make more use of user charging. 

Some submissions express concern that not all taxes identified for abolition under the 
Intergovernmental Agreement on the Reform of Commonwealth-State Financial Relations have 
been abolished. Some suggest all state taxes could be replaced by the GST. 

Issues with state and local taxes 
In considering alternatives to the current mix of state taxes, a number of factors need to be 
taken into account. The ability to reform state taxes will depend upon: 

• the revenue raised by broadening the base of efficient taxes and any revenue forgone if 
tax rates are lowered as part of these reforms; 

• the revenue lost due to the abolition (or reduction) of inefficient taxes; 

• any changes to revenue sources of state governments; 

• the constitutional restrictions on the states levying some taxes; and 

• the scope to raise additional revenue from user charging. 

Insurance taxes 

Submissions note that stamp duty on insurance may encourage people to either under insure 
or to not insure at all by increasing the cost of insurance products relative to other goods. 
While this in itself is inefficient, it may also lead to an increase in government expenditure if 
assistance is provided to the uninsured in the event of a disaster. Further, the fire services 
levy — which is levied on insurance companies to partly fund fire brigades — can exacerbate 
the effects of the stamp duty on insurance. 

Payroll tax 

As noted in the Architecture paper, it is difficult to determine the precise economic incidence 
of a tax. Many submissions are concerned that payroll tax acts as a disincentive to businesses 
to hire workers. However, a recent review by the NSW Independent Pricing and Regulatory 
Tribunal (IPART) found that the economic effect of a broadly based payroll tax is similar to a 
broad consumption tax or a flat-rate income tax, concluding that the view that payroll tax is 
a tax on employment is not supported by the evidence (IPART 2008). 

This reflects the generally accepted view that the economic incidence of a comprehensive 
payroll tax is likely to fall on labour, either directly through lower after tax wages or 
indirectly through higher prices for goods and services. However, in the short run it is 
possible that, due to certain market conditions, businesses which pay the tax are not able to 
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pass it on through prices or wages, and this in turn could affect business investment 
decisions. 

Charts 9.2 and 9.3 (from the submissions) suggest payroll tax is a relatively efficient tax, 
notwithstanding its narrow base. While payroll tax is shown to be relatively efficient, the 
efficiency rankings of taxes vary considerably. The Review Panel has commissioned work on 
the efficiency of Australia’s main taxes. 

Chart 9.2: Australia-wide ranking of state/federal taxes 
% change in consumption / % change in tax revenue (relative to personal income tax) 
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Source: Investment and Financial Services Association submission (2008). 
 

Chart 9.3: Inefficiency ranking of selected taxes 
Impact on output relative to benchmark tax set at 1.0 
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Source: Property Council of Australia submission (2008). 
 
While the payroll tax threshold may make it less efficient, this outcome needs to be balanced 
with the compliance costs that would be faced by small business if there were no threshold. 
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However, the tax threshold means that a higher rate is needed to raise an equivalent amount 
of revenue. 

Land taxes 

Many submissions consider land tax an efficient and under utilised tax base. It is generally 
accepted that a broad-based land tax is relatively efficient, as landowners cannot reduce the 
supply of land to avoid the tax. As supply is unable to respond to the tax, its primary impact 
is to reduce the current after-tax price of land so that the future after-tax earnings on the 
asset reflect the return on equivalent assets. 

However, where there are exemptions in the state land tax base, as currently exist for 
owner-occupied housing and land used for primary production, there is scope to move some 
land from a taxable to a non-taxable use. This opens the possibility that the supply of taxable 
land can decrease, resulting in at least part of the tax being passed to users of land. Thus the 
exemptions from land tax can create an efficiency cost by distorting the use of the land. 

Exemptions for owner-occupied housing mean that home owners do not face a land tax 
liability, which could potentially represent a significant proportion of their income 
depending on the value of the land on which their home is located. Removing exemptions 
may mean it is necessary to ensure there are sufficient mechanisms to ameliorate potential 
cash flow problems for such people, such as reverse mortgages or personal loans, or tax 
deferment arrangements. Removing exemptions would also mean that the same amount of 
revenue could be raised with lower rates of land tax. However, it could be argued that the 
land tax exemption for owner-occupied housing creates room for local governments to apply 
rates. 

While a few submissions consider the exemptions necessary for equity reasons (with 
reference to income not asset value), exemptions may be seen as inequitable (due to wealthy 
and/or high income home owners being exempt from the tax) and this may reduce the 
community’s acceptance of the tax. In this context, Carling (2008) notes the relative 
acceptance of local government rates, which are primarily land taxes applied on a uniform 
basis. 

Gambling taxes 

Unlike most other activities, the States restrict the supply of gambling providers in an 
attempt to reduce social problems associated with some gambling. These restrictions 
generate ‘rents’ to gambling operators, as they are able to earn higher profits without the fear 
of competitors entering the market. As a tax on rents, gambling taxes have the potential to be 
efficient and redistribute above normal returns to the community at large. 

If gambling taxes do no more than recoup the increased profits accruing to gambling 
operators from the restrictions on gambling supply, they will have no impact on the overall 
level of gambling or on the return to the gambler (see Box 9.3). 

Effective taxation of rents would imply taxing more restricted segments of the market more 
heavily than less restricted segments. However, this could be difficult to do in practice. 
While the States have differing tax rates on different forms of gambling (for example, lotto 
compared to horse racing) there is no clearly articulated reason for these differences. If the 
States are not taxing differing rents, or levying taxes to address different social costs 
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associated with different forms of gambling, there may be an argument to tax gambling at a 
uniform rate. This would ensure that the type of gambling activity reflects the benefit to the 
gambler of the activity, rather than the rate of tax. 

Box 9.3: Gambling taxes — collecting the rents created by regulation 
Chart 9.4: Rents created by the regulation of gambling 

Price of
gambling
(average
player loss)

Supply0

Demand

Quantity of gambling
(amount of money
spent on gambling)
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Q0Q1
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Supply - restricted
by government to Q1

 

In an unregulated gambling market the amount of gambling is determined by supply and 
demand. State governments may choose to regulate the amount of gambling, for example 
by placing a cap on the number of poker machine licences. This restriction in the supply of 
gambling provides an advantage to those operators who remain in the market: they are 
able to charge a higher price to gamblers (a higher player loss, PD). The restriction in 
supply means these gambling providers yield additional profits (area A). If the 
government taxes away this increased profit, it is effectively recouping the benefit that it 
created through the restriction in supply. 

 

User charging 

As noted in Section 3.4, the essence of user charging is that a program is funded not from 
general tax revenue, but rather by charging those who access the program. As the user 
charge is generally collected by the entity that provides the service (which will usually have 
the best information about who is using the service and the cost of providing it) and State 
governments provide the majority of services to the Australian public, the potential for them 
to apply user charging appears greater than for the Australian government. One submission 
highlights that States are able to generate own source revenue from user charging. 

Currently, the States charge for a wide range of activities including transport, education and 
environmental services. Technology is improving the ability of governments to measure and 
charge individuals for what are essentially publicly provided private goods (for example, 
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roads). While this can produce efficient outcomes, governments may also choose to 
under-price the provision of the good or service to pursue social policy goals (although often 
such goals can be achieved through other mechanisms, such as the transfer system). 

Other taxes 

Many submissions call for a rationalisation of the number of taxes in the federation. The 
States raise a number of taxes which are levied on narrow bases and raise relatively small 
amounts of revenue. For example, NSW and the ACT impose a levy on health insurance 
(known as the ambulance services levy in the ACT), while NSW, Victoria and WA impose a 
parking space levy. The small amounts of revenue that come from these taxes may mean that 
the costs of administering them are high relative to the revenue raised. However, each may 
have favourable efficiency implications which support their continued use. 

Consultation question 
Q9.2 Given the widely held view in submissions that the current state tax arrangements 

need to be reformed, what changes should be made to state and local government 
own source revenue instruments? What scope is there for greater use of user 
charging to bring social, environmental or economic benefits? 

9.3 Redistribution in the federation 
In Australia, redistribution of income among households is primarily a function of the 
Australian government, which is responsible for the policy and administration of a range of 
payments to individuals and families. State and local governments are also involved in 
redistribution, mainly through indirect transfers in the form of concessions and exemptions 
for certain groups in respect of some taxes and services. With multiple levels of government 
involved in redistribution, there are potential issues with the complexity that individuals 
face and the compatibility of different redistributive policies. 

Summary of key messages from submissions 

Some submissions note the interaction between transfers provided by the Australian 
government and concessions provided by state and local governments for services (such as 
public transport) and taxes (most notably, local government rates). The link between 
transfer payments and concessions can create stronger attachment to (means-tested) 
payments and this can have implications for workforce participation. 

Some submissions highlight the equity concerns of existing state and local government 
taxes and propose that the Australian government take over a number of state and local 
taxes. Other submissions see an ongoing role for state and local taxes, but the Australian 
government, given its capacity to achieve equity across the country, should be the only 
government involved in redistribution. This may also improve the capacity for state and 
local governments to raise revenue more efficiently from their own taxes. 

Submissions proposing an income tax base sharing arrangement note that consideration 
would need to be given to how this would affect the ability of the Australian government 
to coordinate redistribution. 
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Alternative methods of redistribution 
Section 4 notes that the redistributive function is applied mainly at the Australian 
government level. In 2006-07 the Australian government provided around $70 billion in cash 
transfers to individuals and families. State and local governments do not have a system of 
general income support but provide transfers to individuals in a number of ways, including: 

• through services directed to assist low income people, such as public housing schemes 
to provide affordable accommodation; 

• subsidised services, such as electricity, water and public transport; and 

• tax concessions, such as motor vehicle registration and local government rates 
concessions, and stamp duty concessions to eligible first home buyers. 

Tables 2.27 to 2.34 of the Architecture paper show the range of concessions available to people 
in each of the States and some of the interactions between these concessions and eligibility 
for certain Australian government programs (such as the Pensioner Concession Card and the 
Commonwealth Seniors Health Card). The tables illustrate considerable variation in the 
concessions provided. 

Some submissions note that the interaction between eligibility for transfer payments and 
eligibility for concessions can affect the incentives for workforce participation. As the 
eligibility for some of these concessions can be withdrawn in a ‘sudden-death’ nature, this 
can create a disincentive for people to earn extra income and move off transfer payments, 
particularly those facing high effective marginal tax rates. 

A number of submissions note that the Australian government is in the best position to 
coordinate redistribution. Wellisch (2000) suggests that in federal systems the redistribution 
function is best assigned to the national government because competition between 
sub-national governments can lead to a sub-optimal level of income redistribution. 
For example, if one jurisdiction had higher rates of payment (financed by higher taxes), it 
may attract non-workers, and repel workers, from other jurisdictions increasing the tax 
burden on its citizens relative to those in other jurisdictions. There could therefore be an 
incentive for sub-national governments to reduce redistribution. As migration responses can 
be expected to be lower at the national level, these distortions would be lower where the 
national government is in charge of redistribution. 

However, sub-national governments are often in a better position to provide public services. 
This stems from their comparative advantage in being able to vary levels of service provision 
based on localised information and the preferences of their constituents. State and local 
governments in Australia provide a wide range of services and generally set the policy for 
the provision of those services, although some are provided within agreed frameworks 
between the Australian government and the States. 

The concessions provided by the States can be used for services which are operated by state 
and local governments or by private enterprises. A number of problems arise with this 
approach: 

• the administration of concessions can be complex; 
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• there can be different equity outcomes in different parts of the country depending on 
the accessibility and need to use particular services; 

• redistribution and equity outcomes can become dependent on consumption choices; 

• concessions for specific services can dampen the effect of price signals; and 

• concessions might provide a subsidy to particular businesses. 

Submissions from local government note that concessions to certain groups weaken the 
local government tax base (although the cost of these concessions may be met by state 
governments) and the redistributive function should ideally be addressed by the Australian 
government. Such an approach could also reduce vertical fiscal imbalance, as the cost of 
providing concessions for services and taxes would be moved from state and local 
governments to the Australian government. 

If a nationally consistent approach to redistribution is desirable, this could be done in two 
ways. State and local government concessions could be removed, with the Australian 
government focusing on the capacity of individuals to use services and pay taxes. This could 
be done through the Australian government providing vouchers to eligible people to use 
certain types of services, or through increases to existing Australian government transfer 
payments. State and local governments would continue to be service providers (competing 
against private businesses in some sectors). Alternatively, the states could harmonise their 
concessions to achieve a similar outcome. Again, if considered appropriate, the value of the 
concessions could be provided in a transfer payment rather than concessions. 

An issue requiring further consideration under this approach is the appropriate cost and 
value of the services and concessions for which certain groups are currently eligible. Another 
issue is how changes to transfer payments might affect workforce participation decisions. 

In another respect, applying the principle that redistribution is a national government 
responsibility may reduce the extent to which the states can use certain tax bases. For 
example, submissions that raise the possibility of introducing an income tax base sharing 
arrangement between the Australian government and the states note that an important 
consideration is the ability for the Australian government to coordinate redistribution (given 
the interaction between personal income tax and the transfer system). 

Consultation question 
Q9.3 What is the appropriate allocation of the roles of the Australian and state 

governments in income redistribution? 

9.4 Streamlining tax-transfer administration in the federation 
Section 2.1 highlights the complexity of the federation’s tax-transfer system and the 
duplication of administration arrangements. At present, an individual may have to deal with 
several different agencies at an Australian government, state and local levels to understand 
the taxes that they have to pay and the transfers that they may be entitled to receive. 
Duplication in administrative structures may lead to unnecessary costs. There may be scope 
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to streamline the administration of the tax-transfer system to reduce the complexity that 
individuals face and reduce operating costs. 

Summary of key messages from submissions 

Submissions consider that greater efficiency and simplicity of the tax system could be 
achieved by having a central agency (such as the ATO) administer either individual state 
taxes (such as payroll tax) or the States’ entire tax system. The administration and 
legislation of these taxes should be harmonised. 

 

Alternative approaches for administrative reform 
Streamlining the administration of the tax-transfer system in the federation may yield two 
broad types of benefit. First it may reduce the cost of administration. Second, members of the 
community may face less ‘red tape’ in accessing their benefits and more certainty with 
regard to the taxes they need to pay and the transfers they are entitled to receive. 

Streamlined administration could be a by-product of tax-base sharing arrangements 
described in Section 9.1. Beyond this, consideration could also be given to three broad kinds 
of administrative reform. 

First, improved sharing of information provided by individuals to tax authorities could 
reduce the number of interactions people need to have with different levels of the system. 
This could be implemented along similar lines to the Standard Business Reporting model 
where the goal is for businesses to provide reports, used by tax and regulatory authorities 
across jurisdictions, using standardised definitions and a single secure channel, with 
business software automatically pre-filling forms to satisfy their reporting obligations and 
regulatory compliance. State revenue offices are already participating in the Standard 
Business Reporting project as one way of reducing red tape. 

Second, some or all of the actual collection of state taxes (and payment of state transfers) 
could be undertaken by centralised agencies. An individual would still be paying (receiving) 
local, state and Australian government taxes (transfers), but would only have relationships 
with the centralised agencies (for example, the ATO and Centrelink). A further extension of 
this approach, discussed in Section 8.2, would be to have only one agency at the Australian 
government level with which individuals would interact regarding both taxes and transfers. 

A third approach would be to retain the existing administrative architecture across 
jurisdictions (including state revenue offices) but overlay it with an intermediary function 
that would provide a ‘one-stop’ interface for individuals. That is, administering the taxes and 
transfers would remain with several institutions but citizens would only interact with the 
one body. 

While reducing the number of agencies involved in the administration of the tax-transfer 
system may reduce the complexity and costs for individuals interacting with the system, 
there may be a loss of transparency for citizens and a risk that the information sharing 
arrangements may be inadequate. The extent to which the administration of the tax-transfer 
system can be integrated and centralised will also depend on the degree to which 
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jurisdictions are prepared to give up distinguishing features of their systems in order to 
harmonise relevant taxes and transfers. 

Consultation question 
Q9.4 What opportunities could be pursued to deliver more seamless administrative 

arrangements of the tax-transfer system across the federation? 

9.5 Other issues 

Intergovernmental Agreement on the Reform of Commonwealth-State 
Financial Relations 
Some submissions express concern that taxes listed for abolition in the Intergovernmental 
Agreement on the Reform of Commonwealth-State Financial Relations (the IGA) have not been 
abolished. Under the IGA, wholesale sales tax and accommodation taxes were abolished on 
1 July 2000, financial institutions duty and stamp duty on quoted marketable securities were 
abolished on 1 July 2001, and bank account debits tax was abolished in all states by 
1 July 2005. 

The IGA also provided that the Ministerial Council for Commonwealth-State Financial 
Relations would, by 2005, review the need to retain stamp duty on: non-residential 
conveyances; non-quotable marketable securities; leases; mortgages, bonds, debentures and 
other loan securities; credit arrangements, instalment purchase arrangements and rental 
arrangements; and cheques, bills of exchange and promissory notes. With the exception of 
the real property component of non-residential conveyance duty (that is, conveyance duty 
on real business property), the Australian government agreed timetables for the abolition of 
these taxes with each of the States. 

Some submissions suggest that the abolition of other taxes (that is, those not listed in the 
IGA) should be funded by the GST. However, there was no specific commitment in the IGA 
to abolish taxes other than those noted above. It was the intent of the IGA to improve the 
financial position of the States over time, rather than have the additional revenue provided 
by the GST being fully offset by reductions in other taxes. 

Horizontal fiscal equalisation 
Several submissions express a concern that the current horizontal fiscal equalisation (HFE) 
process affects the incentives for states to undertake economic reforms. As agreed by all the 
States in the IGA, GST payments are distributed among the States in accordance with the 
principle of HFE and having regard to the recommendations of the Commonwealth Grants 
Commission. The panel considers that HFE is beyond the scope of its terms of reference. 
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10 Tax and transfer impacts on housing 

Overview 

Housing plays an integral role in Australian society. It provides a source of shelter and a 
base for people to participate in communities and the workforce. It is the largest store of 
the nation’s wealth and a major source of retirement savings for home owners. 

The tax-transfer system affects the housing market through a range of taxes, concessions 
and transfers, which in some cases are targeted at certain housing tenures or income levels. 
These aspects of the system influence the type of homes people live in, the way they save 
and invest, including for their retirement, and the affordability of housing. Through its 
treatment of housing, the tax-transfer system also delivers significant assistance to 
particular groups of Australians, which affects the overall equity of the tax-transfer 
system. 

Consultation questions 

Q10.1 What should be the objective of the tax-transfer system in respect of housing? 
Should there be assistance for housing over other assets or services? Should 
assistance be based on housing tenures? Should assistance be focused on people 
on low incomes? Should assistance differ between public and private tenants? 

Q10.2 What role, if any, should the tax-transfer system play in respect of housing 
affordability? Should the tax-transfer system be used to influence housing supply 
and/or demand to improve housing affordability? What changes, if any, should 
be made to housing-related transfers that assist disadvantaged households to find 
housing? 

Q10.3 Recognising the influence that some taxes and transfers have on the use of 
housing and residential land, what changes, if any, should be made to ensure the 
housing stock and residential land are used efficiently? 

 
This section considers the impact of the tax-transfer system on housing. It outlines the taxes 
and transfers affecting housing and discusses their distributional effects by tenure type and 
income level. The impact of the tax-transfer system on housing affordability and the efficient 
use of the housing stock are then discussed. 
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10.1 Housing taxes and transfers 
A wide range of taxes and transfers affect housing. While some of these reflect revenue 
raising objectives, many are designed to achieve social policy objectives, such as access to 
affordable housing, adequate retirement incomes or equity concerns. 

It is difficult to discern the overall distributional outcomes of the tax-transfer system in 
relation to housing. This partly reflects the range of objectives for the system. It also reflects 
the complex ways in which tax-transfer policies interact with the housing market. In light of 
this complexity, the panel has commissioned new research on the impact of the tax-transfer 
system on housing. 

Summary of key messages from submissions 

Some submissions say that the tax-transfer system should tax housing concessionally in 
light of its social benefits and place in Australian society. Others take an alternative view, 
arguing on equity grounds that housing should be taxed more like other assets. 
Submissions emphasise the role the tax-transfer system plays in supporting access to 
affordable housing for low-income Australians. 

The submissions contain mixed views about whether property owners are paying a ‘fair 
share’ of tax. Several submissions note that property is subject to many taxes across all 
levels of government and claim that this results in the sector being over taxed. Others 
claim that housing is treated favourably as an asset class within the income tax system. 

The exemption of the principal residence from capital gains tax (CGT) is raised as an issue 
in a number of submissions. Many argue that the exemption encourages excess investment 
in housing. Similarly, a number of submissions question the land tax exemption for the 
family home, noting the significant narrowing of the potential tax base that the exemption 
creates and expressing concern about equity between owner-occupiers and renters. 

Other submissions claim that private rental investment is advantaged relative to 
owner-occupiers due to interest deductibility and ‘negative gearing’. 

In terms of the transfer system, a number of submissions suggest that pensioners who own 
their own house are more favourably treated than people who do not. Several submissions 
argue that low-income renters receive payments that are too low and do not keep pace 
with growth in rents. 

Some submissions suggest that ‘negative gearing’ for investors and the exemption from 
CGT for owner-occupiers benefit high-income Australians. Others argue that negative 
gearing supports the provision of affordable rental housing. 
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Size and distribution of housing taxes, subsidies and transfers 

Snapshot of the housing market 

In 2005-06, around 70 per cent of households lived in their own homes (Chart 10.1A). The 
rate of home ownership has remained stable over the past 40 years and is one of the highest 
in the OECD. Between 1995-96 and 2005-06, the proportion of owner-occupiers who owned 
their home outright declined. 

Owners and buyers aged between 25 and 64 years have the highest incomes and are the 
wealthiest Australians, their wealth being six times higher than non-homeowners. Tenants of 
public housing have the lowest wealth and incomes (Chart 10.1B). 

Chart 10.1: Overview of housing market(a)

A: Tenure of occupants  
(1995-96 and 2005-06) 

B: Income and wealth of occupants aged 25-64(b)
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Source: ABS (2007d). 

(a) Owner refers to a household that owns the home outright. Buyer refers to a household with a mortgage. 
(b) Older Australians are excluded from the comparison in Chart 10.1B to remove the influence of demographics. Older 

Australians are over-represented in the outright owner category. Similar to the results in the chart, older Australians who are 
home owners or home buyers have higher average wealth and incomes than non home owners. 

Owner-occupied housing is not subject to Australian government income tax, whereas 
private rental properties are subject to income tax as they are an income-generating asset. A 
range of transfers are provided by all levels of government. 

 
The major taxes and transfers affecting housing are outlined in Table 10.1. Specific taxes on 
housing, such as stamp duty and land tax, are levied by the states. Local government rates 
affect both owner-occupied housing and private rental properties. 
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Table 11.1: Major taxes and transfers relating to housing  
 Owner-occupied Private landlord Private renter Public tenant 

Taxes     

Income tax 
(Australian Government) 

Exempt. Taxable. 50 per cent discount on capital 
gain. Costs deductible.  

n/a n/a 

Stamp duty 
(All States) 

Taxable at progressive rates 
based on property value (some 
first home buyers exempt). 

Taxable at progressive rates based on 
property value. 

n/a n/a 

Land tax 
(All States except Northern Territory) 

Exempt. Taxable based on land values. 
Deductible from income tax. Thresholds 
exclude many small-scale holdings. 

n/a n/a 

Rates 
(local governments) 

Taxable, based on land values. 
Some exemptions. 

Taxable based on land values. n/a n/a 

Transfers     

Income support assets tests 
(Australian Government) 

House value not counted toward 
total assets. Home-owning couple 
subject to maximum rate threshold 
of $243,500. 

Property value counted toward total 
assets. 

Non-home-owning couple subject to 
maximum rate threshold of $368,000. 

Non-home-owning couple subject to 
maximum rate threshold of s $368,000. 

Rent Assistance 
(Australian Government) 

n/a n/a Eligibility determined by access to other 
payments. Payment rate determined by 
rent (capped) and family circumstances. 

Not eligible. 

First Home Saver Accounts 
(Australian Government) 

Savings of first home buyers 
receive Government contributions 
and preferred tax rates.  

Existing property owners ineligible. Savings of first home buyers receive 
Government contributions and preferred 
tax rates. 

Savings of first home buyers receive 
Government contributions and preferred 
tax rates. 

First Home Owners Grant 
(Australian and state governments, 
administered by States) 

Until 30 June 2009, $14,000 grant 
for first home purchased — 
$21,000 if a newly constructed 
home. To revert to $7,000 from 
1 July 2009. 

Not eligible. n/a n/a 

Public housing 
(Australian and State governments) 

n/a n/a n/a Eligibility determined by income and 
other criteria indicating disadvantage. 
Recipients pay a rent, usually around 
25 per cent of their income. 

National Rental Affordability Scheme 
(Australian and State governments) 

n/a Eligible institutional investors receive 
$8,000 per dwelling rented to eligible 
tenants. 

Low to moderate income renters access 
a home at rent 20 per cent below market 
rates. 

n/a 

Home purchase assistance 
(State governments) 

Includes direct lending, deposit 
and mortgage subsidies. Generally 
means-tested by income. 

n/a n/a n/a 

Private rental assistance 
(State governments) 

n/a n/a Payments to help meet ongoing, bond or 
other rental costs. Generally 
means-tested by income. 

n/a 
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Owner-occupied housing 
Owner-occupied housing is taxed more like a private good than an investment asset. That is, 
returns to owner-occupied housing, such as a capital gain or imputed rent (see Box 10.1) are 
not taxable and the holding costs (interest or maintenance) are not deductible. This tax 
treatment makes an investment in owner-occupied housing more favourable than other 
housing options. The Architecture paper suggests that the effective rate of tax on 
owner-occupied housing is also lower than the rate on bank deposits and ungeared share 
investments. 

The taxation treatment of owner-occupied housing can affect two key decisions of 
individuals or households: 

• Their investment allocation decision. The closer the alignment in the taxation of 
owner-occupied housing and other investments, the smaller is the tax distortion when 
allocating capital. 

• Their retirement savings decision. An owner-occupied home is a way to save for 
retirement, as it reduces housing costs in retirement. Aligning the taxation of 
owner-occupied housing with superannuation will reduce tax distortions from the 
retirement savings decision. 

Many studies have tried to measure the size of the net subsidy (or tax) conferred on 
owner-occupied housing by its tax treatment. A common approach in Australian studies is to 
determine the amount of tax that households would pay if owner-occupied houses were 
taxed like investment properties. Using this approach, the Productivity Commission (2004) 
estimated an annual implicit subsidy for owner-occupied housing of $25 billion in 2003, 
reflecting the combined effects of the exemption from CGT ($10 billion), the non-taxation of 
imputed rent net of interest and other costs ($8 billion), and exemptions from land taxes 
($7 billion). This equates to roughly $4,600 per dwelling per year. This estimate is similar to 
the results of Yates (2003), who found a $13 billion benefit from the exemption from capital 
gains and a $8 billion benefit from the non-taxation of imputed rents (net of other 
expenses).10

                                                      

10 The estimates of tax advantage in the paragraph are not necessarily indicative of revenue raised from the 
hypothetical alternative tax settings. This is because the alternative settings would likely lead to significant 
behavioural responses by tax payers, which are not accounted for in the estimates. 
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Box 10.1: What is imputed rent? 

Imputed rent is the value housing provides to an owner-occupier and can be thought of as 
the benefit from not having to pay rent to reside in that dwelling. Imputed rent is not 
included as part of a person’s assessable income for tax purposes. 

Excluding imputed rent from income tax can be considered to be a tax expenditure (or 
subsidy) that provides an incentive to owner-occupation. If a person were to move out of 
their home into rental accommodation and let out their property at the same rental rate, 
their tax bill would increase even though their assets and income (after housing costs) are 
unchanged. This is because rental income is taxed, while imputed rental income is not.  

The Australian Bureau of Statistics (ABS) estimates gross imputed rent for owner-occupied 
property as the amount that would be received if it were rented privately. Net imputed 
rent is derived as gross imputed rent less holding costs such as interest and maintenance. 
The 2005-06 results show that even though outright owners have lower cash income on 
average than home-buyers, their income is higher once adjusted for net imputed rent. 

Table 10.2: ABS estimates of imputed rent ($ per week) (2005-06) 
 Mean disposable 

income(a) 
Mean gross 

imputed rent 
Mean net 

imputed rent 
Mean disposable income 

(including net 
imputed rent)(a) 

Home owners     

Outright 625 236 172 731 

With mortgage 716 245 5 718 

Renter     

From market 603 0 7 608 

From state authority 356 183 83 404 
(a) Household equivalised incomes. Equivalised incomes take account of different household sizes and structures by 

identifying the amount needed to provide an equivalent standard of living to that of a single person. 
Source: ABS (2008g). 

 
A number of submissions suggest that not taxing owner-occupied housing benefits 
high-income Australians. Yates (2003) also analysed the distribution of the tax subsidy to 
owner occupied housing, as shown in Table 10.3. People on higher incomes benefit most 
from tax exemptions as they have high marginal tax rates and generally have more 
expensive houses, with higher imputed rents and larger capital gains. Low-income earners 
on a zero marginal rate may receive no benefit. As mortgage payments and other expenses 
are not deductible, the current system favours home owners more than home buyers. Apart 
from people in the ‘lower middle’ income quintile, the subsidy was found to be mildly 
regressive as it increases proportionally more than income. 
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Table 10.3: Tax benefit to owner-occupiers by income quintile (1999)(a)

 Income quintiles 

 Bottom Lower middle Middle Upper middle Top 

Outright owners      
Tax benefit ($) 0 2,100 2,500 4,600 8,800 

as % of income 0 9 6 7 7 

Home buyers      
Tax benefit ($) 0 400 100 500 2,100 

as % of income 0 2 0 1 2 
(a) The tax benefit was calculated as the sum of the tax that would otherwise be payable on imputed rent and the annual capital 

gain less interest costs. The personal tax rates used in the calculation were determined using half of the household income 
(before net income from the owner-occupied property). 

Source: Yates (2003). The study uses Housing Survey data from ABS (2000). 
 
As not all Australians are financially able to participate in owner-occupation, there is a 
further equity dimension arising from the tax exemption for owner-occupied housing. 
Unlike investments in other assets, such as shares or a bank deposit, it is not possible to buy 
a $1,000 stake in an owner-occupied house. The 15 to 20 per cent of people that never 
purchase a home tend to be much poorer than other Australians. 

As outlined in Table 10.1, a range of other government programs provide direct assistance to 
owner-occupiers through grants or tax exemptions. First home buyers are the major 
recipients of this assistance. In 2006-07 this group received the majority of the $1.7 billion in 
exemptions from stamp duty and received around $1.0 billion through First Home Owners 
Grants. From 2008-09, they have access to First Home Savers Accounts, which will confer a 
transfer of $625 million over four years. These transfers are not targeted, other than the case 
of stamp duty reductions that are restricted through house values. In 2005-06, state 
governments provided home purchase assistance, of which $30 million was through interest 
rate assistance and other subsidies and $969 million was repayable direct lending. This 
assistance is generally means tested by income. 

A number of submissions note that owner-occupiers who receive pensions or allowances 
benefit through concessional treatment in assets tests. Assets tests reduce payments once 
assets exceed a certain threshold. Pensions are reduced by $1.50 for every $1,000 above the 
threshold, while allowances are stopped once assets exceed the threshold. For home owners 
the threshold is $124,500 lower than the threshold facing non-home owners. This provides a 
concessional treatment for home owners whose home is worth more than $124,500, with the 
extent of concessionality increasing in line with the home’s value. 

Private rental housing 
Unlike owner-occupied housing, investment in residential property is taxed in the same way 
as other assets. However, as shown in Section 8 of the Architecture paper, the current system 
treats some types of returns (for example, capital gains) more favourably than others (for 
example, interest), and this effect can be accentuated through gearing. 

The features of the tax system argued by many submissions to favour property 
investment — such as the interaction of ‘negative gearing’ with the CGT discount (see 
Box 6.8) — are available for other investments. However, these favourable features may be 
more prevalent for housing than other assets. For example, properties tend to be more highly 
geared than share investments, which may reflect the lower volatility of house prices. 
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The size of this tax benefit has not been studied as comprehensively for rental investment as 
for owner-occupied property. Abelson and Joyeux (2007) calculated the tax benefit to 
housing by netting tax paid from direct and implicit subsidies. They found that the net 
subsidy accruing to private rental housing was $400 million in 2004, compared to $6 billion 
for owner-occupied housing.11

Tax data provide some insights into the size and distribution of tax benefits for private rental 
investments. In 2005-06, total deductions exceeded rental income by $5 billion. Chart 10.2 
shows that the majority of rental property investors who declare losses have a total income 
of less than $50,000.12 However, high-income earners who declare losses are 
over-represented compared to their share of the overall income distribution. Investors whose 
total income is below $50,000 have an average deduction of around $7,000, about half the 
deduction of investors who have a total income above $100,000. The distribution of tax 
benefits between investors and renters is considered in the following section. 

Chart 10.2: Proportion of individuals with rental losses  
By total income ($’000) (2005-06) 
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(a) The ‘Proportion declaring rental losses’ is the proportion of people declaring losses whose income falls within the given 

range. ‘Share in population’ is the proportion of people who submit tax returns and whose income falls in the given range. 
Source: ATO (2008). 
 

Publicly-assisted housing 
Some equity concerns for housing access are directly addressed by the tax-transfer system 
through programs such as Rent Assistance, the provision of public housing and the National 
Rental Affordability Scheme (NRAS). 

Rent Assistance is a non-taxable income supplement paid by the Australian government. In 
2007-08, around $2.3 billion was paid to 940,000 low to moderate income individuals and 
families who rent in the private rental market. Public housing is funded jointly by the 
Australian and state governments, at a cost of around $1.6 billion in 2006-07. The proportion 

                                                      

11 This study used the income benchmark to measure their subsidy, which differs from the approach used by the 
Productivity Commission (2004) and Yates (2003). 

12 Total income is the sum of all assessable income, but does not include any deductions.  
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of people in public housing has fallen from 6 per cent in 1995-96 to 5 per cent in 2005-06. 
From 2008-09 to 2011-12, the NRAS is expected to encourage the construction of 50,000 new 
rental properties that will be rented to low income and moderate income households at rates 
at least 20 per cent below market levels. 

Housing related transfers are more tightly targeted than tax incentives. Around 76 per cent 
of public housing recipients are in the bottom 40 per cent of the income distribution. 
Eligibility for Rent Assistance is determined by access to income support or eligibility for 
more than the base rate of FTB Part A, both of which are means-tested. Reflecting the 
different means tests applied across the eligible payment types, the incomes of Rent 
Assistance recipients can vary significantly. As shown in Table 6.2, Rent Assistance will 
cease when a family with one child receiving FTB Part A has an income of $72,854, compared 
to $47,655 for a single pensioner and $26,762 for a single Newstart allowance recipient. 

The targeting of housing assistance according to recipient’s income and housing costs differs 
between public housing and Rent Assistance. For recipients of public housing, the payment 
made by a tenant is generally fixed at 25 per cent of their income and is not affected by the 
value of the property. This means the effective subsidy paid by the government is higher for 
higher priced homes and is lower for recipients on higher incomes. For the 71 per cent of 
recipients who receive the maximum amount of Rent Assistance, their subsidy remains flat 
when rents increase. 

Consultation question 
Q10.1 What should be the objective of the tax-transfer system in respect of housing? 

Should there be assistance for housing over other assets or services? Should 
assistance be based on housing tenures? Should assistance be focused on people on 
low incomes? Should assistance differ between public and private tenants? 

10.2 Impact on housing affordability 
Access to affordable housing is a long-standing issue for the community and policy makers. 
Recent growth in housing prices has resulted in significant wealth gains for owners of 
residential property, but has also led to widespread concerns about falling affordability for 
home buyers and renters. 
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Summary of key messages from submissions 

Submissions from developers and the construction industry argue that taxes are an 
important contributor to high housing prices in Australia. GST, developer charges and 
stamp duties are claimed to have contributed to price growth over the past 10 years. One 
submission argues that 35 per cent of the cost of broad-acre development in north-west 
Sydney is attributable to these taxes and charges. Developers express concern about a lack 
of transparency in the way they have been derived. Local government bodies argue that 
developer charges are consistent with the beneficiary principle of equity and encourage 
the efficient consumption of goods and the efficient use of resources. 

Other submissions suggest that tax plays relatively little role, arguing that recent low 
affordability is attributable to economic fundamentals which have raised demand, and 
institutional arrangements which have constrained supply. 

A number of submissions claim that ‘negative gearing’ has reduced housing affordability 
by causing speculation in the housing market. Several submissions propose restricting 
negative gearing or directing it so that it promotes the supply of affordable housing. The 
housing industry argues for the retention of negative gearing on the grounds, among 
others, that the temporary removal of negative gearing lead to an increase in rents in 1987. 

Some submissions take the view that investors have enjoyed systemic tax advantages and 
that this has decreased affordability for owner-occupiers. 

A range of submissions also stress the impact of stamp duty on the up-front costs of 
home-buyers. 

Submissions raise concerns about housing affordability for low-income renters, citing the 
level of Rent Assistance compared to the costs of renting and the variation in rents 
experienced by people in different parts of the country. 

 

What is housing affordability? 
There is significant community concern about the affordability of housing. This reflects the 
importance of adequate housing in enabling people to participate in the workforce, raise a 
family and engage in a local community. At its most basic level, affordable housing involves 
access to an adequate level of housing for Australians, regardless of their means. 

There are many other objectives for housing affordability, reflected in the range of ways it is 
measured. Some measures record the residual disposable income of households after 
deducting their housing costs. This can indicate if a household enters housing poverty, 
whether through rising housing costs or falling income. Some measures indicate the ease of 
access to owner-occupied housing, often focusing on first home buyers. These include the 
‘deposit gap’, which records the difference between typical house prices and the maximum 
mortgage available on a typical household income. Other measures suggest housing 
becomes unaffordable when housing costs exceed a certain proportion of income, with 
30 per cent of income frequently cited. 

Using measures of housing affordability to make comparisons between people or over time 
can be problematic. For example, high-income earners may be able to spend more than 
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30 per cent of their income on housing costs and still be able to achieve a level of 
consumption regarded as adequate.13 Comparisons of housing costs between renters and 
mortgage payers is difficult because all rent is an expense, but part of a mortgage repayment 
represents saving (through principal repayment). Increasing real incomes over time also 
confound comparisons. A household devoting 47 per cent of their income to housing costs in 
2007 could afford the same level of non-housing consumption as a household in 1996 
devoting 30 per cent of their income to housing costs. 

Chart 10.3 shows income-share measures of housing affordability for home buyers and 
renters. These have been falling and are at their lowest level since 1990-91. The decline in 
housing affordability for home buyers reflects strong growth in house prices and increases in 
interest rates from their lows of 2001. Chart 10.3 does not reflect the significant reductions in 
interest rates and slight falls in house prices that have occurred since June 2008. 

Chart 10.3: Changes in housing affordability (1988 to 2008) 
A: Repayments on the median house as a share 

of household income 
B: Rents as a share of average weekly earnings 
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ABS (2008c). 

 
House prices have increased by 54 per cent in real terms since 2000. Though real rental 
growth over the same period has been lower (17 per cent), rents are now growing strongly. 
Strong rental or price growth in a market is a sign that demand is outstripping supply. 

                                                      

13 For this reason, some measures focus only on housing costs for households in the bottom 40 per cent of the 
income distribution. 
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Housing affordability — major drivers of recent trends 
In its review of first home ownership, the Productivity Commission (2004) considered that 
demand factors were the ‘dominant’ source of widespread price growth. Increased access to 
housing credit had been an important factor fuelling demand, reflecting: 

• the long-run implications of financial market deregulation, which has reduced 
constraints on borrowing and, through competition among lenders, led to smaller 
interest rate spreads on lending; and 

• lower and more stable inflation over the past 15 years, which has meant that interest 
rates have been both lower and more predictable than over the previous 20 years. 

Both of these factors allow households to borrow larger amounts. 

Household income growth has also supported housing price growth. Real household 
incomes have grown by around 40 per cent over the past 15 years, having been essentially 
flat over the previous 15 years. General employment growth has also played a role, with the 
unemployment rate around a 30 year low. 

Among other demand factors, immigration has recently grown strongly in response to skill 
shortages in the economy, which has contributed significantly to housing demand. 

In contrast, the national supply of new housing has fallen since 2004-05. The reduction has 
been driven largely by the Sydney market, with supply stable across the rest of Australia. 
However, the fact that the national rental vacancy rate in 2007 was at its lowest level since 
data first became available in 1980, indicates that supply is not responding sufficiently to 
meet strong demand. Factors influencing the level of housing supply may include delays in 
approval processes, land release and zoning policies, and infrastructure charges levied on 
developers. 

The increase in the price of housing also reflects an improvement in the quality of the 
housing stock. The average size of a newly constructed house has increased from 
130 square metres in 1970-71 to 240 square metres in 2006-07. 

Impact of tax and transfers 

Recent policy changes 

The most significant changes to tax and transfer settings for housing include the changes to 
CGT in 1999; increased infrastructure charges; the introduction of the GST on housing and 
the First Home Owners Scheme; as well as changes in rates, land taxes and stamp duty 
conveyancing. 

The introduction of the 50 per cent discount for capital gains in 1999 is more favourable for 
assets that experience strong capital growth than the indexation system it replaced. Tax 
settings that favourably treat capital gains can magnify cyclical price volatility by 
encouraging investment targeted at capital gains rather than income flows. In its report on 
First Home Ownership, the Productivity Commission (2004) states that ‘these changes have 
almost certainly contributed to the surge in investment in rental housing in the past few 
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years’. Since 2004, the share of investment activity in the overall housing market has 
returned to the average level of the 1990s. 

Several submissions by property developers cite increasing infrastructure charges as a driver 
of declining housing affordability. Infrastructure charges are the payments made by 
property developers for the various services that local and state governments provide to land 
sold for residential property. These charges vary considerably by jurisdiction and can 
include payment for access to types of economic and social infrastructure — such as roads, 
water, sewerage and community centres. 

Section 3.4 notes that a role of user charges is to facilitate efficient allocation of goods and 
services by ensuring that the cost of providing them is passed to the user. In the case of 
infrastructure charges, this would encourage development in areas where it is most valued 
and at least cost. However, excessive infrastructure charges can act like a tax on development 
and reduce the supply of dwellings. There is mixed evidence about the significance of 
infrastructure charges. The Productivity Commission (2008a) showed local infrastructure 
charges at the aggregate level increasing at around one per cent per annum in real terms in 
NSW between 2000-06. The Housing Industry Association (in Productivity Commission 
(2008a)) showed local infrastructure charges in Sydney more than doubling in real terms to 
$50,000 from the mid-1990s to 2007. 

The GST was introduced on 1 July 2000 and is levied on new housing through input taxation. 
The Australian Treasury (Productivity Commission 2004) estimated that the introduction of 
the GST increased house prices by 5.5 per cent. Changes to stamp duty and land tax have 
been relatively small in comparison to the overall increase in house prices. As noted in 
several submissions, stamp duty can affect affordability by significantly increasing the 
up-front cost for purchasers who have small deposits. However, as noted in the Architecture 
paper, stamp duties are likely to push down house prices received by sellers, an effect that 
would be reversed if they were removed. 

Ongoing tax and transfer impacts 

The tax treatment of owner-occupied housing has a variable effect on affordability over a 
person’s lifecycle (Box 10.2). For owners with low equity, cash costs of purchasing a house 
are higher than they would be under an investment-style tax as interest payments are not 
deductible for owner-occupied housing. However, as principal repayments are made and 
houses increase in value, the tax treatment of owner-occupied housing becomes more 
favourable. For retired people with low or no private income, excluding housing-related 
earnings from income tax may not provide a concession as they may not otherwise pay tax. 
However, Age Pension recipients who own their own house benefit from the preferential 
treatment that owner-occupied housing confers through the asset test for the pension. 
Owner-occupied housing also reduces financial risk in retirement as it provides insurance 
against movements in rental prices to which private renters are exposed. 
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Box 10.2: Treatment of owner-occupied housing over a lifecycle 

Owner-occupied housing is treated differently to private rental housing for the calculation 
of income tax, stamp duty and land tax, and assets test of the Age Pension. Chart 10.4 
illustrates the impact of the different treatment over a lifecycle, by comparing 
owner-occupied treatment to private rental property treatment for these taxes and 
transfers. A positive amount indicates owner-occupied housing receives a more favourable 
treatment (less tax and/or a larger transfer payment) at that point in the person’s life. 

Chart 10.4: Tax-transfer treatment of owner-occupied housing compared to 
investment housing over a lifecycle 

Real annual benefit (or cost) by age of owner 
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Note: Assumes: a 30 year old purchases a new home with a price of $380,000. The mortgage is 80 per cent of the home’s 
value, with an interest rate of 8 per cent and a 30 year repayment period. Initial income is $65,000, which increases at 
4 per cent per year until retirement at age 65 years. The home’s value is assumed to increase at 4 per cent per year in line 
with wage growth. Imputed rent is equal to 4.5 per cent of the value of the home. Schedules from NSW are used for the 
calculation of stamp duty and land tax. In retirement, the person’s only assets are their home and their superannuation. Their 
superannuation is saved through compulsory 9 per cent contributions, with earnings of 7 per cent per year. All payments and 
schedules that are currently indexed to inflation, such as pension asset test thresholds, increase by 2.5 per cent. The Age 
Pension and income tax schedules increase in line with wage growth at 4 per cent. The house is not sold, so a capital gain 
event is not triggered. Were a sale to occur at age 85 years, for example, the additional benefit to the home owner of the 
CGT exemption would be around $215,000 (in 2008 dollars). 

Source: Australian Treasury estimates. 

 
As noted by several submissions, housing subsidies have the potential to adversely affect 
affordability if they increase prices. If housing supply is not fully responsive, concessional 
treatment of both owner-occupied and private rental investment can lead to higher prices. 
Several Australian studies find the responsiveness of supply to housing prices to be 
relatively low (Berger-Thomson and Ellis 2004), which suggests that a generous tax 
treatment is likely to cause higher prices than would otherwise be the case. 

A number of submissions suggest that tax advantages for private rental investment lead to 
higher house prices. In the long-run, their potential effect on house prices depends on the 
extent of tax-advantaged investment relative to the total market. A significant and growing 
number of investors engage in ‘negative gearing’. However, around half of investors are 
likely to receive limited tax advantage due to low levels of gearing and low personal tax 
rates. Further, the share of private investors in the overall property market (around 
22 per cent) constrains their capacity to influence prices in the long term. 
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To the extent that any tax advantages to private investors are shared with their tenants 
through lower rents, this could improve housing affordability. The potential gain to a 
particular tenant would depend on the size of a landlord’s tax advantage, which will be 
higher for landlords with higher incomes. Wood and Watson (2001) showed that higher 
income investors tend to own more expensive rental properties, and that the rental yield for 
the most valuable 10 per cent of properties was 5.9 per cent, compared to 9 per cent on the 
cheapest 10 per cent of properties. This suggests that the scope for sharing of any tax 
advantages to boost housing affordability is greatest for those who rent more expensive 
properties. 

Similarly, the imposition of land tax on investors is likely to be shared with tenants through 
higher rents. If land tax were levied on all residential properties, it would tend to reduce the 
price level of housing. However, as owner-occupiers are exempt, their property valuations 
would be largely unaffected, which is likely to support the price level (though perhaps less 
so for housing types dominated by investors). If house prices are not affected, rents have to 
be higher than otherwise to maintain the after-tax return to investment. In this way, a 
majority of the impact of land tax on investors is likely to be borne by tenants. 

The housing affordability outcomes for transfer recipients can differ significantly depending 
on how assistance is delivered. As public housing tenants’ rental payments are determined 
in proportion to their income, less than one per cent have housing costs that exceed the 
30 per cent of income affordability benchmark. For Rent Assistance recipients, around 
36 per cent have rental payments that exceed 30 per cent of their income. Chart 10.5 shows 
that this varies considerably depending on which payment they receive. 

Chart 10.5: Proportion of Rent Assistance recipients with rents exceeding  
30 per cent of their income (June 2008) 
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Source: FaHCSIA estimates. 
 
Several submissions note that the value of public housing and Rent Assistance transfers can 
vary significantly by time and location. Public housing tenants are insulated from the effect 
of house price movements. However, as their assistance is generally tied to a specific 
dwelling, they may be exposed to significantly higher costs if they need to move. In contrast, 
Rent Assistance is indexed to CPI, so housing affordability for recipients decreases when 
growth in rent outpaces general inflation. Over the past five years, rents have increased by 
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around 7.3 per cent per year, compared to CPI growth of 3.1 per cent per year. Further, the 
contribution of Rent Assistance to housing affordability outcomes is affected by the 
significant regional variation of rental costs. For example, the maximum Rent Assistance 
payment represents 24 per cent of the median rent in Adelaide but only 13 per cent of the 
median rent in Darwin. 

Consultation question 
Q10.2 What role, if any, should the tax-transfer system play in respect of housing 

affordability? Should the tax-transfer system be used to influence housing supply 
and/or demand to improve housing affordability? What changes, if any, should be 
made to housing-related transfers that assist disadvantaged households to find 
housing? 

10.3 Impact of specific taxes and transfers on the efficient use 
of the housing stock and residential land 
Several taxes and transfers affect the way people live or invest in housing. There may be 
scope to modify these taxes to encourage more effective use of the existing housing stock. 

Summary of key messages from submissions 

A number of submissions express a view that the exemptions from land tax, including for 
owner-occupied housing, result in an unfair distribution of the tax burden and make the 
tax base less efficient than it otherwise could be. 

Many submissions highlight that stamp duty discourages people from relocating and 
argue that it is unfair and inefficient. Several submissions, estimating the efficiency costs of 
different state taxes identify stamp duty as one of the least efficient taxes and land tax 
among the most efficient. Many submissions propose abolishing stamp duty, with some 
proposing to replace it with a modified land tax. 

Several submissions argue that some tax settings have adverse behavioural outcomes in 
the housing sector. A number of submissions suggest that land tax encourages high-value 
commercial development of land. One argues that the tax-free status of owner-occupied 
housing encourages habitual renovation. 

 

Efficiency impact of different taxes and transfers 
The Architecture paper notes that stamp duty, land tax and the concessional treatment of 
owner-occupied housing in means tests for income support can affect the use of the housing 
stock. Stamp duties may encourage people to live in one house when they would prefer to 
live in another, by discouraging transactions and relocation. Stamp duties may also lead to 
over investment in large dwellings, by encouraging people to renovate and discouraging 
downsizing. 
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The concessional treatment of owner-occupied housing in the assets test for income support 
can also create this type of ‘lock-in’ effect and encourage people to store their wealth in 
housing. The assets testing of owner-occupied housing effectively values a person’s home at 
$124,500, irrespective of its actual value. It encourages people to store wealth in their house 
to access income support. The assessability of capital withdrawn from the home through 
relocation to a lower value property (or by way of a reverse mortgage) also discourages 
downsizing. 

Several features of the tax system can lead to a tax advantaged treatment of certain classes of 
investors. Most states levying land tax use progressive schedules, which discourage larger 
holdings of land. This may discourage participation in the market by institutional investors. 
In addition, as argued by several submissions, ‘negative gearing’ and the favourable 
treatment of capital gains are likely to lead to lower rental returns than would otherwise be 
the case. These tax advantages are not available to all investors, such as superannuation 
funds, which cannot borrow and companies which are not eligible for the CGT discount (see 
Box 6.8). Faced with lower rents, such investors may be discouraged from investing in the 
housing market. 

In its final report, Review of State Taxation, IPART (2008) suggests that one long term reform 
option for property tax is to reduce reliance on stamp duty and increase the use of land tax. It 
notes that such reform would need to address the potential impact on different taxpayers, as 
land tax can adversely affect people who have high property values but low incomes. 

Consultation question 
Q10.3 Recognising the influence that some taxes and transfers have on the use of housing 

and residential land, what changes, if any, should be made to ensure the housing 
stock and residential land are used efficiently? 
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11 Taxes on specific goods and services 

Overview 

In addition to the broad-based GST, there is also a range of consumption or other indirect 
taxes levied on narrow bases, including excise collected by the Australian Government, 
and other taxes collected by the States. Products subject to these narrow-base taxes, are 
taxed relatively more heavily than other consumption goods. 

The decision whether to tax some consumption goods more highly than others, and the 
optimal design of a particular tax, depends on the policy objective it is trying to achieve. 

The current tax arrangements for beer, wine, spirits, tobacco and luxury cars reflect a range 
of competing policy goals. They exist in the context of other forms of regulation and the 
broader tax-transfer system. 

Consultation questions 

Q11.1 Is it appropriate to use taxes on specific goods or services to influence individual 
consumption choices, and if so, what principles can be applied in designing the 
structure and rates of such taxes? 

Q11.2 Can the competing potential objectives of alcohol taxation, including revenue 
raising, health policy and industry assistance, be resolved? What does this mean 
for the decision to tax alcohol more than other commodities? 

Q11.3 What is the appropriate specific goal of taxing tobacco? Is it necessary to change 
the structure or rate of tobacco taxes? 

Q11.4 If health and other social costs represent the principal rationale for specific taxes 
on alcohol and tobacco, is any purpose served in retaining duty free concessions 
for passenger importation of these items? 

Q11.5  Are taxes on specific ‘luxury’ goods an effective way of making the tax system 
more progressive? If so, what principles should apply to the design and coverage 
of these taxes? 

Q11.6 Should the tax system have a role in influencing the relative prices of different 
types of cars, including luxury cars and higher polluting cars, and if so on what 
basis? What does this mean for taxes on the purchase price of motor vehicles? 

 
In addition to the GST, there are other taxes that affect goods and services. The Australian 
government imposes additional taxes on beer, wine, spirits, tobacco, luxury cars, and motor 
vehicle fuel. State governments also impose taxes on particular services, including taxes 
related to motor vehicles (see Section 12.1), insurance services and gambling (see Section 9.2). 
Governments also levy smaller taxes and levies on other goods for notional cost recovery or 
resource allocation purposes — these are not discussed here. 
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As discussed in Section 3.3, there may be sound policy rationales for taxing some goods and 
services more heavily than others. The potential policy objectives for a specific consumption 
tax — such as efficient revenue raising, reflecting social costs, discouraging consumption, 
indirectly charging for government services, or meeting other objectives — affect the 
structure, design and size of the tax. For example, a tax designed to raise revenue efficiently 
would be set independently of any associated social costs. A tax imposed for cost-recovery 
purposes would be designed differently again. 

This section examines some of the potential justifications for existing taxes on alcohol, 
tobacco and luxury cars. 

11.1 Taxes on alcohol 
Alcohol produced commercially for human consumption in Australia is subject to specific 
taxes through a number of different regimes. Beer and spirits are subject to excise at eight 
different rates. Wine is subject to the wine equalisation tax, which is based on the value of 
the wine. Rebates are available to small producers. 

The result is that very different amounts of tax are payable on a standard drink depending 
on beverage type, alcohol concentration, container size, size of producer and the pre-tax 
price of the product. 

Summary of key messages from submissions 

Many submissions are concerned with the complexity of the existing tax structure. They 
argue that current arrangements reflect historical compromises between a range of policy 
objectives — raising revenue, protecting domestic industry and improving public health. 

Many submissions note the existing structure of alcohol taxation contains many arbitrary 
elements and is unnecessarily complex. As examples, submissions state that beer supplied 
in containers larger than 48 litres is more lightly taxed than other beer; a 1.15 per cent 
excise-free threshold applies to beer, but not spirit-based beverages; some imported spirits 
are subject to a 5 per cent customs tariff; and wine is taxed on value, rather than alcohol 
content, with small producers paying no wine tax. 

Industry submissions note that the tax structure has different effects on different 
industries. One submission from the wine industry supports the status quo, noting that 
because of the wine equalisation tax (WET) rebate, 96 per cent of wineries do not bear any 
WET impost — the submission argues that this is justified due to external economic 
benefits smaller wineries provide for regional development. 

Other submissions argue that the tax system should be neutral between the beer, wine and 
spirits industries — some submissions argue that small wineries receive favourable 
treatment relative to microbreweries. 

Some submissions, particularly from the health sector, suggest replacing separate tax 
treatment of beer, wine and spirits-based beverages with a tax based on alcohol content 
given the significant health problems associated with alcohol abuse, and that alcohol 
taxation is an effective way to reduce aggregate consumption. 
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Summary of key messages from submissions (continued) 

Other submissions argue that alcohol taxation has only a limited role in addressing public 
health concerns. Some submissions stress that the harms from alcohol depend on the 
context in which alcohol is consumed, arguing that intervention programs targeted at 
specific groups or behaviours are a better way to address alcohol-related harm. 

Under a system of ‘volumetric taxation’ proposed by some submissions, tax would be 
determined entirely by the volume of alcohol, regardless of what the product is made 
from, where it is consumed or how it is packaged. In addition, one public health advocate 
suggests a ‘floor price’ for alcohol sales. Some submissions further argue that high alcohol 
concentration is riskier than low-alcohol products, and therefore high alcohol products 
should be taxed disproportionately. 

Modelling presented by some industry groups suggests that a revenue-neutral shift to 
volumetric taxation would decrease the price of spirits and increase the price of cheap 
wine. Some submissions oppose the introduction of volumetric taxation, on the basis that 
some beverages should be taxed differently, for different reasons, irrespective of alcohol 
content. Some submissions also argue that volumetric taxation would create opportunities 
for new products or risky drinking patterns that could not be addressed through the tax 
system. 

 

Raising revenue efficiently 
One rationale for imposing specific taxes on alcohol is that it is a relatively efficient way of 
raising revenue. This reflects one theory of taxation that those commodities that are less 
responsive to price should be taxed more heavily, because this minimises the distortion that 
taxes have on economic decisions (Ramsey 1927). Taxing alcohol — and also other 
consumption items such as ‘necessities’ for which consumption does not vary greatly with 
price — is relatively more efficient than taxing specific commodities that are highly 
responsive to price. An Australian estimate found that a 10 per cent increase in the price of 
alcohol would reduce consumption by around 6 per cent (Selvanathan and 
Selvanathan 2004). 

Although this principle might be used to justify additional taxation of alcohol as a whole, it 
has not been followed for setting rates for specific alcohol products. Recent Australian 
estimates suggest that both beer and wine are less responsive to price than spirits.14 
However, spirits are taxed more highly than beer and most wines. 

Benefits and costs of alcohol consumption to the consumer 
Around five in six Australian adults drink alcohol. Australian survey data shows an 
association between daily consumption of small amounts of alcohol and high reported levels 
of wellbeing (Cummins 2008). 

                                                      

14 The own-price elasticity of beer has been estimated at -0.3 per cent, wine at -0.4 per cent and spirits at 
-1.3 per cent (Selvanathan and Selvanathan 2004). 
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On the other hand, submissions from the health sector stress alcohol use, particularly binge 
drinking or sustained heavy drinking, can harm the consumer. This can be both in an 
immediate sense (including road traffic accidents and other injuries) and over the long term 
(including cancer, cirrhosis of the liver and other diseases). 

Survey results indicate that 35 per cent of people drink at levels that place them at risk of 
short-term harm and 10 per cent of people drink at levels putting them at risk in the long 
term (Australian Institute of Health and Welfare 2008). These patterns of drinking led to an 
estimated 3,100 deaths and 72,000 hospitalisations per year from 1992-2001 (Chikritzhs et 
al 2003). 

Submissions argue that taxing alcohol is an effective way of reducing harm from alcohol use. 
Tax is not the only way to do this. Other policies with the same aim include regulating the 
physical availability of alcohol (for example, through licensing restrictions), restricting 
advertising, providing information (for example, through labeling requirements and 
education), and policing (including random breath testing). 

A threshold question underpinning taxation of potentially harmful activities is whether it is 
appropriate to use tax policy to minimise the costs that individuals impose only on 
themselves. For example, many individuals undertake other activities or use products that 
pose a risk to themselves. Sometimes these activities are regulated or even prohibited, but in 
most cases tax is not used. Moreover, where tax is effective in reducing demand for one 
product, an individual’s alternative consumption choices may also have some risks. 

Social costs of alcohol use 
Alcohol use can impose costs on people other than the consumer. It sometimes harms others 
through road accidents, the cost to the health system and the cost of crime. Collins and 
Lapsley (2008) estimate these costs to be around $2.2 billion, $2.0 billion and $1.4 billion, 
respectively.  

Where the social cost per unit of alcohol can be reasonably estimated, tax might be used as 
an instrument to incorporate the costs imposed on others into the price of alcohol, and 
therefore to reduce consumption to a socially optimal level (see Box 11.1). 

However, some submissions argue that alcohol taxes may not be an effective way to target 
social costs. A tax on the production or importation of alcohol does not discriminate between 
consumption that does and does not impose costs on others. The impact of tax-induced price 
changes also varies from individual to individual. An individual’s consumption patterns are 
influenced by many factors other than price, including age, sex, income, alcohol availability, 
cultural setting, marketing, and the potential for alcohol dependence. 

This means that while alcohol taxation does reduce the aggregate consumption of alcohol, 
and therefore some of the costs of alcohol abuse, it also reduces satisfaction of individuals 
whose consumption does not harm others. 

Uniform taxation of alcohol 
Many submissions suggest that a consistent tax applied to all alcohol, whether consumed in 
beer, wine or spirits based beverages, would be more coherent than the present 
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arrangements. Some submissions point out that under the current regime, the amount of tax 
(either excise or wine equalisation tax) payable per unit of alcohol varies significantly (see 
Chart 11.1). 

Chart 11.1: Tax per standard drink (2008-09) 
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(a) Assumes 12.5 per cent alc/vol. wine, 750ml wine bottle. The wine equalisation tax (WET) payable is calculated using the 

half retail price method, with WET liability fully offset by producer rebate for small producers, and no effect of WET producer 
rebate for the large producer. 

(b) Includes 1.15 per cent alc/vol concession for 5.0 per cent alc/vol beer. A standard drink is equal to 12.67ml or 10 grams of 
pure alcohol. 

Source: Australian Treasury estimates. 
 
Many submissions support the taxation of all alcoholic beverages, based on the volume of 
alcohol in the beverage. The major argument from a health perspective is that the ingredient 
responsible for alcohol-related harm (whether to self or others) is alcohol, and therefore it is 
this ingredient that should be taxed, regardless of how it is delivered. Some submissions 
argue an ideal alcohol tax should tax low-alcohol beverages disproportionately less than 
stronger products, on the basis that drinking low-alcohol products entails less risk. 

As submissions note, adopting a volumetric approach to all alcohol would affect the relative 
prices of different beverages, particularly wine, which is currently taxed based on value. A 
volumetric tax on wine, for example, would increase the price of cheap wine relative to 
expensive wine. 

From an efficiency perspective, applying the same rate of tax to different types of alcoholic 
beverages may make the tax system more neutral in influencing consumer preferences and 
industrial production. 
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Box 11.1: Taxing to control social costs 

It is sometimes possible to improve overall welfare by taxing the consumption of particular 
commodities that cause social harm. The purpose of imposing such a tax is to ensure the 
price paid by a consumer reflects the cost consumption imposes on others. Individuals 
then face incentives (through higher prices) to reduce consumption to a socially optimal 
level. 

However, the social cost of consuming an extra unit of alcohol varies from consumer to 
consumer. A person who consumes two light beers instead of one may not impose costs on 
others. An inebriated person in a risky environment who consumes an additional drink 
may impose significant additional social costs. Taxes on alcohol production do not 
discriminate between cases where the marginal social cost is high and cases where it is 
low. 

These differences are illustrated in Chart 11.2, in which curve DA reflects the demand for 
alcohol from a high-risk drinker (who imposes increasing costs on others per unit of 
drink), while curve DB reflects the demand from a low-risk drinker, where the social costs B

are minimal. Imposing a tax on alcohol reduces the demand in both markets (from xA to 
xA1, and from xBB to xB1). 

Although this would reduce the satisfaction of high-risk drinkers (area c), this may be less 
than the reduction in harm caused to others (area a + c), in which case society as a whole 
benefits from the reduction in high-risk consumption. However, the tax would also reduce 
the satisfaction of those whose consumption is low-risk (area b), reducing the benefit from 
the tax. 

Chart 11.2: Taxing to control social costs 
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Note: Adapted from Pogue and Sgontz (1989). 
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Distributional issues 
Different income groups have different tastes in alcohol and different levels of spending on 
alcohol in general (see Chart 11.3). Any change to the taxation of alcohol will therefore have 
distributional consequences, although consumer choices are likely to change over time. 

Chart 11.3: Spending on alcohol as a percentage of gross household income  
By gross income quintile (2003-04) 
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Source: ABS (2006a). 
 

Consultation questions 
Q11.1 Is it appropriate to use taxes on specific goods or services to influence individual 

consumption choices, and if so, what principles can be applied in designing the 
structure and rates of such taxes? 

Q11.2 Can the competing potential objectives of alcohol taxation, including revenue 
raising, health policy and industry assistance, be resolved? What does this mean for 
the decision to tax alcohol more than other commodities? 

11.2 Taxes on tobacco 
Cigarettes and cigars with up to 0.8 grams of tobacco per stick are taxed on a per stick basis. 
Rates are indexed twice a year in line with the consumer price index. The per stick excise is 
$0.2545 or $6.36 on a pack of 25 cigarettes. All other tobacco products, such as snuff and 
rolling tobacco, are subject to an equivalent excise rate of $318.14 per kilogram. There are 
relatively few concessions or exemptions from tobacco excise. Inbound passengers to 
Australia enjoy access to limited quantities of duty-free tobacco and excise-free tobacco is 
available on certain Australian military sea vessels in Australian waters. 

Smoking rates have been declining in Australia for many years. Revenue raised from tobacco 
excise has been flat in real terms over the part 10 years. Chart 11.4 compares smoking rates in 
Australia over the past 17 years with real revenue from tobacco excise. 
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Chart 11.4: Smoking prevalence and tobacco excise revenue 
1991-92 to 2007-08 (2007-08 dollars) 
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Source: ABS (2008h); AIHW (2008); Australian Government (2008a). 
 
In 2007, 19 per cent of adult Australians were smokers, of whom 86 per cent were regular 
daily smokers. Fifty-five per cent of adults had never smoked regularly, and the remaining 
25 per cent were ex-smokers. More males than females smoked (21 per cent compared to 
18 per cent). Smoking rates are also higher among people aged between 20 and 49 
(Australian Institute of Health and Welfare 2008). Indigenous Australians also have higher 
smoking rates, with 50 per cent of adults identified as daily smokers in 2004-05 (ABS 2006c). 

Summary of key messages from submissions 

The health sector supports increasing taxes on tobacco (by roughly one third — around 
$0.075 per stick) as an important means of reducing tobacco use and its associated health 
impacts. Some submissions also advocate the abolition of duty-free tobacco. 

The tobacco industry argues the current regime of tobacco taxation provides certainty for 
industry, consumers and government, while helping to control tobacco use and providing 
government with a significant and stable revenue stream. 

Both the health sector and the industry acknowledge higher taxes on tobacco would 
increase incentives for illicit trade in untaxed tobacco, by way of smuggled cigarettes and 
tobacco leaf, or ‘counterfeit’ cigarettes purporting to be legally produced and taxed. The 
health sector believes tighter regulation and enforcement would be necessary to control 
the illicit trade. The industry believes the risk of more illicit trade is an argument against 
increasing tobacco taxes. 

Users of smokeless tobacco, snuff and related products, argue these products have less 
severe health impacts than smoking and should therefore be taxed at a lower rate. 
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Responsiveness of consumption to price 
Compared with many other consumer goods, tobacco consumption is relatively 
unresponsive to price. Most estimates suggest that a 1 per cent increase in the price of 
cigarettes will reduce total consumption by 0.4 per cent. This suggests that taxing tobacco, 
like alcohol, provides a relatively efficient source of revenue. 

This also implies that the scope to control consumption with tax is limited. However, the 
impact of tobacco taxes on different groups may vary, as some subgroups in the smoking 
population are more responsive to price than others. Data from the United Kingdom suggest 
women are more responsive to price than men, people in lower socioeconomic groups are 
more responsive than people in higher groups, and young people are more responsive than 
adults (Chaloupka 1999). Moreover, those who are already dependent on tobacco may 
respond differently to price changes than occasional or potential smokers. 

Studies using individual level data suggest the prevalence of smoking is less responsive to 
price than overall consumption — a 1 per cent increase in the price of cigarettes will decrease 
the proportion of the population that smokes by around 0.25 per cent. 

Health impacts on the smoker 
The Australian Institute of Health and Welfare estimates that in 2003 tobacco smoking was 
responsible for about 8 per cent of the total burden of disease and injury for all Australians 
(Begg et al 2007). In particular, smoking is a leading cause of lung cancer and respiratory 
diseases such as emphysema and chronic bronchitis. 

Costs imposed on others 
Smoking can impose very heavy costs on the smoker but can also impose costs on 
non-smokers. For example, passive smoking can affect the health of non-smokers, and babies 
born to mothers who smoke are likely to experience worse than average health and 
developmental outcomes. These effects impose costs on the affected individuals and on the 
wider community through the health and education systems. 

Some of the costs of ill health caused by smoking are borne by taxpayers through the public 
health system. However, the net impact of smoking on direct health and transfer costs is 
unclear. The direct costs of smoking-related disease may be offset by reductions in pensions 
and health expenditures due to reduced longevity. Collins and Lapsley (2008) estimate the 
net health-care cost from tobacco to be around $320 million. 

Dependence 
Unlike most other legal commodities consumed in Australia, tobacco causes dependence in a 
large proportion of users. Some argue consumers take into account the chances and likely 
costs of dependency before beginning to consume an addictive substance. In some cases, 
such a consumer may still maximise their lifetime satisfaction, even allowing for the negative 
effects of dependence. 
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However, there is considerable evidence that consumers systematically misjudge the costs of 
smoking. In particular, young people tend to overestimate the risk of catastrophic health 
outcomes from smoking but markedly underestimate the risk of becoming dependent. 

To the extent tobacco causes dependence, it means existing smokers are likely to be relatively 
unresponsive to price, and any increases in tax will increase the tax burden on them, with 
little change in behaviour. On the other hand, it is sometimes argued that an additional price 
signal through tax is necessary to deter potential consumers who are uninformed or unaware 
of the risk of dependence. That said the manufacture and sale of tobacco products is tightly 
regulated. Many of the information problems are targeted directly through public education 
campaigns and restrictions on tobacco advertising. 

Consultation question 
Q11.3 What is the appropriate specific goal of taxing tobacco? Is it necessary to change the 

structure or rate of tobacco taxes? 

Q11.4 If health and other social costs represent the principal rationale for specific taxes on 
alcohol and tobacco, is any purpose served in retaining duty free concessions for 
passenger importation of these items? 

11.3 Luxury car tax 
Arising from the Parliamentary debate on amendments to the luxury car tax (LCT), the 
Treasurer has asked the Review Panel to consider phasing out the LCT and phasing in a tax 
on vehicle fuel inefficiency and consequent greenhouse gas emissions. The Treasurer has also 
asked the Panel to examine the fringe benefits tax arrangements for motor vehicles. This 
section considers the current LCT. Section 13.2 considers the environmental impact of fringe 
benefits tax (FBT). 
 
LCT applies at a rate of 33 per cent on the GST-exclusive value of domestic or imported cars 
in excess of the threshold (currently $57,180). LCT is estimated to have applied to roughly 
10 per cent of new vehicles in 2007. 

Amendments to LCT, which received Royal Assent on 3 October 2008, introduced a higher 
threshold of $75,000 for cars meeting minimum fuel efficiency standards. Refunds are paid 
for certain four-wheel drive and all-wheel drive vehicles purchased by primary producers 
and some types of tourist operators. 

Summary of key messages from submissions 

Motor industry submissions generally call for the abolition of the LCT or argue that the 
LCT threshold should be increased to $70,000 or more. Other industry submissions claim 
the increase in the LCT announced in the 2008-09 Budget will reduce sales of luxury cars 
and, therefore, LCT revenue. 

Many submissions link the LCT with environmental concerns, arguing either that the tax 
has no real environmental benefits or it should be replaced with a tax on cars reflecting 
fuel efficiency. 
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Summary of key messages from submissions (continued) 

Some submissions argue that the LCT should not be imposed on vehicles used for business 
purposes, such as stretch limousines or four-wheel drives used in the tourism industry. 
Other submissions argue detailed exemptions and amendments to the LCT make the law 
overly-complicated, thereby increasing compliance costs and expanding the scope for 
tax-avoidance. 

Other submissions note the relatively narrow base of the LCT and, in particular, that no 
special tax is imposed on other luxury goods. Some see this as an argument for abolishing 
the LCT, others as an argument for extending the LCT to other luxuries. 

 

Taxing luxuries 
The LCT was originally imposed to ensure the price of luxury cars did not fall by relatively 
more than the price of non-luxury cars when the GST replaced the wholesale sales tax in 
2000. However, the prices for other highly-taxed goods, such as furs and jewellery, were 
allowed to fall. One argument for the recent increase in LCT is it makes the tax system more 
progressive, on the basis that those individuals who can afford to buy a car subject to LCT 
have a greater capacity to pay tax than others. 

While some goods are used more by high income households than lower income 
households, consumption patterns vary considerably within income and wealth ranges. 
Imposing a heavy tax on a specific luxury good tends to tax the rich more heavily than the 
poor, but will also penalise consumers of moderate means who happen to have strong 
preferences for the good in question. Taxing a single luxury good or a subset of such goods 
discriminates against people who have a taste for the taxed goods in favour of those who 
prefer other luxuries. In other cases, consumers who would have demanded goods taxed at 
the higher rate can escape the tax by choosing to consume another product. 

For these reasons, redistribution through the tax-transfer system is usually based on an 
individual’s annual income, rather than their consumption patterns. However, some people 
may have a substantial capacity to pay tax despite having a low taxable income. Taxes on 
luxury goods may help to ensure such people contribute in line with their capacity to pay 
and thus increase equity in the tax system. 

As the purchasing power of Australians increases, cars priced above the LCT threshold may 
become accessible to more consumers. Currently, thresholds for the LCT are indexed to the 
motor vehicle purchase sub-group of the Consumer Price Index. Historically, this has 
changed at different rates to both wages and other consumer goods (see Chart 11.5). 
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Chart 11.5: Motor vehicle component of consumer price index  
Index (December 1983 = 100) 
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Source: ABS (2008f) and ABS (2008d). 
 

Industry effects 

The European Commission’s submission to the 2008 Review of the Australian Automotive 
Industry claimed the LCT acts as a non-tariff barrier to trade, arguing it falls mainly on 
imported vehicles. While many of the imported cars that are priced above the LCT threshold 
are European models, the origin of the vehicle is not a consideration in whether the tax 
applies, and there are also a number of Australian-manufactured models affected by the tax. 

The LCT is unlikely to affect world production of cars, but it may influence the production 
decisions of Australian car manufacturers, encouraging production of vehicles that fall 
below the LCT threshold. 

Fuel efficiency 
The introduction of fuel-efficient vehicle standards to LCT does not aim to redistribute 
income or wealth, but to encourage consumers to choose more fuel-efficient high price cars, 
rather than less fuel-efficient high price cars. 

As Section 12 notes, the Australian Government currently imposes tax on fuel use, and is 
also introducing the Carbon Pollution Reduction Scheme as a means of reducing Australia’s 
greenhouse gas emissions. Across the life of a car, this increases the running costs of less 
fuel-efficient cars relative to more fuel-efficient cars. While many car purchasers take this 
into account, there is an argument some consumers do not consider long-term costs when 
making their purchasing decisions. This raises the general question as to whether less 
fuel-efficient vehicles in all price ranges should be subject to a special additional tax. 

The design of any potential tax related to fuel-efficiency depends on the goal the tax is trying 
to achieve. For example, a tax designed from a greenhouse perspective would need to take 
into account the Carbon Pollution Reduction Scheme and might be based on carbon 
emissions directly rather than fuel consumption, as this approach avoids the complications 
caused by different fuel types. Alternatively, if the purpose of a fuel-efficiency based tax is to 
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conserve a non-renewable resource, then the use of non-renewable fuels in other applications 
would also need to be considered. Moreover, a tax on less fuel-efficient cars would not 
discriminate between different types of fuel. 

One possible approach to encourage the purchase of more fuel-efficient vehicles is to 
implement a sliding-scale surcharge or rebate. Potential options are considered in the 
September 2008 public discussion paper of the Australian Transport Council and the 
Environment Protection and Heritage Council Vehicle Fuel Efficiency Working Group. 

Consultation questions 
Q11.5 Are taxes on specific ‘luxury’ goods an effective way of making the tax system more 

progressive? If so, what principles should apply to the design and coverage of these 
taxes? 

Q11.6 Should the tax system have a role in influencing the relative prices of different types 
of cars, including luxury cars and higher polluting cars, and if so, on what basis? 
What does this mean for taxes on the purchase price of motor vehicles? 

11.4 Other issues 
Some submissions suggest that the taxation of products for health reasons be extended, 
notably to introduce higher rates of taxation on energy-dense, nutrient poor foods that 
contribute to obesity. 

Tariffs 
Submissions that address import tariffs are concerned with their effect on specific products 
(for example, motor vehicles and alcohol) rather than the general tariff as a revenue source. 
Of those that address the general tariff, one submission suggests that its existence provides 
leverage in international trade negotiations. Another considers that products should be made 
in Australia for the domestic market, even if cheaper imports are available. 

Australian governments over the last 35 years have tended to reduce import tariff levels. The 
general tariff rate is currently 5 per cent of the value of the imported good. However, higher 
rates apply for passenger motor vehicles (and parts) and the textile, clothing and footwear 
industry. Further, goods may be imported at rates lower than their scheduled rate due to the 
application of tariff concession orders or through free trade agreements. Apart from the 
tariff, most imports are subject only to the same taxes, for example, the GST and 
excise-equivalent customs duties, that apply to domestically produced goods and services. 

Tariffs assist some local firms by providing some protection from import competition. In 
effect, they enable local producers to increase the prices at which they can sell their goods on 
the Australian market and/or to increase the volume of their sales. Tariffs also impose costs 
on firms which use imported products that are subject to tariffs or use domestic products 
that are produced at a higher cost because of the tariff. 

The Productivity Commission (2008b) estimated that tariffs on imports provided $9.1 billion 
of assistance to Australian industry in 2006-07 but also cost Australian industry around 
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$7.7 billion in higher input prices, leaving net assistance of $1.4 billion. This net assistance 
comes at a cost to consumers who pay higher prices than in the absence of tariffs. 

While the Review considers specific industry policies to be outside its terms of reference, it 
will need to consider the future revenue and other roles of general tariffs. 
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12 Fuel, roads and transport 

Overview 

The efficient movement of people and goods is an important contributor to productivity 
and wellbeing. Improving the structure of taxes and charges related to transport can 
improve efficiency. 

Taxes on motor vehicle fuels provide a considerable share of revenue, but contribute little 
to reducing the location and time specific costs of motoring. Different tax treatments of 
alternative fuels may also further reduce the efficiency of fuel taxes. Different types of 
transport are also taxed in different ways, potentially altering economic behaviour. 

There may be opportunities to replace existing taxes with more targeted taxes and charges 
that promote the efficient use of transport networks. In particular, emerging technologies 
may have a role in targeting the social costs of motoring such as air pollution, greenhouse 
gas emissions and damage to publicly funded roads. 

Consultation questions 

Q12.1 How can motor vehicle related taxes and road funding arrangements be designed 
to improve the efficiency of transport of people and goods in Australia? 

Q12.2 What should be the role, if any, of fuel taxes? What does this mean for how fuels 
and their uses are taxed and the rates of tax applied? 

Q12.3 Do the existing tax arrangements lead people to make economically inefficient 
transport choices, and if so, how might they be improved? 

 

12.1 Efficiency of motor vehicle-related taxes 
Fuel tax is a major source of Australian government revenue. Liquid fuels are used widely 
by both households and businesses. 

Under current arrangements, on-road fuel use in heavy vehicles and certain off-road uses of 
fuel are eligible for fuel tax credits. This reflects the principle that direct inputs to production 
should not be subject to general revenue-raising taxes, although not all fuel used in business 
is eligible for credits. 

Although fuel tax is by far the largest tax on motoring, other taxes also affect the movement 
of people and goods in the economy. 

Australian government taxes relating to motor vehicles include fringe benefits tax 
(Section 13.2), luxury car tax (Section 11.3) and tariffs. In addition, the States levy a range of 
taxes related to motor vehicles, including fees for registration, transfers and drivers’ licences. 
As with Australian government taxes on motor vehicles, the primary impact of these taxes is 
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to increase the cost of owning a motor vehicle, with little impact on driving behaviour. Some 
States also charge parking levies in city areas. As well as raising revenue, these levies may 
make driving to the city and parking more expensive than public transport. State taxes and 
levies also recover some of the cost to state governments of some public infrastructure 
projects and externalities. 

Summary of key messages from submissions 

Many submissions note that motor vehicle taxes, particularly fuel tax, are a significant part 
of household consumption expenditure, and the purchase and use of motor vehicles is 
taxed disproportionately to other forms of consumption. 

Submissions say the use of motor vehicles imposes costs on society, through greenhouse 
gas emissions, air pollution, noise pollution, urban congestion and road trauma. Some 
submissions identify fuel tax as a way of addressing these problems, though many see the 
proposed Carbon Pollution Reduction Scheme as a better instrument to address 
greenhouse gas emissions. 

Some submissions support extending road user charging to light vehicles. They suggest 
the use of targeted taxes as a method of ‘demand management’ for transport. Other 
submissions consider that in many cases fuel tax is a good proxy for taxing the social costs 
associated with driving. 

Other submissions propose replacing registration, insurance and fuel taxes with charges 
that reflect road usage. This would be based on vehicle mass, distance travelled and 
location of vehicle use and could involve converting fixed charges to charges that depend 
on the marginal cost of driving, or to distance-based fees. One suggestion is to apply 
charges to driving in inner-city areas at certain times of day. 

Some submissions argue that stamp duty on the transfer of motor vehicles, and import 
tariffs on cars, are obstacles to upgrading to more fuel-efficient vehicles. Others suggest the 
design of taxes on the purchase of motor vehicles promotes fuel-efficiency. 

Many submissions also raise the fringe benefits tax treatment of motor vehicles as a major 
contributor to the over-use of motor vehicles. 

A few submissions propose that revenue raised from pricing on specific roads should be 
returned to the road network according to the road from which it is collected. Arguably, 
this would provide a method of allocating resources for the supply of road infrastructure. 
According to local government submissions, this may be an effective way to fund local 
roads, the majority of which are owned and maintained by local government. 

Submissions also argue that the provision of fuel tax credits is an inappropriate subsidy for 
on-road use in heavy vehicles and off-road uses. Some submissions suggest the current tax 
system favours the use of cars over public transport. 
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Taxing transport 
Transport services are generally not demanded for their own sake. The demand for transport 
is usually derived from the demand for other goods and services. Without efficient transport 
networks, the exchange of goods and services that underpins a modern economy could not 
take place. 

Taxes related to transport, specifically the use of motor vehicles, have historically been 
designed to raise revenue, whether for general budget purposes or for the provision of 
transport infrastructure. Fuel tax, for example, is an administratively simple and relatively 
efficient way of raising revenue. 

However, there may be opportunities to use taxes and charges to make transport networks 
more efficient. The Review Panel has commissioned research on the potential to replace the 
existing system of transport related taxes and charges with more efficient and targeted 
pricing systems as a way of reducing the social costs of motor vehicle use (see Chart 12.1). 
This is possible, in part, because of new technology. 

Chart 12.1: Targeting the social costs of motor vehicle use 

Target Instrument Target Instrument Target Instrument

General revenue 
raising

Congestion
Location & time 
based charges

General revenue 
raising

Fuel taxes, state 
taxes on motor 

vehicles

CPRS Climate change CPRS

Fuel taxes, state 
taxes on motor 

vehicles

Current arrangements Introduction of CPRS(a) System based on targeted 
taxes and charges

Efficient revenue 
raising

Fuel tax, annual 
registration

Road usage
Mass, location 
and distance 

based charges

Other social 
costs

Specif ic taxes, 
charges or 
regulations

Climate change

 
(a) CPRS refers to the Australian Government’s Carbon Pollution Reduction Scheme. 
 

General revenue raising 
As Chart 12.2 shows, liquid fuels provide almost all energy used in Australian road 
transport. Given the absence of practical alternatives, due to limitations in current 
technology and distribution systems, the demand for transport fuels is relatively 
unresponsive to price. This is one reason why fuel taxes can be applied with a relatively 
small efficiency cost. Moreover, transport fuels are produced and imported by only a few 
producers, so output is easily monitored. This makes the administration of fuel tax relatively 
simple. 
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Chart 12.2 Energy use in Australian road transport by fuel type 
In petajoules (2005-06) 
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Source: ABARE (2008). 
 
However, in the long- term, behaviour changes in response to increases in fuel prices. This is 
because options to reduce fuel consumption increase with time, including switching modes 
of transport, substituting technology for travel (for example, videoconferencing and internet 
banking) or choosing more fuel-efficient vehicles. 

To the extent that future technologies might make liquid fuels a less important energy source 
for transport (for example, if electricity becomes a more viable alternative), fuel tax is likely 
to become a less efficient way of raising revenue. This is because motorists would have an 
increased opportunity to avoid the tax by switching to untaxed energy sources. 

Funding the cost of infrastructure 
Funding roads from general tax revenue can be justified based on the ‘public good’ 
characteristics of roads. Because the cost of a motorist using a road is usually quite low, 
allowing free access to the road network encourages efficient short-run utilisation of the 
infrastructure. 

In Australia, most capital expenditure on road infrastructure is funded out of general tax 
revenue, although in the past the Australian government has hypothecated fuel taxes to 
provide the States with grants for road construction and maintenance. Some submissions 
support this approach of using motor vehicle taxes to fund transport infrastructure, although 
there is no necessary link between the amount of tax collected and the required funding at a 
particular time. 

For major projects such as bridges or highways, governments have used road tolls to finance 
the capital cost of the roads. However, while road tolls may lead to a better allocation of road 
resources — because the roads that are built are expected to cover their costs — recovering 
the capital cost in this way can reduce the efficiency of the network. Some potential road 
users, who would use it without imposing costs on others, may be deterred by the toll. This 
is particularly the case if tolls do not vary according to the time of day or vehicle type. As a 
result, there is a trade-off between using taxes to fund the long-term capital costs of 
infrastructure and the most efficient use of existing assets. 

Page 236 



Fuel, roads and transport 

Heavy vehicles 
Heavy road vehicles (with a gross vehicle mass exceeding 4.5 tonnes) are eligible for a partial 
fuel tax credit. This effectively reduces fuel tax to a road user charge intended to recover the 
costs of heavy vehicle damage to the transport network. 

The National Transport Commission is involved in calculating the road user charge and 
recommends annual registration charges based on the configuration and weight of trucks, 
prime movers and buses. 

The methodology for calculating the road user charge reflects historical average 
network-wide costs attributable to heavy vehicles. However, recovering costs in this way 
does not reflect the actual costs imposed by an individual truck on a particular route. This 
limits the extent to which existing road-user charging provides incentives for the efficient use 
of the road network. The Council of Australian Governments has committed to undertake 
feasibility studies into mass-distance-location charging for heavy vehicles in 2011. 

Taxing to address social costs 
Many submissions see motor vehicle taxes as a way of charging for the social costs of motor 
vehicle use. These costs include air pollution (including greenhouse gas emissions), damage 
to public roads, urban congestion, noise, and public health costs related to road accidents. 
The costs are significant. According to the Bureau of Transport and Regional 
Economics (2007), the avoidable cost of road congestion alone was approximately $9.4 billion 
in 2005. 

Fuel tax may be an indirect way to address some of these costs, by reducing overall demand 
for transport. However, the relatively unresponsive nature of fuel demand to the final price, 
and the inability to target particular locations and times through fuel tax, makes it ineffective 
in managing demand for transport. Further, it does not influence the behaviour of drivers in 
ways that prevent crashes, reduce congestion or lower noise. High fuel taxes also discourage 
motoring that imposes little or no social cost — for example, light vehicle use in rural areas. 

Many of the social costs of motoring are addressed through non-tax policy tools. For 
example, fuel standards aim to minimise dangerous air pollution and compulsory insurance 
schemes give coverage for many of the personal injury costs of road accidents. Vehicle 
design standards also reduce pollution and noise from vehicles and set minimum safety 
standards. 

Social and technological change means other mechanisms are emerging to address 
externalities associated with fuel. For example, the Carbon Pollution Reduction Scheme will 
apply to transport fuels and will directly target the cost of carbon emissions from motor 
vehicles. 

Impact of technology on transport taxes and charges 
Some major international cities have now adopted road pricing schemes that more accurately 
reflect the social cost of road travel. 
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For example, London, Stockholm and Singapore charge motorists a fee to enter the city 
centre during peak times (see Box 12.1). In New Zealand, global positioning system 
technology tracks the distance travelled by heavy vehicles for the purpose of direct road-user 
charging. However, the feasibility of applying specific technology also depends on the 
transport issues faced by particular cities. 

In Australia, the NSW Government recently announced the introduction of time-of-day 
tolling on the Sydney Harbour Bridge and the Sydney Harbour Tunnel, after full electronic 
tolling comes into effect. This will see existing tolls of $3 fall by 50 cents for off-peak times, 
and rise by $1 during peak times. 

Box 12.1 Congestion charging 

Congestion charging in London, Stockholm and Singapore has reduced traffic, increased 
average speeds and decreased congestion in affected areas. Estimates suggest that the 
schemes in London and Stockholm have reduced traffic volumes entering the city centre 
by around 20 per cent, reduced traffic delays by between 30 and 50 per cent, and 
significantly shortened travel times. 

Tolling specific roads at peak times is used as an instrument for managing demand for 
congested roads in Singapore and areas of the United States. 
Source: Booz Allen Hamilton (2006). 

 

Economic geography 
Many taxes and charges relating to transport have geographic distribution and efficiency 
impacts. To the extent that many of the social costs of motoring are location-specific (for 
example, noise and air pollution), these costs may be reflected in lower land prices in 
affected areas. 

Urban road congestion affects the desirability of living in certain parts of a city, relative to 
others with alternative transport options (for example, walking, cycling or public transport). 
Selective tolling increases the monetary cost to commuters of driving to work from certain 
areas, although this may be balanced by shorter commuting times. 

From a macroeconomic perspective some evidence suggests that the large distances between 
markets in countries similar to Australia may constrain potential productivity and growth. 
To the extent that fuel taxes increase the cost of transport to firms, the effect of distance on 
productivity will be exacerbated. This may partly explain the finding in the Architecture paper 
that fuel taxes in the geographically largest OECD nations (Canada, the United States, 
Australia and Mexico) are significantly lower than the European average. 

Other taxes on motor vehicles 
The fees charged by the States for motor vehicle registration, transfers and drivers’ licences 
are a combination of user charges and taxes. 

Page 238 



Fuel, roads and transport 

To the extent that they cover the administrative costs incurred by government in providing a 
service (for example, producing a drivers’ licence or maintaining a register of motor vehicle 
ownership), they provide an appropriate price signal to potential vehicle owners and drivers. 

However, where the amount charged is greater than cost it can distort economic decisions. 
Settings in the income tax law — including fringe benefits tax — also affect motor vehicle use 
(see Section 13.2). 

Consultation question 
Q12.1 How can motor vehicle related taxes and road funding arrangements be designed to 

improve the efficiency of transport of people and goods in Australia? 

12.2 Taxation of alternative fuels 
Although the primary role of all transport fuels is to provide energy, both the energy content 
and tax treatment of fuels varies between different types (see Chart 12.3). Tax is one factor 
influencing the choice between petrol, diesel or alternative fuels. For example, liquefied 
petroleum gas (LPG) is currently not subject to fuel tax. Biodiesel and domestically produced 
fuel ethanol are also effectively tax-free through separate grant programs. 

Chart 12.3: Energy content and current effective tax rate per litre of fuel (2008)(a)
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(a) Effective tax rate includes effects of programs that make biodiesel and domestically produced fuel ethanol effectively 

tax-free. 
Source: ABARE (2008) and Australian Treasury (2008). 
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Summary of key messages from submissions 

Some industry submissions argue that fuel tax should be reduced or removed on 
alternative fuels. They suggest that the use of alternative fuels should be promoted 
because of their purported environmental benefits, and note that under the Carbon 
Pollution Reduction Scheme there would be some price differential between conventional 
and alternative fuels. 

Some submissions consider that tax assistance to biofuels (ethanol and biodiesel) is 
desirable to encourage investment in infant industries. 

Other submissions argue that exemptions and concessions to fuel tax should be minimised 
to achieve greater market efficiency and to target the social costs of motor vehicle use 
through taxes. Some contributors suggest that a fuel tax system based on energy content 
would be an improvement over the current system. 

 

Raising revenue efficiently 
A revenue-raising tax is efficient to the extent that it does not distort economic activity by 
altering production or consumption decisions. This means that efficiency of fuel tax as a 
revenue-raising tax is diminished to the extent that untaxed substitutes for taxed fuels are 
adopted. 

In the short run, different fuels are imperfect substitutes for one another — different fuels 
work in different types of engine, and have different storage and distribution mechanisms. 
However, the quality and price of different fuels affect longer term decisions about vehicle 
purchases — and therefore the long-term fuel mix. 

Influencing production and consumption 
As discussed in Section 3.3, specific product taxes are sometimes used to affect the price of 
goods, and therefore influence consumer and producer behaviour. While this may have 
limited effect on overall demand for transport energy, it does influence the fuel mix. For 
example, a higher level of tax on leaded petrol provided incentives to consumers to switch to 
unleaded petrol, as part of the phasing out of leaded petrol in Australia. 

The tax-free status of LPG, and a subsidy for conversion to it, has encouraged motorists to 
adapt their vehicles despite its lower energy content. Many taxis use LPG even though the 
tanks reduce the available luggage space. 

Similarly, arguments in some submissions in favour of the current concessional tax treatment 
for biofuels (including ethanol and biodiesel) characterise the biofuels industry as an infant 
industry which requires a subsidy until it is fully competitive with conventional fuels. 

In some cases, the demand for alternative fuels is influenced by regulation. For example, 
NSW requires a minimum amount of ethanol be blended into the total volume of petrol sold 
there. The existence of this kind of legislative mandate interacts with tax concessions for 
alternative fuels. 
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To the extent that quantity demanded depends on regulations rather than price, the role of 
tax concessions in influencing decisions through price becomes irrelevant. Nevertheless, 
producers and consumers still receive the mandated fuel effectively tax-free, at a cost to the 
Australian Government budget. 

Another perspective is that concessional rates of fuel tax are justified on the basis of the 
social costs of fuel use. If different types of fuel have different social costs it could be efficient 
to make allowance for this in the rate of tax charged. For example, if the social cost of carbon 
emissions of biofuels is less than for diesel, this could be reflected by charging a lower rate of 
tax on low-emission fuels. 

However, as discussed earlier, there may be scope for external costs to be addressed through 
more targeted mechanisms. In the case of carbon emissions, the Carbon Pollution Reduction 
Scheme may provide a price signal that reflects differences in carbon emissions. Other 
significant social costs of motor vehicle use also depend on the time and location of driving, 
not the type of fuel used. 

Consultation question 
Q12.2 What should be the role, if any, of fuel taxes? What does this mean for how fuels 

and their uses are taxed and the rates of tax applied? 

12.3 Different modes of transport 
To the extent different modes of transport are substitutes for one another, specific tax 
arrangements that apply to some modes of transport, but not others, may influence the 
choice of which type of transport to use. 

Summary of key messages from submissions 

Some submissions consider that, because aviation fuel is taxed at a rate less than fuel used 
in road transport, air transport receives a subsidy from the tax system. Some submissions 
suggest that this is environmentally damaging because aviation is more energy intensive 
than other forms of transport. They also suggest that this favours more wealthy 
Australians who can afford air travel. 

Many submissions raise the concern that the system of transport taxes distorts consumer 
decisions between public and private transport, as well as between road, rail and air travel. 
Other submissions note that governments earn ‘rents’ from issuing a limited number of 
taxi licences. 

Some in the aviation sector are concerned that existing funding mechanisms for aviation 
(through taxes and user charges) do not provide appropriate price signals to different 
service providers and involve cross-subsidies. However, some carriers argue that the tax 
system should be used to subsidise air transport to regional areas. 

International carriers object to the Passenger Movement Charge (levied on outbound 
passengers) on the basis that it overcharges for the services actually provided to 
passengers, and is therefore a tax rather than a user charge. 
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Summary of key messages from submissions (continued) 

The shipping sector argues that Australia’s tax system affects the Australian industry’s 
domestic and international competitiveness. They advocate replacing the company tax for 
Australian shipping with a ‘tonnage tax’, and reforming the application of income tax to 
Australian seafarers. There is also concern that the tax treatment of fuel used for shipping 
favours foreign over domestic shipping in the Australian coastal market. 

 

Aviation 
Aviation gasoline and turbine fuel used for domestic trips are both subject to excise, 
although at a much lower rate per litre than automotive fuels. Here the policy rationale is to 
recover costs for funding the Civil Aviation Safety Authority, rather than for general 
revenue-raising. 

The absence of taxation for general revenue purposes may reflect the principle that general 
revenue raising taxes cause least economic distortion when they are applied to consumer 
goods, rather than commodities that are predominantly used as business inputs. 

Funding particular expenditure programs through an excise is an indirect way of recovering 
costs for the services they provide, in an administratively simple way. The impact of the 
excise may depend, in part, on the extent to which the cost of providing a service to a 
particular flight is directly correlated to the excisable fuel used on that trip. As with land 
based road user charging, there may be more direct methods for charging for services to 
aviation than through fuel excise. 

Choices between transport types 
Applying tax in some situations, but not others, can influence behaviour. The extent to which 
this diminishes efficiency depends on the degree to which different modes of transport are 
substitutes for one another. For example, imposing tax on fuel used for domestic air travel, 
but not international air travel, might bias against domestic journeys. Similarly, the choice 
between taking a journey by car or aeroplane might be influenced by the higher relative 
taxes on motor fuel compared to aviation fuel. The choice between a short trip in a car and 
using public transport will likewise be influenced by the taxes and subsidies that apply to 
each mode. 

Many states raise tax revenue by restricting the number of taxi licences they issue. This cost 
is ultimately passed to users of taxis in the form of higher fares and more time spent waiting. 
This affects consumer decisions. For example, if taxis were more readily available and less 
expensive, individuals might rely more on taxis and less on private motor vehicles. There 
may be equity concerns. Individuals who are unable to drive private vehicles or access 
public transport may be reliant on taxis. 

Consultation question 
Q12.3 Do the existing tax arrangements lead people to make economically inefficient 

transport choices, and if so, how might they be improved? 
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12.4 Other issues  

Interaction between fuel excise and GST 
The Review Panel has been asked to consider the interaction of GST with the taxation of fuel. 

The GST is charged at a uniform rate based on the market price of goods and services, 
including petrol. To the extent that any tax, fee or charge on business is passed to consumers 
in the price of a good, the imposition of the GST gives rise to ‘tax on tax’ for consumers. 
Business users can generally claim an input tax credit for GST paid. Removing the excise 
component of petrol prices from the GST would reduce GST revenue paid to the States. 

Summary of key messages from submissions 

Some submissions argue that because petroleum is a limited resource and fuel use has 
environmental impacts, reducing the price of fuel by cutting the GST would be 
counterproductive to long-term policy objectives. 

Some submissions propose that fuel excise be automatically indexed to CPI so that the tax 
portion of fuel prices does not fall over time. Others consider that the ‘tax on tax’ or 
‘double taxation’ is unfair, and that the GST or fuel excise should be removed. 

 

The GST and other taxes 
As noted in Section 3.3, the GST is a broad-based consumption tax covering roughly 
three quarters of household consumption expenditure. The key advantage of broad-based 
taxation is that the rate of tax has little influence on consumer choices between different 
taxable goods. In addition, a uniform rate of tax simplifies compliance by business, as they 
can apply the same tax treatment to most of their sales. 

To the extent that any tax, fee or charge paid by business (including company tax, payroll 
tax, land tax, fuel excise, customs duties and other taxes) might be passed on to consumers in 
the GST inclusive price, there is a ‘tax on tax’ issue. In most cases these taxes are not 
apparent to consumers. 

Where the GST applies to goods that are subject to excise, this effect is more obvious to 
consumers. Fuel tax is charged on a volumetric basis at a fixed rate of 38.143 cents per litre. 
The legal incidence falls on manufacturers and importers of fuel. Fuel excise is typically 
incorporated into the price of the fuel sold to service stations. Service stations then pass it to 
consumers in the pump price, on which they also charge GST. Consequently, approximately 
3.8 cents GST per litre of fuel is attributable to excise. 

Compensation for this ‘tax on tax’ effect was provided at the time the GST was introduced. 
Petrol excise was reduced by 6.7 cents per litre when the GST was introduced in July 2000. 
Fuel excise was further reduced by 1.5 cents per litre in March 2001. Since then, the excise 
rate has not been indexed to inflation. This means that the real excise rate has fallen over 
time. 
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13 Tax-transfer impacts on the environment 

Overview 

Australia faces significant environmental challenges in the 21st century, ranging from 
global issues, such as climate change, to local issues, such as water scarcity, land 
degradation and species loss. Economic development must be undertaken in an 
environmentally sustainable way, while also recognising that the environment itself has 
value. 

Taxes may provide one means of improving environmental amenity. The tax-transfer 
system can also detract from environmental outcomes through the incentives it creates. 
Such incentives need to be carefully evaluated against other policy objectives. 

Consultation questions 

Q13.1 Bearing in mind that tax is one of several possible instruments that can address 
environmental externalities, what opportunities exist to use specific 
environmental taxes to address Australia’s environmental challenges? 

Q13.2 Noting that many submissions raise concerns over unintended environmental 
consequences of taxes and transfers, such as the fringe benefits tax concession for 
cars, are there features of the tax-transfer system which encourage poor 
environmental outcomes and how might such outcomes be addressed? 

Q13.3 Given the environmental challenges confronting Australian society, are there 
opportunities to shape tax-transfer policies which do not currently affect the 
environment in ways which could deliver better environmental outcomes? 

 
Climate change is perhaps the most significant environmental risk to the future wellbeing of 
Australians. Left unaddressed, growth in worldwide carbon emissions is expected to have a 
severe and costly impact on agriculture, infrastructure, biodiversity and ecosystems in 
Australia (Garnaut 2008). 

Climate change may also compound Australia’s other environmental problems. While most 
environmental damage has resulted from agricultural development and the exploitation of 
native forests, most future damage is expected to occur around urban areas and water 
resources. Evidence suggests Australia’s waterways are continuing to decline. In 2000, even 
before the current drought, about a quarter of Australia’s surface water management areas 
were classed as highly used or overused, which may be contributing to the continued 
increase in the rate of threatened mammals and birds (ABS 2006b). 

On the positive side, the amenity of some parts of the environment may not be declining as 
fast as in the past while other parts of the environment may actually be improving. For 
example, land clearing rates appear to be slowing and Australia’s air remains relatively clean 
despite increases in motor vehicle usage (ABS 2006b). Indeed, technological developments 
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may allow some forms of environmental degradation to be reversed, such as by directly 
pricing road congestion and noise (see Section 12). 

This section discusses the impact of the tax-transfer system on the environment and the 
potential role of taxation in managing environmental issues. Approaches to improving 
natural resource management are covered in Section 14. 

13.1 Using the tax-transfer system to manage environmental 
issues 
The scale of many environmental problems could be reduced if the costs of environmental 
damage caused by production and consumption of goods were incorporated into prices. 
Although such costs are often difficult to quantify, one potential solution is to impose a tax 
on the damaging activity to give people a price signal about the costs they are imposing on 
the environment. 

The Australian tax-transfer system employs a number of environmental taxes. Some are 
intended to target specific environmental impacts (for example, the Aircraft Noise Levy), 
while others have impacts on the environment but primarily serve other purposes (for 
example, fuel excise discourages the consumption of taxed fuels but its primary purpose is to 
raise revenue). 

The concept of an ‘environmental tax’ is imprecise. The OECD (1993) notes that the term may 
encompass: 

• indirect taxes introduced with a specific environmental objective (for example, taxes on 
plastic bags in Italy and on fertilizers in Sweden); 

• indirect taxes which have been introduced for non-environmental reasons, but for 
which environmental considerations are now taken into account in setting the level or 
structure of the tax (for example, taxes on energy in general or the balance between 
‘lump-sum’ and ‘use-related’ taxes on motor vehicles); 

• changes to the direct tax system introduced for environmental reasons (for example, 
favouring or discouraging certain activities such as farming, forestry, particular 
industrial processes or nuclear power); and 

• charges, fees or levies used to provide direct control over certain environmentally 
damaging activities (for example, aircraft noise and waterway pollution). 

There are other ways of categorising environmental taxes (for example, European 
Environment Agency 2000), but in general environmental taxes either impose a cost on some 
products or activities that are environmentally damaging, or give a benefit to some products 
or activities that are environmentally beneficial. 

Corrective taxation is most efficient when the activity generating the external cost is taxed 
directly, for example, actual pollution emissions. However, this is not always 
administratively feasible. Accurate and cost effective monitoring may not be possible with 
existing technology. In such cases a key input (for example, a particular fuel) or output (for 
example, a particular manufactured product) associated with the activity may be a more 
practical means of imposing the corrective tax. 
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Some environmental strategies do not rely only on corrective taxes. For example, the 
Australian Government’s product stewardship oil levy is an excise on motor oil and 
lubricants which raised $23 million in 2006-07. Its objective is to help fund an expenditure 
program, worth $32 million in 2006-07, which subsidises used oil recycling. This policy 
reflects a concern over the manner of disposal of used oil, rather than the production and 
consumption of oil itself. The environmental objective of the program could be achieved 
even in the absence of the associated levy. 

In some cases tax policy can contribute to the management of environmental issues by 
changing the incentives faced by individuals, firms and other economic factors. However, in 
other cases non-tax policy responses may be more effective. 

For example, the Carbon Pollution Reduction Scheme will set a limit on the nation’s 
emissions of greenhouse gases by issuing a limited number of tradeable emission permits 
with effect from 2010. Similarly, reform of water entitlements and an improved balance 
between domestic, commercial and environmental water use is likely to see significant 
improvements to water management. 

In some areas, land management issues may be better addressed through regulatory duty of 
care arrangements, allowing greater local involvement in land management than would be 
possible under a tax approach. 

The choice of policy to manage a particular environmental issue will depend on the science 
of the issue, the incentives faced by the people involved and the information and technology 
available to government (see Box 13.1). 

Summary of key messages from submissions 

An important theme in submissions from environmental groups is that, given its central 
importance to economic decision making, the tax-transfer system needs to be consistent 
with achieving environmentally sustainable economic growth. 

Some suggest that, in addition to a Carbon Pollution Reduction Scheme, tax concessions 
should be implemented to further reduce the carbon emissions of the Australian economy, 
by encouraging non-polluting transport modes, renewable energy generation and energy 
efficiency investments. 

The potential costs of environmental protection are also a focus of attention, with a 
number of submissions arguing taxes relating to the Carbon Pollution Reduction Scheme 
should be designed to minimise the costs imposed on business. 

Submissions also propose a range of tax concessions should be provided for activities and 
investments that address local environmental problems such as land remediation 
investments, water use efficiency and native species conservation. These could include 
incentives to promote the pursuit of conservation activities on private land, particularly 
farmland. 

A large number of submissions indicate that state vehicle transfer and annual registration 
taxes should be concessional for more fuel-efficient vehicles. 
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Common arguments in favour of environmental taxes 
The ‘double dividend hypothesis’ suggests that in addition to the reduction in 
environmental damage, environmental taxes provide a second dividend. The first dividend 
is that the environmental tax reduces environmental damage to a more sustainable level. The 
second dividend is that the environmental tax generates revenue which can be used to 
reduce the already existing distortions in the remainder of the tax system. 

Bovenberg and Goulder (2002) note that the second dividend will generally depend on the 
environmental tax being more efficient than the tax its revenue is used to reduce. They also 
note that environmental taxes are often levied on narrow bases and hence the second 
dividend does not usually arise. 

Consultation question 
Q13.1 Bearing in mind that tax is one of several possible instruments that can address 

environmental externalities, what opportunities exist to use specific environmental 
taxes to address Australia’s environmental challenges? 

Box 13.1: Assessing whether environmental taxes are an appropriate policy option 
Economic tools, such as taxes, may reduce the costs of achieving a given level of 
environmental protection. However, not all environmental problems are best addressed in 
this way. Regulation may be preferable in some cases (Fullerton et al 2008). 

Economic tools include the use of taxes and property rights such as permits. Determining 
clear property rights to develop markets may be particularly effective where 
environmental problems are at least partly due to unclear or common property rights. For 
example, reform of water entitlements is likely to see significant structural improvements 
to water management as trade in permanent entitlements in the southern Murray Darling 
Basin increases (Peterson et al 2004). 

In theory, with perfect information, the Government could design a tax or a pollution 
permit trading scheme for which the economic and environmental effects would be the 
same. However, in practice, it may be more appropriate to control the price (by using a 
tax) or the quantity (by using a trading scheme). For example, a trading scheme may be 
preferred where the costs to the environment increase steeply or are uncertain. 

Australia’s international climate change obligations are specified in terms of quantity of 
carbon dioxide equivalent emissions. The Government’s proposed Carbon Pollution 
Reduction Scheme will set caps on emissions in line with these quantitative targets. 
However, the Carbon Pollution Reduction Scheme will also contain a price cap to limit 
extreme upside price risks (Australian Government 2008b). 

Economic tools do not prohibit an environmentally damaging activity. They seek only to 
limit the level of damage to the point where the social cost of additional environmental 
damage exceeds the social value of the goods and services being produced, including by 
innovating and investing in alternative technologies through time. 
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Box 13.1: Assessing whether environmental taxes are an appropriate policy option 
(continued) 
Government spending can also address environmental problems, especially where 
potential polluters have more information than governments. For example, spending to 
protect endangered species may sometimes be more effective than a corrective tax or 
regulatory penalty since the spending strategy gives people an incentive to ‘come forward’ 
with information about their actions. An example of such a strategy is the Environmental 
Stewardship Program, which allows landholders to bid for Australian Government 
funding to undertake endangered species conservation. 

By contrast, under a ‘command and control’ regulatory approach, government not only 
identifies environmental targets but also specifies how these targets are to be achieved 
and, usually, by whom. For example, in order to control sulphur dioxide levels in 
populated areas, regulations may require specific power stations to install emission 
scrubbing devices. Such regulations raise prices for consumers in a non-transparent way 
and lead to a risk that polluters may develop influence over regulators. 

Still, in some cases, command and control approaches may be more successful than 
economic tools, particularly where certain forms of pollution have significant social costs 
(such as the banning of leaded petrol). Where pollution damage varies depending on the 
location of the pollution, uniform pollution taxes may be relatively inefficient. 

 

13.2 Environmental impacts of the current tax-transfer system 
Since the tax-transfer system impacts on the everyday decisions of individuals and 
businesses, certain policies may create incentives that impact adversely on environmental 
outcomes. Reforms to such policies have the potential to improve both environmental 
outcomes and the efficiency of the tax-transfer system. 

For example, most state governments provide energy concessions (such as electricity and 
gas) and vehicle registration discounts for pensioners, seniors and low income earners. While 
the objective of these policies is to assist these people in meeting the cost of essential services, 
lowering the relative prices of these goods inevitably increases their consumption, which 
increases greenhouse gas emissions. Providing direct financial assistance would help 
recipients to pay their energy bills without increasing their consumption of energy relative to 
other goods and services. 
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Summary of key messages from submissions 

A large number of submissions collectively propose a range of tax concessions to 
encourage taxpayers to undertake environmentally beneficial activities, such as improving 
energy efficiency and rehabilitating degraded agricultural land. 

Around a third of submissions expressing concern about the environment discuss the 
fringe benefits tax arrangements for motor vehicles. Most oppose a tax system that 
encourages people to drive more and contribute to noise and air pollution, greenhouse gas 
emissions and urban traffic congestion. While one submission suggests that the current 
fringe benefits tax arrangements do not encourage people to drive more to achieve tax 
savings, others provide anecdotal evidence to the contrary. Many submissions indicate 
they would like a tax system which offers some support to sustainable urban transport 
modes such as cycling, walking or using public transport, while recognising people 
outside urban areas have limited alternatives to private car travel. 

Many submissions also propose that tax expenditures be reviewed to identify those with 
environmental consequences, and reformed to eliminate any negative impacts. For 
example, the fuel tax credits scheme, which refunds fuel excise used for business purposes, 
is seen by many as providing an incentive to generate carbon emissions. 

Notwithstanding the proposed introduction of the Carbon Pollution Reduction Scheme, 
some submissions have argued that this alone will not be enough to achieve deep cuts in 
Australia’s carbon emissions, and have proposed additional tax incentives such as 
accelerated depreciation for investments which reduce carbon emissions as an adjunct. 

Submissions identify characteristics of the income tax system that discourage land owners 
from undertaking expenditure that would improve or protect ecological assets, unless 
there is a connection with a profit making enterprise. 

 
The tax-transfer system affects every industry, region and demographic group in Australia 
and influences the allocation of resources in the economy, so there is a potentially wide 
range of tax-transfer settings that affect environmental outcomes. The Panel will commission 
research on the impact that the tax-transfer system has on the environment. 

One example cited in submissions is the treatment of car fringe benefits (Box 13.3). 
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Box 13.3: Fringe benefits tax (FBT) treatment of car benefits 

The statutory formula method for valuing car fringe benefits applies a declining taxable 
value the further the car is driven in a year. The original purpose of this policy was to 
apply tax to the private use of the vehicle, not its use for work purposes, and distance 
travelled was used as a proxy for the proportion of business travel. The value of the car for 
FBT purposes is its cost multiplied by a ‘statutory fraction’ which depends on how far the 
car is driven in the relevant tax year. The statutory fraction, and hence the taxable value of 
the car benefit, reduces as the number of kilometres driven increases (Table 13.1). 

Table 13.1: Distance thresholds for the FBT statutory fraction  
Number of kilometres driven Statutory fraction 
< 15,000 0.26 

15,000 to 24,999 0.20 

25,000 to 40,000 0.11 

> 40,000 0.07 

 
This valuation formula has two main impacts on incentives. It reduces the overall cost of 
car ownership and provides employees with an incentive to drive additional kilometres to 
reduce the amount of FBT payable. These incentives indirectly encourage increased 
greenhouse gas emissions, pollution and congestion through increased car use. 

The Australian Treasury estimates the tax expenditure associated with this concession to 
be $1.6 billion (Australian Treasury 2007). 

 
There are also some elements of the current system designed to provide tax advantages to 
environmentally beneficial activities. For example, some states charge lower registration fees 
or transfer stamp duties for smaller-engine or hybrid vehicles. 

There may be other opportunities to use the tax-transfer system to promote better 
environmental outcomes, although Box 13.1 cautions that tax-transfer approaches will not 
always be the most efficient way of pursuing environmental objectives. 

Consultation questions 
Q13.2 Noting that many submissions raise concerns over unintended environmental 

consequences of taxes and transfers, such as the fringe benefits tax concession for 
cars, are there features of the tax-transfer system which encourage poor 
environmental outcomes and how might such outcomes be addressed? 

Q13.3 Given the environmental challenges confronting Australian society, are there 
opportunities to shape tax-transfer policies which do not currently affect the 
environment in ways which could deliver better environmental outcomes? 
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14 Natural resource charging 

Overview 

Natural resources are an essential input to Australia’s productive capacity. The way in 
which Australia uses its natural resources is an important determinant of the level of 
economic growth. It also affects the environment now and into the future. 

Ensuring the community obtains maximum value from the appropriate use of its natural 
resources is an important part of an efficient tax system. The tax system can influence the 
rate at which resources are extracted and the capacity of future generations to enjoy the 
benefits of natural resources. Issues which need to be taken into account in considering the 
taxation of natural resources include the size of the recoverable stock of the resource and 
how quickly (if at all) it is able to renew, the effect of taxes on investment decisions, which 
level of government taxes the resource, and the alternative uses of resources outside 
commodity markets. 

Consultation questions 

Q14.1 When considering the appropriate return to the Australian community for the use 
of its non-renewable resources, what relative weight should be given to the 
determinants of that return? 

Q14.2 What is the most appropriate method of charging for Australia’s non-renewable 
resources, given they are immobile but that Australia needs to compete globally 
for mining investment? 

Q14.3 What is the role of the tax system in ensuring that renewable resources are used 
both sustainably and efficiently? 

 

Taxing natural resources 
Australia is endowed with significant natural resources. For example, in the non-renewable 
sector Australia has the world’s largest reserves of brown coal, lead, mineral sands (rutile 
and zircon), nickel, uranium and zinc and the second largest reserves of bauxite, copper, 
gold, iron ore (contained iron) and silver (Geoscience Australia 2008). 

The Australian natural resources sector can be divided into the non-renewable sector 
(mining and fossil fuels consisting of oil, natural gas and coal)15 and the renewable sector 
(forestry, fisheries, water and renewable energy). 

                                                      

15 For ease of reference the non-renewable sector is referred to as the mining sector. 
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There are two significant justifications for taxing natural resources differently from other 
factors of production: 

• they are assets that are taken to be owned by the community — taxation by government 
reflects one way of achieving a return for the community on its assets; and 

• they can be sources of location-specific economic rent — taxing such rents is efficient 
and avoids the economic distortions arising from taxing other factors of production. 

To achieve an appropriate return for the community, government charging for resource use 
has to balance the returns required by private firms to develop the resource with the 
community’s valuation of the resource. 

The community’s valuation of a resource can be difficult to determine. At a minimum, it will 
be informed by the market price of the resource. Selling a resource to one buyer at a price 
that is lower than another would pay, now or in the future, wastes the community’s 
resource. The amount of the market value of the resource that can be captured by the 
community depends on the costs and risks associated with developing the resource. A 
company developing the resource effectively acts as an agent for the community — resources 
will not be developed if agents are not able to earn a sufficient rate of return on the 
investment. 

Communities may place a higher value on a resource than its market price. This higher value 
may reflect: 

• Social benefits not reflected in the market price, such as the ecological value of fish 
stocks or the recreational value of native forests. These benefits can imply significantly 
different valuations to those in resource markets. For example, two forests may have 
identical market values for their timber, but one may be a sanctuary for an endangered 
species and hence be of much higher value to the community. 

• Preservation benefits to future generations. Communities may also have a stronger 
desire to preserve resources for future use, compared to agents extracting the resource. 
It has been argued that the value future generations place on resources are not 
adequately reflected in market prices. This may reflect uncertainty surrounding the 
preferences and other opportunities of future generations. Where this is the case, 
market driven outcomes are likely to result in resources being overexploited. 

Taxation represents only one way in which governments can derive a return for the use of 
community assets. Another approach is to charge for the right to explore or use an asset. The 
most effective way to assign rights will depend on the characteristics of the resource. For 
example, depending on the level of certainty regarding the value of a particular resource, a 
bid or auction process could be undertaken to assign rights. In addition, some community 
valuations may be more directly targeted through regulation (such as the establishment of 
nature reserves). 
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14.1 Non-renewable resources 

Summary of key messages from submissions 

Some submissions argue that there is potential to increase revenue from natural resources 
in the context of the overall tax mix. 

Submissions from the mining sector argue that the sector’s large capital expenditures and 
the long life of investments require stability in revenue arrangements. Consequently, any 
changes to mining sector revenue arrangements should only apply on a prospective basis. 
These submissions also state that consultation with industry prior to the introduction of 
any changes to existing resource pricing arrangements is critical. 

One mining industry submission favours profit based arrangements over ad valorem 
arrangements. 

Submissions from the mining sector also propose more generous tax depreciation 
arrangements. 

 

Existing arrangements 
The Architecture paper outlines the significant variation in resource charging arrangements in 
Australia. Different resource tax, royalties or payment arrangements are imposed on the 
same type of resource depending on its location. 

Resource rent taxes are designed to tax the economic rent of a mineral resource. This 
economic rent is the excess of revenue over costs, where costs are in effect defined to include, 
the minimum rate of return required to hold capital in the activity (‘normal profits’). 

Some general features of the petroleum resources rent tax (PRRT), Australia’s only resource 
rent tax, are worth noting. The PRRT taxes profits (at a rate of 40 per cent) generated by 
petroleum projects located offshore, with the exception of the North West Shelf project area. 
The PRRT is assessed on a project basis and the liability to pay PRRT is imposed on a 
taxpayer in relation to its interest in the project. This liability is based on the project’s receipts 
less expenditures. 

Deductible expenditure not offset against project receipts in a financial year is compounded 
at varying rates, depending on the type of expenditure and time between the expenditure 
being incurred and deducted. Compounded expenditure is available as a deduction against 
project receipts in future years.16

                                                      

16 In particular: for exploration expenditure incurred within five years before the commencement of the 
petroleum project, the compounding factor is the long term bond rate plus 15 percentage points; for 
exploration expenditure incurred more than five years prior to the commencement of the petroleum project, 
the compounding factor is the GDP implicit price deflator; for general project expenditure, the compounding 
factor is the long term bond rate plus 5 percentage points. Exploration expenditure can be transferred between 
petroleum projects provided there is common ownership over the period between when the expenditure is 
incurred and when the transfer occurs. 
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Design considerations  
The overarching design issue with resource revenue arrangements is how to balance the 
competing objectives of enabling exploration and extraction, while ensuring the community 
receives the appropriate return on Australia’s assets. 

The recent cycle in resource prices, sustained increases followed by sharp decreases, serves 
to highlight the relative efficiency of the various revenue arrangements. The extended period 
of profitability in the mining sector resulted in an increase in revenues from company 
income tax and specific resource taxes, royalties and excises levied on mining, oil and gas 
resources (accounting for the major part of resource related revenues). However, the rate of 
increase does not appear to have been proportional to the growth in the operating profits of 
the mining sector (see Chart 8.12 of the Architecture paper). 

The relatively slow growth in government revenues is partially explained by the prevalence 
of ad valorem royalties. Ad valorem royalty revenues do not vary in proportion with profits. A 
corollary is that in a period of lower operating profits for the mining sector total government 
revenues fall by less than operating profits. Indeed, a particular project may be in a loss 
making position but still be required to pay royalties. Royalty arrangements can therefore 
discourage higher risk projects. They can also impede the efficient development of otherwise 
marginally profitable reserves. 

Resource rent taxes such as Australia’s PRRT are designed to overcome these issues. 

As resource prices rise, so does the portion of revenue that companies earn that can be 
considered ‘super normal’ profits. A resource rent tax increases the effective tax rate as the 
price of the resource increases, thereby capturing a component of the super normal profits. 
By excluding normal returns, it avoids discouraging marginal investments. Under other 
resource revenue arrangements (for example, an excise or royalty), while the total 
government revenue increases as prices rise, the effective tax rate falls and with it the 
taxation of super normal profits. 

Some important design considerations for resource rent taxes include the need to set 
appropriate threshold rates of return before the tax applies (generally linked to the long term 
government bond rate), rates at which the tax is levied (sufficiently below 100 per cent to 
ensure that it does not seriously weaken efficiency incentives in the private sector) and carry 
forward loss rules. Issues also arise in determining the appropriate tax base in vertically 
integrated enterprises and identifying when one or more projects exist, given uncertainties in 
identifying the boundaries of deposits and discrete projects. Another design issue is the 
range of mineral commodities to be covered by any resource rent tax. For example, the case 
for imposing a resource rent tax on low value commodities (such as silica, limestone/lime, 
and construction materials) is not as strong as the case for high value commodities because 
of the lack of economic rent to be captured. 

Another issue with a resource rent tax is the stability of the tax base compared with royalties. 
Resource rents tend to be more variable than the volume or value of the resource sold. While 
a tax based on rents may be more efficient than royalties, it is also likely to be a less 
predictable source of revenue. Tax base stability is an important consideration for state 
governments as they require a reliable revenue stream to fund their expenditure 
responsibilities. However, at the national level variability in resource revenue may be 
consistent with macroeconomic stabilisation objectives. 
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Resource specific taxes and charges need also to be considered in conjunction with the 
income tax system. Submissions from the mining sector focus on this issue. (Box 6.7 outlines 
a related proposal for flow-though treatment of shares in exploration companies). As income 
tax is also a tax on rents or above normal profits, changes in the company income tax base or 
rate may in turn require offsetting adjustments in resource tax arrangements. In this regard, 
it is notable that since the PRRT was introduced, the PRRT rate has remained constant 
at 40 per cent notwithstanding a decline in the company tax rate from 46 to 30 per cent. 
Consequently, the effective tax rate on above normal profits (or rents) from relevant projects 
has fallen from 67.6 per cent to 58 per cent. 

One mining industry submission proposes a shift to profit based revenue arrangements 
away from ad valorem royalty arrangements, pointing to greater consistency with the 
proposition that resource discovery and extraction is a joint venture arrangement between 
the mining company and the government (on behalf of the community). The submission also 
argues that while resource revenue arrangements may have a different rationale to other 
taxes, they are a charge on the cost of doing business. This suggests that the capacity to pay 
might appropriately be struck as a share of profits. 

Developments in other jurisdictions 
Many factors affect investor decisions about where and how much investment to make in 
mines located in particular countries. These include such fundamental factors as the richness 
of the potential resource, law and order in the host country, the availability of supporting 
infrastructure such as roads, rail and ports, the availability of an appropriately skilled 
workforce and stable government. At the margin, taxation arrangements can also be 
important. 

However, it is not easy to make international comparisons of tax regimes in the mining 
sector because of the complexity of aggregate tax arrangements. The relevant base for 
international comparisons is, therefore, not just the resource charge but the overall effective 
tax rate on companies, taking into account this charge and all other direct and indirect taxes. 

Hogan (2008) details mineral taxation arrangements in various countries and, drawing on 
Otto et al (2006), discerns four current trends: 

• a shift toward profit based royalties in developed economies; 

• a shift toward lower rates and/or sliding scales under ad valorem royalties; 

• increased application and coverage of mineral taxation arrangements; and 

• increased emphasis on transparency of mineral taxation systems. 

The allocation of charges and taxes between levels of government 
Given the location specific nature of non-renewable resources, resource taxes are often 
considered to be appropriate taxes for sub-national governments in a federal system. 
However, if the value of natural resources is distributed unevenly across jurisdictions (in a 
per capita sense), this will affect the relative fiscal capacities of sub-national governments. A 
horizontal fiscal equalisation process, whereby the revenue raising capacities of sub-national 
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governments is equalised, may lessen this concern. Also, if the extraction of natural resources 
involves inter-jurisdictional externalities, some involvement from the national government 
may be warranted. 

Consultation questions 
Q14.1 When considering the appropriate return to the Australian community for the use of 

its non-renewable resources, what relative weight should be given to the 
determinants of that return? 

Q14.2 What is the most appropriate method of charging for Australia’s non-renewable 
resources, given they are immobile but that Australia needs to compete globally for 
mining investment? 

14.2 Renewable resources 

Summary of key messages from submissions 

Submissions from environmental organisations argue that renewable resources are being 
used at a rate that does not take into account their full value and is, therefore, 
unsustainable. 

Connected with this concern is a view that government involvement in the allocation and 
pricing of natural resources needs to be reviewed so that renewable resources are used 
more efficiently and in a way that improves environmental outcomes. 

 

Pricing the value of renewable resources 
In contrast to non-renewable resources, which have a limited supply and cannot be replaced 
once extracted, renewable resources can be used and replaced. Renewable resources are 
sustainable, provided the rate of replacement at least equals the rate at which they are 
depleted. While forestry, fisheries and water are often included in the renewable sector, the 
replacement rate for some of these resources may blur their classification as renewable 
resources. For example, the time taken to replace an old-growth forest is sufficiently long to 
class such forests as non-renewable. Although most water is considered a renewable 
resource, some underground water resources in Australia are non-renewable. Over-use of 
other resources, such as fisheries, can damage their renewal potential. 

Submissions argue that correctly valuing natural resources is the most effective strategy in 
advancing economic and environmental outcomes. In determining the value of renewable 
resources, there is a need to consider: 

• the cost to the community from the extraction of the resource and how quickly the 
resource can be regenerated; and 

• the benefits that the resource can provide to the community beyond its value in 
commodity markets. 
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The valuation of some renewable resources also needs to take into account the fact that they 
may exist such that no one individual can have complete control. In these situations, the 
incentives to utilise the resource are greater than to preserve it, since no individual can 
capture the value of the resource as an asset. This can lead to the extraction of renewable 
resources at rates which are unsustainable, potentially leading to complete depletion. 

Governments may intervene to ensure that renewable resources are used sustainably 
through the imposition of a royalty-type tax which seeks to align extraction levels with 
sustainable supply and takes into account the ecological value of resources. The imposition 
of such a tax and the resulting higher extraction cost reduces the risk of over-depletion. 
However, in practice there are difficulties in implementing this approach. For example, 
timber extracted from different parts of a native forest may have the same value as a 
commodity, but the externalities associated with their extraction (for example, loss of habitat 
for wildlife) can be vastly different. Different royalties may be charged based on the location 
from which trees are extracted, but there is a risk of such an arrangement becoming quite 
complex. Similarly, efficiently taxing the use of water to balance supply and demand may 
need to vary by location and over time. 

One submission notes that institutional arrangements may also weaken the effect of taxes 
(and other instruments) as a means to correctly price renewable resources, in particular 
native forests. In Australia, native forests are in public ownership and managed by state 
forest agencies that are near monopoly suppliers of native forest timber. The conventional 
technique used to calculate a royalty for native timber in Australia is the residual value 
pricing method. This method estimates a derived demand curve for native timber for a 
timber mill by subtracting reasonable costs incurred by the sawmill from the prevailing 
market price, including an allowance for normal profit (similar to a resource rent tax). 
However, institutional arrangements may mean that the usual market incentives to minimise 
costs and seek an appropriate market return for timber are diminished. Under the residual 
value pricing method, no allowance is made for the costs incurred in supplying timber, as 
the price is determined by the market price for processed timber and the timber mill’s 
production costs. This may also give timber mills an incentive to artificially inflate their costs 
so as to reduce the price they pay for logs. The underpricing of timber may increase the rate 
at which native forests are logged. 

Governments may also impose a sustainable extraction limit on the available resource. The 
imposition of a limit can create rents for those who retain access. The value of the rents 
created by such restrictions can be returned to government by a number of means. This 
includes auctions or tenders for access to the resource (or a quota of the resource) on the 
basis that the value paid for access to the resource reflects the rent created. This can provide 
incentives for resources to be used efficiently. 

Consultation question 
Q14.3 What is the role of the tax system in ensuring that renewable resources are used 

both sustainably and efficiently?
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Appendix A: Terms of reference 

Australia’s future tax system 

Objectives and scope 
1. The tax system serves an important role in funding the quality public services that 
benefit individual members of the community as well as the economy more broadly. 
Through its design it can have an important impact on the growth rate and allocation of 
resources in the economy. 

2. Raising revenue should be done so as to do least harm to economic efficiency, provide 
equity (horizontal, vertical and intergenerational), and minimise complexity for taxpayers 
and the community. 

3. The comprehensive review of Australia’s tax system will examine and make 
recommendations to create a tax structure that will position Australia to deal with the 
demographic, social, economic and environmental challenges of the 21st century and 
enhance Australia’s economic and social outcomes. The review will consider: 

3.1. the appropriate balance between taxation of the returns from work, investment 
and savings, consumption (excluding the GST) and the role to be played by 
environmental taxes; 

3.2. improvements to the tax and transfer payment system for individuals and 
working families, including those for retirees; 

3.3. enhancing the taxation of savings, assets and investments, including the role and 
structure of company taxation; 

3.4. enhancing the taxation arrangements on consumption (including excise taxes), 
property (including housing), and other forms of taxation collected primarily by 
the States; 

3.5. simplifying the tax system, including consideration of appropriate administrative 
arrangements across the Australian Federation; and 

3.6. the interrelationships between these systems as well as the proposed emissions 
trading system. 

4. The review should make coherent recommendations to enhance overall economic, 
social and environmental wellbeing, with a particular focus on ensuring there are 
appropriate incentives for: 

4.1. workforce participation and skill formation; 
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4.2. individuals to save and provide for their future, including access to affordable 
housing;  

4.3. investment and the promotion of efficient resource allocation to enhance 
productivity and international competitiveness; and 

4.4. reducing tax system complexity and compliance costs. 

5. The review will reflect the Government’s policy not to increase the rate or broaden the 
base of the GST; preserve tax-free superannuation payments for the over 60s; and the 
announced aspirational personal income tax goals. 

6. The review’s recommendations should not presume a smaller general government 
sector and should be consistent with the Government’s tax to GDP commitments. 

7. The review should take into account the relationships of the tax system with the 
transfer payments system and other social support payments, rules and concessions, with a 
view to improving incentives to work, reducing complexity and maintaining cohesion. 

8. The review should take into account recent international trends to lower headline rates 
of tax and apply them across a broader base, as well as domestic and global economic and 
social developments and their impact on the Australian economy.  

9 The review will also incorporate consideration of all relevant tax expenditures.  

Composition and consultation 
10. The Review Panel will be chaired by the Secretary to the Treasury, Dr Ken Henry AC 
and will also comprise Mr Greg Smith (Australian Catholic University); Dr Jeff Harmer 
(Secretary of the Department of Families, Housing, Community Services and Indigenous 
Affairs), Heather Ridout (Australian Industry Group), and Professor John Piggott 
(University of New South Wales). 

11. The Review Panel will be supported by a working group from within the Treasury, 
with representation from the Department of Families, Housing, Community Services and 
Indigenous Affairs, and drawing on other Australian government and state agencies as 
appropriate. 

12. The Chair may task members of the Review Panel to oversee programs of work related 
to their field of expertise. 

13. The Review Panel will consult the public to allow for community and business input. 

14. The review will also, where necessary, draw on external expertise and shall have the 
cooperation of state governments and their Treasuries as well as relevant COAG working 
groups. 

15. The Minister for Families, Housing, Community Services and Indigenous Affairs will 
provide input on issues related to transfer payments, family assistance and retirement 
incomes. 
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Structure and timing 
16. The review process will be conducted in several stages. These will follow the release of 
an initial discussion paper by Treasury on the architecture of the tax system and an 
examination of the existing tax rates and bases (excluding the GST). The paper will be 
released by the end of July 2008. 

17. The Review Panel will provide a final report to the Treasurer by the end of 2009. The 
Government will respond in a timely way to the tax review’s recommendations as they are 
released. 

Page 263 



 

 

 



Appendix B: List of submissions 

As at 14 November 2008, the Panel had received around 440 submissions from a wide 
cross-section of the community. The submissions contributed to the development of the 
Consultation paper and the separate Retirement income consultation paper.  

Submissions are treated as public documents unless authors have specifically requested 
confidentiality. All authors of public submissions to the review (as at 14 November 2008) are 
listed in alphabetical order below. Authors who requested confidentiality, or whose 
submissions contain personal information, are not listed. 

To read the public submissions, please visit the review website at 
www.taxreview.treasury.gov.au
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Adam, Karin 

Alexander, Bev 

Alexander, Trish 

Allan, Margaret 

Allatt, Craig 

Allen, DCK 
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Andersson, Michael 

Anglican Church Diocese of 
Sydney 

Anglicare Australia 

Arthur, David 

Ashcroft, Frank 

Association for Good Government 
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ACT 

Association of Consulting 
Engineers 

Association of Independent 
Retirees Limited 

Atheist Foundation of Australia 
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Austen, Mark 

Australia and New Zealand 
Banking Group Limited 

Australia Chamber of Commerce 
and Industry 

Australia Council for the Arts 
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Australia ICOMOS 

Australia New Zealand Leadership 
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of Vietnam 
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Australian Council for the Arts 
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Australian Finance Conference 
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Association 

Australian Foundation Investment 
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Network 
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Association 
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Australian Institute of Aboriginal 
and Torres Strait Islander 
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Australian Local Government 
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Australian Publishers Association 

Australia’s Biotechnology 
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Aveling, Ben 
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Ball, Chris 
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Batten, Peter 
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Bishop, Peter 
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Blackburn, Jenny 
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Blows, Mark and Johanna 

Blunt, Elspeth 
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Australia Inc 

Bob Such MP 

Bond, Graham 
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BPW Australia 
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Brisbane-Webb, Paul 

British American Tobacco 
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Brons, Cornelis A 

Brons, Ron 

Brookes, John 

Brotherhood of St Laurence 

Brown, Timothy 
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Burke, Gary 

Business Coalition for Tax Reform 

Business Council of Australia 
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Campbell, Wayne 

Cancer Council and National Heart 
Foundation 

Carlisle, John 
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Carson, Anthony 

Cassidy, Rosemary 
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Industry of Western Australia 

Chapman, George 

Cielinski, John 
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Coca Cola Amatil 

Cole, Andy 

Collins, Anne 

Commerce Queensland 
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Young People 
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Union 

Condon, Thomas 
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Energy Union of Australia 

Consumer Credit Legal Centre 

Conyers, Anna 
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Ernst & Young 
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Council of Single Mothers and 
their Children 
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CPA Australia 

Cracknell, Ken 
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Curtin, Michael 
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Floyd, Stephen 
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Fullarton, AR 
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Appendix C: Analysis of submissions 

As at 14 November 2008, the Panel had received around 440 submissions from a wide 
cross-section of the community. A graphical analysis of the submissions by source and issues 
raised is presented below. 

Chart C1: Composition of authors 
All submissions 

Individuals
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representative bodies

14%

Businesses(a)
18%

Business sector 
association

2%

Other(b)
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Not-for-profit 
organisation

7%

Government
4%

 
(a) Businesses includes corporate (12%) and non-corporate (6%). 
(b) Other includes academic or university (1.5%) with the balance made up of foreign persons, organisations or governments 

and submissions that could not be classified. 
 

Chart C2: Submissions from organisations 
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(a) Some organisations self-identified as belonging to more than one sector. 
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Chart C3: Policy issues raised — submissions from individuals 
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Chart C4: Policy issues raised — submissions from organisations 
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Chart C5: Issues raised in submissions 
Australian Government taxes, state government taxes and transfers 

0

10

20

30

40

50

60

70

Commonw ealth taxes State taxes Transfers
0

10

20

30

40

50

60

70

Individual Organisation

Per cent of submissions Per cent of submissions

 
 

Chart C6: Issues raised in submissions — Australian Government taxes 
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Chart C7: Issues raised in submissions — state government taxes 
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Chart C8: Issues raised in submissions — transfers 
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Appendix D: Research commissioned by the Review 
Panel 

As noted earlier, the terms of reference for the review into Australia’s future tax system are 
extremely broad. To help inform the Review Panel’s deliberations, a wide range of opinions 
and expertise needs to be considered. The consultation process will help elicit some of this 
information. However, the Review Panel is conscious of the need to engage technical and 
academic expertise where required. As such the Review Panel has decided to commission 
research in a number of areas, some of which may be published by the review and/or 
presented to the tax conference planned for 2009. 

The following outlines those research areas the Review Panel is considering or has requested 
at this point in time. 

Roads and transport 
This research aims to develop a conceptual framework for efficiently allocating private and 
social transport costs between users and service providers; consider the existing system of 
transport-related taxes and charges and its efficiency costs; if there are taxes and charges that 
more directly target the marginal private and social costs of transport; and consider current 
technological constraints to applying such charges, while taking into account new 
technology and international practice. 

Tax and transfer compliance costs 
This research aims to draw together and build on results from existing research in this area 
and attempt to identify a framework for calculating robust estimates of compliance costs in 
the future. 

Housing 
This research aims to estimate the net tax-transfer subsidy accruing to owners, investors and 
renters from the treatment of housing by the tax-transfer system (under different tax 
benchmarks); the economic incidence of the taxes or subsidies, their distribution by income 
and age and their effect on housing prices; the efficiency, equity and simplicity of specific 
taxes and transfers; potential reform options; and the impact of tax and transfer settings on 
housing affordability. 

Natural resources 
This research aims to develop an economic framework for the taxation of natural resources; 
current tax and royalty settings; alternative approaches proposed in the literature or used 
overseas; implications for federal fiscal relations; and the role of taxation as a mechanism to 
ensure optimal use of the resources. 
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Environmental taxation 
This research aims to outline a framework for using tax-transfer measures to address 
environmental market failures, particularly in the context of other mechanisms available to 
deliver environmental outcomes (for example, regulation); outline inefficient elements of the 
existing tax-transfer system; and highlight the major environmental issues facing Australia 
and consider possible tax-transfer system policy responses. 

Capital income and business taxation 
This research aims to describe how Australia’s tax-transfer systems tax capital income, both 
at the business and investment level (for both residents and non-residents); discuss the 
implications of those arrangements for the growth prospects and dynamism of the economy; 
consider distributional impacts; and outline broad reform choices and options. 

A client-centred tax-transfer system 
This research aims to consider system complexity from the perspective of the citizen; present 
a set of principles for testing alternative approaches; examine opportunities for improvement 
afforded by new technologies; explore developments in other countries and the private 
sector; describe linkages between administrative reforms and policy design. 

Education and skills 
This research aims to explore the incentives and disincentives for skills acquisition created by 
the tax-transfer system; examine the treatment of investment in human capital relative to 
other forms of capital; consider whether there are other, public, benefits to high levels of 
education; and review existing literature on the impact of tax-transfer incentives and assess 
the possible impact of demographic and structural change on incentives. 

Lifecycle and the tax-transfer interface 
This research aims to review the lifetime redistributive impact of the tax-transfer system, 
examining both interpersonal and intrapersonal distribution; and to consider the amount of 
redistribution to different cohorts under a range of different policy settings. 

Efficiency of taxes 
This research aims to assess the efficiency costs of the major taxes currently being levied in 
Australia (at the Australian, state and local government levels). The research will attempt to 
estimate the efficiency costs of the taxes now levied and any proposed changes. 

Australian-state government taxation 
This research aims to set out a framework for Australian-state government division of taxing 
responsibilities; consider the role and implications of vertical imbalance; undertake 
comparative analysis with other federations; and draw out some lessons and possible policy 
alternatives for Australia. 
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Consumption (including alcohol and tobacco) 
This research aims to present a theoretical framework for excise in a modern tax system, 
looking particularly at the case of alcohol and tobacco, as well as luxury taxes and fuel taxes; 
and consider specific reform opportunities for taxes on specific goods and services taxes in 
Australia. 

Development of tax-transfer theory 
This research aims to provide a brief history of how tax and transfer theory has evolved over 
time, together with some insights on future directions and how this can be applied in a 
policy context. This will include some analysis on the impact that population ageing may 
have on tax policy design in the future. 

Impact of the tax-transfer system on labour supply 
This research aims to undertake modelling of the impacts of various, hypothetical, policy 
approaches (consisting of both tax and transfer changes) on labour supply decisions. 
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Appendix E: Business level expenditure tax designs 

This appendix outlines and illustrates some of the main design, administrative, and 
transitional issues associated with commonly proposed business level expenditure tax 
options: the allowance for corporate equity (ACE) and cash-flow taxes. 

It does not discuss issues in relation to business-shareholder interactions. Both the ACE and 
cash-flow taxes can be designed to accommodate different levels and forms of integration, 
including classical and dividend imputation systems. 

Allowance for corporate equity 

An ACE levies tax on business income as conventionally measured, but provides an 
additional deduction (allowance) equal to a return calculated on the equity invested in the 
business. This deduction parallels the deduction allowed for interest paid on a business’ debt 
capital. 

Under an ACE, the equity of the company is not calculated with reference to the market 
value of the equity but rather the book value (at historic cost) of accumulated equity as 
calculated for tax purposes. At each year end, the closing book value of equity could be 
calculated as follows (for a business operating solely domestically): 

Opening value of equity 
Add: Taxable profits in the previous period 
Add: Dividends from other companies 
Add: New equity issues 
Less: Tax payable on taxable profits in the previous period 
Less: Dividends paid and returns of equity 
Less: Net new acquisitions of other companies 

Closing value of equity = Opening value of equity for next year 

 
The ACE allowance is calculated by multiplying the opening value of equity (for the relevant 
income year) by an imputed rate of return. Setting the imputed rate is one of the most 
challenging aspects of the ACE. The academic consensus is that where full loss offsets are 
available an appropriate imputed rate is the risk-free nominal interest rate, which can be 
approximated by the rate on government bonds.17

As for expenditure taxes generally, under an ACE the tax system should not affect the cost of 
capital of a firm, as the effective marginal tax rate (EMTR) is zero for an investment 
generating returns that just cover the cost of capital (that is, one that provides ‘normal 
returns’). 

                                                      

17 Belgium’s imputed rate is calculated by taking an average of the monthly government bond rate of the year 
preceding the fiscal year by two years. The rate is capped at 6.5 per cent and cannot change by more than 
1 percentage point from year to year (a separate higher rate applies to small and medium enterprises). 
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The design of the ACE is such that if too much (little) tax is paid in any one year — taxable 
income exceeds (is less than) economic income — it is compensated by a higher (reduced) 
allowance in future years. This approach automatically taxes real rather than nominal 
income (it does not tax the inflation component of returns) and causes deviations from 
accrual-based capital gains or economic depreciation, and other valuation or timing 
misalignments, to be less material other than for the timing of revenues. The ability of the 
ACE to accommodate the existing income tax framework (including associated income 
recognition rules) makes it relatively easy to introduce (compared to cash-flow taxes) though 
requiring an additional set of provisions. 

For investments by a business in another country, where income generated by the foreign 
investment is exempt in principle, there should be a reduction in the book value of equity. 
This is on the basis that an allowance should not be provided against income that is exempt. 
Complications can arise where the foreign income is partially exempt (for example, it does 
not entirely consist of ‘active’ foreign income of a company) or where the investment occurs 
through a branch. 

In the case of inbound investments by foreign businesses, under an ACE a domestic 
subsidiary or branch of a foreign firm would be treated in the same way as a domestic 
business. Based on the experiences of the ACE in Belgium and Croatia, it can reasonably be 
expected that domestic taxes paid under an ACE would be eligible for a foreign tax credit in 
the foreign firm’s home jurisdiction. 

The more symmetric treatment of debt and equity under an ACE mean that thin 
capitalisation rules (which guard against excess debt financing) should no longer be 
required. However, transfer pricing rules would still be required. 

Cash-flow tax 

A cash-flow tax taxes the difference between cash receipts and cash outgoings. Unlike 
income tax, there is no revenue/capital distinction and, hence, both current and capital 
expenditure receive the same treatment. 

The nature of transactions included in the tax base depends on which variant of the 
cash-flow tax is implemented. Three variants include the following. 

• The ‘R’ (real) base cash-flow tax: only real (not financial) cash flows are included in the 
base. Interest is neither taxable nor deductible. The petroleum resource rent tax is an 
example of an ‘R’ base cash-flow tax. Separate rules would be required if applied to 
financial service providers. 

• The ‘R+F’ (real plus financial) base cash-flow tax: both real and non-equity financial 
cash flows (borrowing, lending and repayments of debt) are included in the tax base. 
Where an amount is borrowed, it will result in an increase in the tax base. Repayments 
of both principal and interest are deductible from the tax base. 

• The ‘S’ (share) base cash-flow tax: the firm’s net flows on equity is taxed (dividends 
paid plus purchases of shares less issues of new shares and receipt of dividends). It is 
essentially equivalent to an ‘R+F’ tax. 
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Like an ACE, the cash-flow tax gives rise to a zero effective tax rate on marginal investments. 
The immediate deduction for all expenditure means a cash-flow tax potentially: does not 
distort asset choices; taxes real returns only; and, as transactions are recognised at the time 
cash flows in or out of the business, does not require timing and valuation rules (for 
example, for depreciation). This offers significant simplification benefits. 

International tax considerations raise similar issues as for an ACE. However, in the case of 
inbound investments there is a more open question as to whether other countries would be 
willing to provide a foreign tax credit for a cash-flow tax, given it is more radically different 
to an income tax than an ACE.18 As is the case with the ACE, thin capitalisation rules should 
be unnecessary as a bias towards debt financing should no longer exist. 

The transition to a cash-flow tax is potentially complex given that existing assets and debts of 
firms would straddle the operation of both the original income tax and a replacement 
cash-flow tax. 

It is also likely that revenue from a cash-flow tax would be pro-cyclical (as investment 
expenditure is typically pro-cyclical). This is in contrast to an ACE, which provides for 
‘smoother’ revenue collections. This difference in the timing of revenues is reflected in the 
illustrative comparisons of income tax, ACE and cash-flow taxes below. 

Comparison of corporate income tax, a business level cash-flow tax and an allowance 
for corporate equity 

In each hypothetical case, a firm has initial capital of $120. Its cost of capital is 10 per cent, 
which is equal to the return generated by the investment (a marginal investment). The tax 
rate is 30 per cent. Capital depreciates at a rate of $40 per annum, which is assumed to be 
equal to depreciation for income tax purposes. The firm does not reinvest its gross returns, 
distributing these annually to shareholders. 

Investment generates normal returns 

Income tax 
 Year 0 Year 1 Year 2 Year 3 

Revenues  52 48 44 

Less: tax 
depreciation 

 (40) (40) (40) 

Taxable income  12 8 4 

Tax  3.60 2.40 1.20 

30%   Effective average tax rate 
Effective marginal tax rate 30%   

 
The income tax gives rise to a ‘tax wedge’ of 30 per cent, distorting the marginal investment 
decision. 

                                                      

18 It should be noted that the petroleum resource rent tax is recognised as a general income tax in some of 
Australia’s tax treaties, while other treaties require it to be specifically identified in order to be creditable. 
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Allowance for corporate equity 
 Year 0 Year 1 Year 2 Year 3 

Revenues  52 48 44 

Less: tax 
depreciation 

 (40) (40) (40) 

Less: ACE(a)  (12) (8) (4) 

Taxable income  0 0 0 

Tax  0 0 0 

Opening book value  120 80 40 

0%   EATR 
EMTR 0%   

(a) Equal to 10 per cent of opening book value of equity for that year. 
 

Under the ACE, where the correct imputed rate of return is selected (one that is equal to the 
normal return), no tax is payable on a marginal investment. 

Cash-flow tax — ‘R’ and ‘R+F’ base 
 Year 0 Year 1 Year 2 Year 3 

Cash outlays -120 0 0 0 

Cash receipts 0 52 48 44 

Tax -36 15.6 14.4 13.2 

0%   EATR 
EMTR 0%   

 
Under the ‘R’ and ‘R+F’ base cash-flow taxes, the present value of future tax payments is 
equal to the tax credit received in respect of the new capital expenditure. As with an ACE, 
the cash-flow tax does not distort the marginal investment. However, unlike an ACE it 
potentially requires the government to fund the tax credit in the first year (which would be 
subsequently recouped over later years). 

Under an ‘S’ base cash-flow tax, a similar outcome is achieved, but the tax calculations 
instead focus on cash flows relating to the raising and return of shareholder equity and 
dividend payments. 
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Investment generating economic rents 

In this case, the investment generates above-normal returns of 20 per cent. All other 
circumstances remain the same. 

Income tax 
 Year 0 Year 1 Year 2 Year 3 

Revenues  64 56 48 

Less: tax 
depreciation 

 (40) (40) (40) 

Taxable income  24 16 8 

Tax  7.20 4.80 2.40 

EATR 30%   

 

Allowance for corporate equity 
 Year 0 Year 1 Year 2 Year 3 

Revenues  64 56 48 

Less: tax 
depreciation 

 (40) (40) (40) 

Less: ACE  (12) (8) (4) 

Taxable income  12 8 4 

Tax  3.60 2.40 1.20 

Opening book value  120 80 40 

EATR 15%   

 

Cash-flow tax — ‘R’ and ‘R+F’ base 
 Year 0 Year 1 Year 2 Year 3 

Cash outlays -120 0 0 0 

Cash receipts 0 64 56 48 

Tax -36 19.20 16.80 14.40 

EATR 15%   

 

Page 281 



 

 

 



References 
Abelson P and Joyeux R 2007, ‘Price and Efficiency Effects of Taxes and Subsidies for 
Australian Housing’, Economic Papers, Vol. 26 No. 2, June 2007, pp 147-169. 

ABS 2000, Australian Housing Survey - Housing Characteristics, Costs and Conditions 1999, 
cat. no. 4182.0, ABS, Canberra. 

ABS 2001, ‘Unpaid work and the Australian Economy’, Australian Economic Indicators, cat. 
no. 1350.0, ABS, Canberra. 

ABS 2004, Water Account, Australia 2000-01, cat no 4610.0, ABS, Canberra. 

ABS 2005, Australian System of Government Finance Statistics Concepts, Sources and Methods, cat. 
no. 5514.0, ABS, Canberra. 

ABS 2006a, Household Expenditure Survey, Australia: Detailed Expenditure Items, 2003-04, ABS 
cat. no. 6535.0.55.001, ABS, Canberra. 

ABS 2006b, Measures of Australia’s Progress, 2006, cat. no. 1370.0, ABS, Canberra. 

ABS 2006c, National Aboriginal and Torres Strait Islander Health Survey, 2004-05, cat. no. 4715.0, 
ABS, Canberra. 

ABS 2006d, Water Account, Australia 2004-05, cat. no 4610.0, ABS, Canberra. 

ABS 2007a, 2006 Census of Population and Housing, cat. no. 2068.0, ABS, Canberra. 

ABS 2007b, Government Benefits, Taxes and Household Income, Australia, 2003-04, cat. no. 6537.0, 
ABS, Canberra. 

ABS 2007c, Household Income and Income Distribution 2005-06, cat. no. 6523.0, ABS, Canberra. 

ABS 2007d, Household Wealth and Wealth Distribution 2005-06, cat. no. 6554.0 , ABS, Canberra. 

ABS 2007e, Labour Force, Australia, Detailed - Electronic Delivery, Oct 2008, cat. no. 
 291.0.55.001, ABS, Canberra. 

ABS 2008a, Australian National Accounts: National Income, Expenditure and Product, June 2008, 
cat. no. 5206.0, ABS, Canberra. 

ABS 2008b, Australian System of National Accounts, 2007-08, cat. no. 5204.0, ABS, Canberra.  

ABS 2008c, Average Weekly Earnings, Australia, May 2008, cat. no. 6302.0, ABS, Canberra. 

ABS 2008d, Average Weekly Earnings, Australia, August 2008, cat. no. 6302.0, ABS, Canberra. 

ABS 2008e, Balance of Payments and International Investment Position Australia, June 2008, 
cat. no. 5302.0, ABS, Canberra. 

Page 283 



Australia’s future tax system — Consultation paper 

ABS 2008f, Consumer Price Index, June 2008, cat. no. 6401.0, ABS, Canberra. 

ABS 2008g, Experimental Estimates of Imputed Rent, Australia, 2003-04 and 2005-06, cat. no. 
6525.0, ABS, Canberra. 

ABS 2008h, Taxation Revenue, Australia, 2006-07, cat. no. 5506.0, ABS, Canberra. 

Akerlof, G, 1978, ‘The economics of ‘tagging’ as applied to the optimal income tax, welfare 
programs and manpower planning’, American Economic Review, 68, March, pp. 8-19. 

AMP.NATSEM 2006, “Trends in Effective Marginal Tax Rates 1996-97 to 2006-07’, 
AMP.NATSEM Income and Wealth Report Issue 14, September 2006. 

Arulampalam, W, Devereux, M and Maffini, G 2007, The Incidence of Corporate Income Tax on 
Wages, Oxford University Centre for Business Taxation, Oxford. 

Auerbach, A, Devereux, M and Simpson, H 2008, ‘Taxing Corporate Income’, in: Reforming 
the Tax System for the 21st Century: The Mirrlees Review, Institute for Fiscal Studies, London, 
www.ifs.org.uk/mirrleesreview. 

Australian Bureau of Agricultural and Resource Economics 2008, Energy in Australia 2008, 
Canberra. 

Australian Government 1998, Tax Reform: not a new tax, a new tax system, August 1998, AGPS, 
Canberra. 

Australian Government 2001, Report of the Inquiry into the Definition of Charities and Related 
Organisations, The Treasury, Canberra. 

Australian Government 2007, Intergenerational Report 2007, Australian Government, 
Canberra. 

Australian Government 2008a, Budget Strategy and Outlook, Budget Paper No. 1, 2008-09, 
Australian Government, Canberra. 

Australian Government 2008b, Carbon Pollution Reduction Scheme Green Paper July 2008, 
Australian Government, Canberra. 

Australian Government 2008c, Final Budget Outcome 2007-08, Australian Government, 
Canberra. 

Australian Government 2008d, Mid Year Economic and Fiscal Outlook 2008-09 (MYEFO), 
Australian Government, Canberra. 

Australian Greenhouse Office 2006, Greenhouse Gas Inventory Report 2004 (Revised), Australian 
Greenhouse Office, Canberra. 

Australian Institute of Health and Welfare 2008, 2007 National Drug Strategy Household 
Survey, First Results, Canberra. 

Australian Taxation Office 2008, Taxation Statistics 2005-06, ATO, Canberra. 

Page 284 

http://www.ifs.org.uk/mirrleesreview


References 

Australian Treasury 2007, Tax Expenditures Statement 2007, Australian Treasury, Canberra. 

Australian Treasury 2008, Architecture of Australia’s Tax and Transfer System, Australian 
Treasury, Canberra. 

Begg, S, Vos, T, Barker, B, Stevenson, C, Stanley, L and Lopez, AD, 2007, The Burden of Disease 
and Injury in Australia 2003, Australian Institute of Health and Welfare, Canberra. 

Bénassy-Quéré A, Fontagné L and Lahrèche-Révil A 2003, Tax competition and Foreign Direct 
Investment, Working Paper No 2003, 17 December, CEPII, Paris. 

Berger-Thomson L, Ellis L, 2004 Housing Construction Cycles and Interest Rates, Reserve Bank 
of Australia, Sydney. 

Booz Allen Hamilton 2006, Study of Successful Congestion Management Approaches and the Role 
of Charging, Taxes, Levies and Infrastructure and Service Pricing in Travel Demand Management 
Consultancy Report Prepared for Council of Australian Governments Review of Urban 
Congestion Trends, Impacts and Solutions. 

Botman D, Klemm A and Baqir R 2008, Investment incentives and effective tax rates in the 
Philippines: a comparison with neighbouring countries, IMF WP/08/207, Washington. 

Bovenberg A, Goulder L, 2002 ‘Environmental Taxation And Regulation’, Chapter 23 in 
Auerbach A, Feldstein M (eds), Handbook of Public Economics, Vol 3, North Holland, 
Amsterdam.  

Bureau of Transport and Regional Economics 2007, Estimating urban traffic and congestion cost 
trends for Australian cities, Working Paper 71, Department of Transport and Regional Services, 
Canberra. 

Carling, R 2008, ‘State Tax Reform: Progress and Prospects’, Perspectives on Tax Reform 16, CIS 
Policy Monograph 82, Centre for Independent Studies, St Leonards. 

CEDA 2006, Tax Cuts to Compete: The influence of corporate taxation on Australia’s economic 
growth, CEDA Paper 85, Committee for Economic Development of Australia Information, 
Melbourne. 

Chaloupka, FJ and Warner, KE 1999, The Economics of Smoking, NBER Working Paper Series 
No. 7047, National Bureau of Economic Research, Cambridge MA. 

Chikritzhs, T,  Catalans, P, Stockwell, T, Donath, S, Ngo H, Young D, and Matthews S 2003 
Australian Alcohol Indicators, 1990-2001 Patterns of alcohol use and related harms for Australian 
states and territories, National Drug Research Institute, Perth. 

Cnossen, S 2005, Theory and practice of excise taxation : smoking, drinking, gambling, polluting, 
and driving, Oxford University Press, Oxford. 

Collins, D and Lapsley, H 2008, The costs of tobacco, alcohol and illicit drug abuse to Australian 
society in 2004/05, Department of Health and Ageing, Canberra. 

The Conference Board and Groningen Growth and Development Centre Total Economy 
Database, January 2008, http://www.conference-board.org/economics. 

Page 285 



Australia’s future tax system — Consultation paper 

Crawford, C and Freeman, J 2008, ‘Small Business Taxation’, in: Reforming the Tax System 
for the 21st Century: The Mirrlees Review, Institute for Fiscal Studies, London, 
www.ifs.org.uk/mirrleesreview. 

Cummins, RA et al 2008, Australian Unity Wellbeing Index Survey 19: Part A: The Report, The 
Wellbeing of Australians — Links with exercise, nicotine and alcohol Report 19.0, Melbourne. 

Dandie, S and Mercante, J 2007, Australian Labour Supply Elasticities: Comparison and critical 
review,  Australian Treasury Working Paper 2007-04, Canberra. 

Deloitte Touche Tohmatsu 2006, Corporate Tax Rates at a Glance, January. 

Department for Work and Pensions (UK) 2008, No One Written Off: Reforming Welfare to 
Reward Responsibility; Public Consultation, July. 

Department of Families, Housing, Community Services and Indigenous Affairs, Pension 
review background paper, FaCHSIA, Canberra. 

Diamond, P and Banks, J 2008, ‘The Base for Direct Taxation’ in: Reforming the Tax System 
for the 21st Century: The Mirrlees Review, Institute for Fiscal Studies, London, 
www.ifs.org.uk/mirrleesreview.

European Environment Agency 2000: Environmental taxes: recent developments in tools for 
integration, European Environment Agency, Copenhagen. 

Evans, C, Ritchie, K, Tran-Nam, B and Walpole, M 1997, A Report into Taxpayer Costs of 
Compliance, AGPS, Canberra. 

Felix, RA 2007, Passing the Burden: Corporate tax Incidence in Open Economies, PhD Thesis, 
University of Michigan, Ann Arbor. 

Fullerton, D, Leicester, A, Smith, S 2008, ‘Environmental Taxes’ in: Reforming the Tax System 
for the 21st Century: The Mirrlees Review, Institute for Fiscal Studies, London,  

.www.ifs.org.uk/mirrleesreview

Garnaut R 2008, The Garnaut climate change review, Cambridge University Press, Port 
Melbourne. 

Geoscience Australia 2008, Australia’s Identified Mineral Resources 2008, Geoscience Australia, 
Canberra. 

Gravelle, J and Smetters, K 2006, ‘Does the Open Economy Assumption Really Mean That 
Labor Bears the Burden of a Capital Income Tax?’, Advances in Economic Analysis & Policy, 
Volume 6, Issue 1, pages 1548- 1588. 

Griffith, R, Hines, J and Sørensen, PB 2008, ‘International Issues’, in: Reforming the Tax 
System for the 21st Century: The Mirrlees Review, Institute for Fiscal Studies, London, 
www.ifs.org.uk/mirrleesreview.

Hall, R 2008, ‘The Base for Direct Taxation: Commentary’, in: Reforming the Tax System for 
the 21st Century: The Mirrlees Review Institute for Fiscal Studies, London, 
www.ifs.org.uk/mirrleesreview.

Page 286 

http://www.ifs.org.uk/mirrleesreview
http://www.ifs.org.uk/mirrleesreview
http://www.ifs.org.uk/mirrleesreview
http://www.ifs.org.uk/mirrleesreview
http://www.ifs.org.uk/mirrleesreview


References 

Hassett, KA and Mathur, A 2006, Taxes and Wages, American Enterprise Institute Working 
Paper, Washington. 

HM Treasury 2008, Consultation on Gift Aid: The Government’s Response, HM Treasury, 
London. 

Hogan, L 2008, International Minerals Taxation: Experience and Issues, ABARE Conference 
Paper 08.11, Canberra. 

IMF 1995, Tax Policy Handbook, ed. by P Shome, International Monetary Fund, Washington. 

IMF 2008, International Financial Statistics 2008, International Monetary Fund, Washington 
http://www.imfstatistics.org/imf. 

Independent Pricing and Regulatory Tribunal of New South Wales (IPART) 2008, Review of 
State Taxation, Report to the Treasurer, Other Industries — Final Report, Sydney, October. 

Industry Commission 1995, Charitable Organisations in Australia, Australian Government 
Publishing Service, Canberra. 

Innovation Review 2008, Venturous Australia - Building Strength in Innovation, Report of the 
Review of the National Innovation System, Canberra. 

Inspector-General of Taxation 2008, Report on improvements to tax administration arising from 
the Inspector-General's case study reviews of the Tax Office's management of major complex issues, 
Australian Government, Canberra. 

Johansson, A, Heady, C, Arnold, J, Brys, B and Vartia, L 2008, Tax and Economic Growth, 
Economics Department Working Paper No. 620, OECD, Paris. 

Jones, C 2008, Firm Valuations, the Cost of Capital and the Tax Treatment of Capital Gains, College 
of Business and Economics, The Australian National University, Canberra. 

Kay, J 2008, ‘The Base for Direct Taxation: Commentary’ in: Reforming the Tax System for 
the 21st Century: The Mirrlees Review, Institute for Fiscal Studies, London, 
www.ifs.org.uk/mirrleesreview.

KPMG 2008, KPMG’s Corporate and Indirect Tax Rate Survey 2008, KPMG, London. 

Meade, JE 1978, The Structure and Reform of Direct Taxation, George Allen and Unwin, 
London. 

Moffit, R 2008. ‘Commentary on Brewer, Saez, and Shephard, ‘Optimal Household Labor 
Income Tax and Transfer Programs: An Application to the UK’, in: Reforming the Tax 
System for the 21st Century: The Mirrlees Review, Institute for Fiscal Studies, 

. www.ifs.org.uk/mirrleesreview

Musgrave, RA 1983, ‘Who Should Tax, Where, and What?’ in Tax Assignment in Federal 
Countries, edited by McLure Jr, CE Australian National University Press, Canberra. 

NSW Government 2008, Mini-Budget 2008-09, NSW Government, Sydney. 

Page 287 

http://www.imfstatistics.org/imf
http://www.ifs.org.uk/mirrleesreview
http://www.ifs.org.uk/mirrleesreview


Australia’s future tax system — Consultation paper 

OECD 1993, Environmental taxes in OECD countries: a survey, OECD, Paris. 

OECD 1996, Lifelong Learning for All, OECD, Paris. 

OECD 2002, Babies and Bosses: Reconciling Work and Family Life, OECD, Paris. 

OECD 2005, Survey of Trends in Taxpayer Service Delivery Using New Technologies, Centre for 
Tax Policy and Administration, Paris. 

OECD 2007a, Fundamental Reform of Corporate Income Tax, Tax Policy Studies No. 16, OECD, 
Paris. 

OECD 2007b, Taxes and Economic Growth: A Progress Report, Note by the Economics 
Department and the Centre for Tax Policy and Administration, OECD, Paris. 

OECD 2008a, Employment Outlook, OECD, Paris. 

OECD 2008b, Tax effects on Foreign Direct Investment: Recent Evidence and Policy Analysis, Tax 
Policy Studies No. 17, OECD, Paris. 

Office of Best Practice Regulation 2007, Best Practice Regulation Handbook, 
Australian Government, Canberra. 

Otto, J, Andrews, C, Cawood, F, Doggett, M, Guj, P, Stermole, F, Stermole, J and Tilton, J 
2006, Mining Royalties: A Global Study of their Impact on Investors, Government, and Civil 
Society, World Bank, Washington DC. 

Pestieau, P 2008, ‘The Base for Direct Taxation: Commentary’ in: Reforming the Tax System 
for the 21st Century, The Mirrlees Review, Institute for Fiscal Studies, London, 
www.ifs.org.uk/mirrleesreview.

Peterson D, Dwyer G, Appels D, Fry J 2004 Modelling Water Trade in the Southern Murray-
Darling Basin Productivity Commission Staff Working Paper, Productivity Commission, 
Melbourne. 

Pogue, TF and Sgontz, LG 1989, ‘Taxing to Control Social Costs: The Case of Alcohol’, 
American Economic Review, vol. 79, no. 1, pp. 235-243. 

Pope, J 1994, Compliance Costs of Taxation: Policy Implications, Australian Tax Forum. Vol 11, 
pages 85-121. 

PricewaterhouseCoopers 2006, Australian Intangible Assets - The Changing Landscape, Sydney. 

Productivity Commission 2004, First Home Ownership, Report no. 28, Melbourne. 

Productivity Commission 2005, Economic Implications of an Ageing Australia, Research Report, 
Canberra. 

Productivity Commission 2007, Annual Report 2006-07, Annual Report Series, Chapter 1 
‘Enhancing Labour Force Participation: Issues and Challenges’, Canberra.  

Page 288 

http://www.ifs.org.uk/mirrleesreview


References 

Productivity Commission 2008a, Assessing Local Government Revenue Raising Capacity, 
Research Report, Canberra. 

Productivity Commission 2008b, Trade & Assistance Review 2006-07, Annual Report Series, 
Productivity Commission, Canberra. 

Ramsey, FP 1927, ‘A Contribution to the Theory of Taxation’, The Economic Journal (London), 
vol. 37, no. 145, p. 47. 

Randolph, W C 2006, International Burdens of the Corporate Income Tax, Congressional Budget 
Office Working Paper 2006-09, Washington. 

Real Estate Institute of Australia 2008, Real Estate Market Facts, June Quarter, Canberra. 

Review of Business Taxation 1999, A Tax System Redesigned, Report, July 1999, AGPS, 
Canberra. 

RSPCA Australia 2008, Submission to the Inquiry into the Disclosure Regimes for Charities and 
Not-for-Profit Organisations, Canberra. 

Schwellnus, C and Arnold, J 2008 Do Corporate Taxes Reduce Productivity and Investment at the 
Firm Level?: Cross-country Evidence from the Amadeus Dataset, OECD Economics Department 
Working Papers 641, OECD, Paris. 

Selvanathan, EA and Selvanathan, S 2004, ’Economic and demographic factors in Australian 
alcohol demand’, Applied Economics, vol. 36, no. 21, pp. 2405-2417. 

Shaw, J, Slemrod, J, and Whiting, J 2008, ‘Administration & Compliance’, in: Reforming the 
Tax System for the 21st Century: The Mirrlees Review, Institute for Fiscal Studies, London, 
www.ifs.org.uk/mirrleesreview.

Statistics New Zealand 2008, Balance of Payments & International Investment Position (March 
Year), September 2008, cat no. 51.901-1.03, Statistics New Zealand, Wellington. 

Sørensen P 2006, Can capital income taxes survive? And should they?, CESifo Working 
Paper No. 1793, presented at CESifo Venice Summer Institute workshop on The Future of 
Capital Income Taxation at Venice International University, 17-18 July 2006. 

Standard and Poors 2008 viewed 27 November 2008 at 
http://www2.standardandpoors.com/portal/site/sp/en/au/ page.topic indices_asx200/. 

Taskforce on Reducing the Regulatory Burden on Business 2006, Rethinking Regulation: Report 
of the Taskforce on Reducing Regulatory Burdens on Business, Australian Government, Canberra. 

Wellisch, D 2000, Theory of Public Finance in a Federal State, Cambridge University Press, 
Cambridge. 

Whiteford P 2005, ‘The Welfare Expenditure Debate: ‘Economic Myths of the Left and the 
Right’ Revisited, draft, OECD, Paris. 

Whiteford P 2007, ‘The Welfare Expenditure Debate: How does Australia Compare?’, copy 
available on request. 

Page 289 

http://www.ifs.org.uk/mirrleesreview
http://www2.standardandpoors.com/portal/site/sp/en/au/%20page.topic%20%20indices_asx200/


Australia’s future tax system — Consultation paper 

Wood G, Watson R 2001 ‘Marginal Suppliers, Taxation and Rental Housing: Evidence from 
Microdata’, Journal of Housing Research, Vol. 12 Issue 1, Fannie Mae Foundation, Washington. 

Yates J 2003, A Distributional Analysis of the Impact of Indirect Housing Assistance, Australian 
Housing and Urban Research Institute, Sydney. 

 

Page 290 


	Prelims.pdf
	Foreword 
	The Australia’s Future Tax System Review Panel 
	Dr Ken Henry (Chair), Secretary to the Treasury 
	Dr Jeff Harmer, Secretary, Department of Families, Housing, Community Services and Indigenous Affairs 
	Professor John Piggott, Professor of Economics /Associate Dean, Research, Australian School of Business, University of New South Wales 
	Ms Heather Ridout, Chief Executive, Australian Industry Group  
	Mr Greg Smith, Adjunct Professor, Economic and Social Policy, Australian Catholic University 
	 
	Notes 

	Acronyms 
	Acronyms (continued) 

	Executive summary 
	Challenges and opportunities for reform 
	Consultation questions 

	 Key questions about the design of the tax transfer system 
	The structure of the tax transfer system 
	The revenue mix 
	Consultation questions 

	Personal tax and transfers 
	Consultation questions 

	The retirement income system 
	Consultation questions 

	Taxing business and investment 
	Consultation questions 

	Not for profit organisations 
	Consultation questions 

	Complexity — cost, risk and transparency 
	Consultation questions 

	State and local taxes and transfers 
	Consultation questions 

	Tax and transfer impacts on housing 
	Consultation questions 

	Taxes on specific goods and services 
	Consultation questions 

	Fuel, roads and transport 
	Consultation questions 

	Tax transfer impacts on the environment 
	Consultation questions 

	Natural resource charging 
	Consultation questions 



	Introduction 
	Scope of the review  
	A framework for reviewing Australia’s tax transfer system  
	A consultative process 
	Improving the evidence base 




	Section_1.pdf
	1 Challenges and opportunities for reform 
	1.1 Challenges and opportunities facing Australia and what they mean for the tax transfer system 
	What type of society do Australians want? 
	The size of government in Australia 
	Consultation questions 

	Increasing globalisation and changing world economic activity 
	Globalisation and tax competitiveness 
	Taxation of capital income 
	Labour mobility 
	Electronic commerce 

	The changing pattern of world economic growth 

	Demographic change in Australia 
	A changing pattern of workforce engagement 

	Environmental sustainability 
	Improving the Australian federation 
	Improving policy formation and administration 
	The role of technology  

	1.2 Tax transfer features to respond to these challenges and opportunities 
	Design principles for the tax transfer system 
	An equitable tax transfer system 
	The costs of the tax transfer system 
	Sustainability 
	Policy consistency within and beyond the tax transfer system 

	Structural features 



	Section_2.pdf
	2 The structure of the tax transfer system
	2.1 The legal structure of the tax transfer system 
	2.2 The economic structure of the tax transfer system 
	A system of two parts — taxes and transfers 
	The definition of income 
	The income assessment period 
	The treatment of income from assets and asset holdings 
	Categorical structures 
	The unit for taxation and transfers 
	 Indexation 


	2.3 The administrative structure of the tax transfer system 


	Section_3.pdf
	3 The revenue mix 
	 3.1 The mix of conventional taxes 
	Summary of key messages from submissions
	The composition of tax revenue in 2007 08 
	Recent changes in Australia’s tax mix 
	Changes in labour tax revenue 
	Changes in capital tax revenue 
	Corporate tax revenue 
	Revenue from stamp duty on property conveyances 

	Changes in consumption tax revenue 
	Longer term influences on the tax mix 
	Consultation question 

	3.2 Taxing the returns to work and saving  
	 Summary of key messages from submissions
	The relative taxation of the returns to work and saving 
	Equity implications 
	Efficiency implications 

	Mechanisms for taxing the returns to work and saving differently 
	Excluding the inflation component 
	Excluding inflation and the return for deferring consumption 
	Providing an arbitrary reduction in the tax applied to savings 
	Taxing savings at a flat rate 

	The existing tax system in aggregate 
	Consultation questions 

	3.3 Taxing consumption 
	Summary of key messages from submissions 
	The GST 
	Secondary taxes on consumption 
	Transactions taxes 
	Currency transaction taxes 

	Consultation question 

	3.4 User charges and beneficiary taxation 
	Summary of key messages from submissions
	Summary of key messages from submissions (continued)

	User charges 
	Beneficiary taxation 
	The role of technology 
	Consultation question 



	Section_4.pdf
	4 Personal tax and transfers
	4.1 Personal income tax 
	Summary of key messages from submissions
	 Summary of key messages from submissions (continued)

	The personal income tax base 
	Personal tax rates and progressivity 
	Interactions between personal tax rates and offsets 
	Levies 
	Taxing people differently 
	Age 
	Income types 
	Occupations 
	Family types 
	Locations 
	Maintaining the system over time 
	Indexation 

	Consultation questions 

	4.2 Fringe benefits tax 
	 Summary of key messages from submissions 
	Australia’s approach to taxing fringe benefits 
	Treatment of fringe benefits for transfer payments 
	Valuation 
	FBT exemptions and concessions 
	Consultation question 

	4.3 The transfer system 
	Summary of key messages from submissions
	Categorical income support 
	Family assistance 
	Rent Assistance 
	Delivering assistance through other supplementary payments and concessions 
	Consultation questions 

	4.4 The adequacy of support for people of working age 
	 Summary of key messages from submissions
	Defining adequacy 
	Factors affecting payment rates 
	Benchmarks of adequacy 
	The relationship between transfers for retirees and working age people 
	Consultation questions 

	4.5 Participation incentives and the tax transfer system 
	Summary of key messages from submissions
	Ageing and participation 
	Part time work 

	High effective marginal tax rates and workforce participation 
	Consultation questions 

	 4.6 The tax transfer system and skills acquisition  
	Summary of key messages from submissions 
	The amount of investment in skills 
	Lifelong learning 

	Consultation question 

	4.7 Combined impacts of the tax and transfer systems 
	Summary of key messages from submissions
	Churn 
	Consultation question 
	The unit of assessment 
	Consultation question 



	Section_5.pdf
	5 The retirement income system 
	The future role of the retirement income system 
	Consultation questions 



	Section_6.pdf
	6 Taxing business and investment 
	6.1 International tax competitiveness and domestic investment 
	Summary of key messages from submissions
	 Summary of key messages from submissions (continued)

	International tax trends and comparisons 
	Statutory and effective company tax rates 
	Other aspects of international tax competition 
	International tax coordination efforts 

	The incidence of taxes on investments 
	Factors driving cross border investments 
	Foreign direct investment 
	Portfolio investments 


	6.2 Achieving international tax competitiveness 
	 Summary of key messages from submissions
	General approaches to achieving international competitiveness 
	Shareholder taxation and international competitiveness 

	The impact of more internationally competitive taxes on investment returns 
	Consultation question 

	6.3 Australia as a location for international businesses 
	 Summary of key messages from submissions
	International competitiveness of Australian based multinationals 
	Dividend imputation and offshore investments 

	Competitiveness of Australian based managed funds and other financial service providers 
	Input taxing of financial service providers 

	Consultation question 

	6.4 Investment and risk taking biases 
	Summary of key messages from submissions
	Summary of key messages from submissions (continued)

	Measuring business profits and losses 
	Taxing returns that compensate for inflation 
	The measurement of declines in asset values 
	The measurement of gains in asset values 
	Biases arising from the CGT treatment of appreciating assets 
	Improving the CGT system 

	Risk taking 
	The treatment of losses and risk taking 
	Providing a more neutral treatment of losses 


	Other business concessions 
	Consultation questions 

	6.5 Biases affecting commercial decisions 
	Summary of key messages from submissions 
	Sources of finance: debt and equity 
	Providing a more neutral treatment of debt and equity 

	Choice of business organisation 
	Consultation question 

	6.6 The treatment of small business 
	Summary of key messages from submissions 
	Rationales for small business specific rules 
	Entity flow through taxation 

	Consultation question 

	6.7 Biases in the personal investments of residents 
	Summary of key messages from submission 
	The treatment of household savings 
	Approaches to reducing distortions 
	Consultation question 



	Section_7.pdf
	7 Not for profit organisations 
	Overview of tax concessions 
	Summary of key messages from submissions
	 Summary of key messages from submissions (continued)

	Competitive neutrality 
	Income tax 
	Mutual receipts 

	Fringe benefits tax 
	Goods and services tax 

	Gift deductibility 
	Compliance and equity 

	Consultation questions 
	Goods and services tax 
	Gift deductibility 
	Other tax concessions and grants 




	Section_8.pdf
	8 Complexity — cost, risk and transparency
	8.1 Complex policies and objectives  
	Summary of key messages from submissions 
	 Summary of key messages from submissions (continued) 

	Complexity for individuals 
	Complexity for businesses 
	Consultation questions 

	8.2 Simpler interaction with the system — who should bear the burden of complexity? 
	Summary of key messages from submissions 
	 Summary of key messages from submissions (continued) 

	Allocating operating costs between the administration and taxpayers 
	Allocating compliance costs between businesses and individuals 
	Responsive administration 
	Client centred tax transfer administration 
	Simplifying the system of personal income tax returns  
	Improving access to transfers 
	Streamlining tax transfer administration 

	Consultation questions 

	8.3 Certainty and transparency in the running of the system 
	Summary of key messages from submissions 
	Transparency and community engagement 
	Taking a whole of system view 
	The frequency and impact of change 
	Monitoring compliance costs 
	Review of tax expenditures 
	Key issue/policy directions for consultation 



	Section_9.pdf
	9 State and local taxes and transfers 
	9.1 Funding expenditure responsibilities in the federation 
	Summary of key messages from submissions 
	 Implications of the structure of funding 
	Alternative methods of funding sub national governments 
	Own source revenue 
	Tax base sharing 
	Revenue sharing 
	Untied grants 
	Tied grants 

	The choice of funding approaches 
	Consultation question 

	9.2 State and local taxes and other own source revenue 
	Summary of key messages from submissions 
	Summary of key messages from submissions (continued) 

	Issues with state and local taxes 
	Insurance taxes 
	Payroll tax 
	Land taxes 
	Gambling taxes 
	User charging 
	Other taxes 

	Consultation question 

	9.3 Redistribution in the federation 
	Summary of key messages from submissions
	Alternative methods of redistribution 
	Consultation question 

	9.4 Streamlining tax transfer administration in the federation 
	Summary of key messages from submissions 
	Alternative approaches for administrative reform 
	Consultation question 

	9.5 Other issues 
	Intergovernmental Agreement on the Reform of Commonwealth State Financial Relations 
	Horizontal fiscal equalisation 



	Section_10.pdf
	10 Tax and transfer impacts on housing 
	 10.1 Housing taxes and transfers 
	Summary of key messages from submissions 
	 Size and distribution of housing taxes, subsidies and transfers 
	Snapshot of the housing market 

	 
	Owner occupied housing 
	Private rental housing 
	Publicly assisted housing 
	Consultation question 

	10.2 Impact on housing affordability 
	 Summary of key messages from submissions
	What is housing affordability? 
	 Housing affordability — major drivers of recent trends 
	Impact of tax and transfers 
	Recent policy changes 
	Ongoing tax and transfer impacts 

	Consultation question 

	10.3 Impact of specific taxes and transfers on the efficient use of the housing stock and residential land 
	Summary of key messages from submissions
	Efficiency impact of different taxes and transfers 
	Consultation question 



	Section_11.pdf
	11 Taxes on specific goods and services 
	11.1 Taxes on alcohol 
	Summary of key messages from submissions
	 Summary of key messages from submissions (continued) 

	Raising revenue efficiently 
	Benefits and costs of alcohol consumption to the consumer 
	Social costs of alcohol use 
	Uniform taxation of alcohol 
	Distributional issues 
	Consultation questions 

	11.2 Taxes on tobacco 
	Summary of key messages from submissions
	Responsiveness of consumption to price 
	Health impacts on the smoker 
	Costs imposed on others 
	Dependence 
	Consultation question 

	11.3 Luxury car tax 
	Summary of key messages from submissions
	 Summary of key messages from submissions (continued) 

	Taxing luxuries 
	Industry effects 

	Fuel efficiency 
	Consultation questions 

	11.4 Other issues 
	Tariffs 



	Section_12.pdf
	12 Fuel, roads and transport 
	12.1 Efficiency of motor vehicle related taxes 
	Summary of key messages from submissions
	Taxing transport 
	General revenue raising 
	Funding the cost of infrastructure 
	Heavy vehicles 
	Taxing to address social costs 
	Impact of technology on transport taxes and charges 
	Economic geography 
	Other taxes on motor vehicles 
	Consultation question 

	12.2 Taxation of alternative fuels 
	 Summary of key messages from submissions
	Raising revenue efficiently 
	Influencing production and consumption 
	Consultation question 

	12.3 Different modes of transport 
	Summary of key messages from submissions
	 Summary of key messages from submissions (continued) 

	Aviation 
	Choices between transport types 
	Consultation question 

	12.4 Other issues  
	Interaction between fuel excise and GST 
	Summary of key messages from submissions
	The GST and other taxes 



	Section_13.pdf
	13 Tax transfer impacts on the environment
	13.1 Using the tax transfer system to manage environmental issues 
	Summary of key messages from submissions
	Common arguments in favour of environmental taxes 
	Consultation question 

	13.2 Environmental impacts of the current tax transfer system 
	 Summary of key messages from submissions
	Consultation questions 



	Section_14.pdf
	14 Natural resource charging
	Taxing natural resources 
	14.1 Non renewable resources 
	Summary of key messages from submissions 
	Existing arrangements 
	Design considerations  
	Developments in other jurisdictions 
	The allocation of charges and taxes between levels of government 
	Consultation questions 

	14.2 Renewable resources 
	Summary of key messages from submissions 
	Pricing the value of renewable resources 
	Consultation question 



	Appendix_A.pdf
	Objectives and scope 
	Composition and consultation 
	Structure and timing 

	Appendix_B.pdf
	Appendix_C.pdf
	Appendix_D.pdf
	Roads and transport 
	Tax and transfer compliance costs 
	Housing 
	Natural resources 
	Environmental taxation 
	Capital income and business taxation 
	A client centred tax transfer system 
	Education and skills 
	Lifecycle and the tax transfer interface 
	Efficiency of taxes 
	Australian state government taxation 
	Consumption (including alcohol and tobacco) 
	Development of tax transfer theory 
	Impact of the tax transfer system on labour supply 

	Appendix_E.pdf
	Allowance for corporate equity 
	Cash flow tax 
	Comparison of corporate income tax, a business level cash flow tax and an allowance for corporate equity 
	Investment generates normal returns 
	 Investment generating economic rents 


	References.pdf
	References 


