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Writing as I am about an aspect of the history of Australia, I wish to recognise the history of Aboriginal and Torres Strait Islander peoples. I acknowledge the Traditional Owners of Country throughout Australia past and present, and recognise their continuing connection to land, waters and culture. I pay my respects to Elders past, present and emerging.




 


 


 


To all would-be tax reformers—tax reform is hard, but take courage, for the benefits can be great.





Foreword


AUSTRALIA RELIES ON taxes to finance government.1 The colonial governments, and the Commonwealth, states and territories early in the life of the federation, discovered that a reliance on debt was not sustainable. Early taxes in Australia were low and pragmatic, early governments were mostly poor, and public services were few and far between. In this excellent book, Paul Tilley observes that the level of taxation grew from the 1930s onwards, expanding and stabilising government finances. The growth in tax revenues during the middle of the twentieth century helped to finance public goods and social welfare for a growing, and increasingly prosperous, nation. Today, taxes share the economic increment in one of the richest countries in the world.


Such a development was also observed elsewhere in the world, and often criticised. Tilley quotes Sir Josiah Stamp, a British industrialist, tax economist and banker, who said in 1936: ‘Taxation is now rapidly developing from a merely unpleasant incident into a dominating feature of daily life, and those features which hitherto have been of little interest, because they have been too small to matter, now become of great importance …’ Stamp might have felt particularly wronged at the double application of inheritance tax to his estate because of a quirk of British law; but today there is no doubt that taxes are felt by all, and most people have their own grievances about it.


Successful tax reform would ideally produce a system that raises sufficient revenues, neither too little nor too much; ensures a fair share of tax is paid by all and contributes to distributive justice; is efficient, not detracting from, but indeed encouraging, work, savings, investment, business enterprise and economic growth; and can be enforced without excessive administrative or compliance costs. In Australia’s resource-based economy and fiscal federation, the ideal tax system would also capture a significant return to the public from non-renewable resources, contribute to a sustainable climate policy, and support a just fiscal bargain between the Commonwealth, states and territories. In the global context, tax reform would be resilient and adapt to technological and economic change; support international welfare and Australia’s engagement with the world; and contribute to a stable cross-border allocation of tax jurisdiction between states.


With so many goals, it is hardly surprising that tax reform has had mixed fortunes, especially when we recognise the diversity of vested interests and the technical difficulty of the subject matter. But even acknowledging the difficulties, we have had a poor run of it. Various Australian politicians, with a reformist gleam in their eyes, have established and then ignored or actively opposed an array of commissions, reviews, inquiries and reports. Successive governments have repealed, enacted and then repealed again a variety of taxes. Many such actions have been described by tax experts in words similar to those used by John Head when discussing the repeal of the Commonwealth estate tax: ‘incomprehensible, short-sighted and irresponsible’.


Even our tax reform successes are always mixed. Australia undoubtedly had success with the 1985 draft white paper. But it was Option A that was enacted, not the optimal tax approach of a broad-based consumption tax in Option C, which had been recommended by the Treasury. The 2000 goods and services tax (GST) was a triumph of the Howard era, including its allocation to the states and territories, but the base was relatively narrow, few state taxes were reformed, and today the share of consumption tax revenues has fallen to pre-GST levels. The Henry review of 2009— Australia’s Future Tax System—was wide-ranging and had the vision to establish a foundation for future reform, but it was derailed by the global financial crisis. It was followed by the demoralising experience of the enactment and repeal of two taxes that could have made a significant difference to the sustainability and effectiveness of Australia’s tax system: the carbon tax, or emissions trading scheme; and the Resource Super Profits Tax. We are still grappling with the legacy of those tax reform failures.


Mixed Fortunes helps us to understand these vicissitudes through an explanation of tax reform as a process of change management. Tilley brings his long experience inside the ‘hothouse’ of government to analyse how to identify and prioritise problems and reform options, and the political negotiations, legislation and engagement with taxpayers necessary to achieve tax reform. Such a process may be foundational—setting the ground for how we think about the tax system for decades to come—or determinative and directed in its reform approach. Tilley situates the key Australian tax reviews and reform efforts of the past century in the context of the political and economic times, and changing ideas of tax design, many of which arrived from other countries, especially the United Kingdom, Canada, New Zealand and the United States.


The varying structures of tax reviews, and their terms of reference (extracted at the back of the volume for future reform leaders), reflect the political context and capacity needs. Royal commissions were more prevalent earlier in the twentieth century. Since the Asprey review of 1975, taxation has not been the subject of a fully independent inquiry or Law Reform Commission, which differs from most other kinds of law reform—for taxation must be, and ultimately is, enacted, interpreted and applied through law. Unlike for other kinds of economic reform, governments rarely invite the Productivity Commission or similar bodies to consider taxation. Tilley reveals a little-known history of committees established with the aim of simplifying the system, removing anomalies and reducing compliance costs, including the Spooner and Ligertwood committees of the 1950s and 1960s—a task that has had mixed fortunes indeed.


Partial reviews, such as the Review of International Tax and Review of Self-Assessment, both of which took place early this century, have had more success, but even these topics now need reopening. More recent attempts at systemic reform, including the 2015 tax white paper and federation white paper processes, have gone nowhere. It is ironic when international tax reform, such as the global minimum tax proposal for large multinational enterprises led by the Organisation for Economic Co-operation and Development, has a greater chance of success, and receives more attention from politicians, than a domestic tax review.


Since the middle of the twentieth century, we have seen the persistence of one key feature of Australia’s tax system: the income tax, which has survived endless ‘tinkering’ with rate and base, and myriad large and small reforms. The income tax became dominant during the Menzies era, and today it raises three-quarters of Commonwealth tax revenue. Perhaps, in the words of Billy Hughes when introducing the Bill for a new Commonwealth income tax in 1915, the income tax is ‘peculiarly appropriate to the circumstances of a moderate community … not only an effective means for raising money for the conduct of government, but serving as an instrument of social reform’. Rates have come down—indeed, they have been significantly flattened over time—but the base has been broadened in various ways since the 1980s, incorporating fringe benefits, capital gains and foreign income.


Dominant economic perspectives argue that we rely too much on the income tax, yet it is a mainstay of the system. Since the fiscal shock of the COVID-19 pandemic, inflation, high commodity prices and low unemployment have contributed to better-than-expected fiscal balances for the Albanese government in its first term. But the long-term prognosis is a structural deficit. In the future we will need to strengthen the income tax while also improving the taxation of consumption and wealth to finance our ageing population, invest in our human capital, address wealth inequality, and provide for increasing crises and risks. Changing direction is difficult, and it seems the politicians, and the people, have yet to be persuaded.


Tilley observes that tax change, to qualify as ‘reform’, needs to be assessed from a whole-of-society perspective. Today, Australians find themselves in the position of a century ago, in need of more revenues to achieve the contemporary goals of a sustainable environment, and a good life and fair go for all. The development economist Bill Easterly said that democratic politicians are searchers, who make better innovators than bureaucrats or experts. The challenge is to support our politicians—as tax reform is inevitably political—to invest their political capital to deliver fair and sustainable reform for the public good. Mixed Fortunes does much to prepare the ground for future tax reform, framing it as a social, policy and political process.


I commend the book to the House.


Miranda Stewart


Professor, University of Melbourne





Introduction


THE PHRASE ‘TAX REFORM’ is surely one of the most misused in public policy debates. It is used to describe tax policy changes that return bracket creep. It is used to describe changes to the total level of taxation. It is even used to describe the provision of tax breaks to favoured constituent groups. This book attempts to give a more substantive account of the meaning of tax reform.


The history of Australia’s tax system, at both the Commonwealth and state levels, is largely a story of constant tinkering punctuated by genuine reform exercises. The tax system is complex and contains countless anomalies. Further, governments are under constant pressure to provide benefits to different constituent groups, and tax concessions are a way of doing that. Hence the tinkering.


While it is recognised that many of these piecemeal changes are making the tax system less efficient, fair and simple overall, the political pressure to fix anomalies and provide tax breaks is hard to resist. At times, though, governments wish to look at the tax system as a whole to consider largescale reform opportunities. Given what is at stake in such an exercise, a dedicated review is typically warranted.


This book explores the process of tax policymaking. Policymaking is a continuous process, with the relevant issues more or less constantly under consideration. Engineering a modification to an aspect of the tax system entails a change process that can take different paths. Most commonly this happens within the normal processes of government, and parliament, with varying degrees of consultations with stakeholders. But a formal tax review is another option available to governments to help facilitate the process.


A tax review is an elaborate mechanism for a government to get more substantial expert advice and a more formalised public consultation process. It is a signal that the government is giving extra emphasis to the consideration of a policy change, with an element of additional independence, depending on the exact configuration of the review process. As recent public discourse has demonstrated, the mere mention of tax reform sparks exaggerated debates, making considered policy discussions difficult. A tax review provides an opportunity to take the issues ‘offline’ to an extent, to enable calmer consideration.


But the reality is that Australia’s experience with tax reform has been one of mixed fortunes. Despite numerous tax reviews being staged since Federation, there have been few major tax reform successes. The 1942 income tax unification, the 1985 income tax reforms and the 2000 consumption tax reforms constituted major tax reform packages, but many other attempts have been only partly successful at best.


This book explores the reasons for this, looking for lessons in both the successes and the failures. It examines Australia’s most substantive tax reviews and asks why some tax reform attempts have ‘worked’ and some haven’t. It analyses the factors that have shaped these outcomes, and assesses what type of reform exercise has worked best in different circumstances. Ultimately, it seeks to make the case that an appropriately timed and properly constructed tax review can play a constructive role in a policy change process.


Overarching issues, including a summary of the full history of the Australian tax system, are detailed in Part I. Part II focuses on Australia’s main tax reviews, while Part III synthesises the key lessons and examines the prospects for future tax reform exercises.


To help illustrate the development of Australia’s tax system, data series of Commonwealth and state taxes have been compiled from Federation where possible. At the time of writing, Australian data across Commonwealth, state, territory and local government taxes was available up to the 2021–22 Australian Bureau of Statistics (ABS) Taxation Revenue and also Government Finance Statistics publications, while for international comparisons, Organisation for Economic Co-operation and Development (OECD) data was available up to 2020.





PART I


TAX REFORM CONCEPTS AND CONTEXT






CHAPTER 1


OVERVIEW


ACOUNTRY’S TAX SYSTEM has a quasi-constitutional character in that it establishes in a community how the burden of funding government services is shared and substantially remains in force over long periods.1 Major tax reform exercises, therefore, should be few and far between. On occasion, though, a government needs to fundamentally rethink aspects of its tax structure which have become flawed or outdated. Given the significance of those occasions, a formal review is typically warranted.


Australia’s experience with tax reviews has been mixed. While numerous reviews at both the Commonwealth and state levels have identified serious problems in the Australian tax system and broad themes for improvement, achieving substantial tax reform has proven elusive. This chapter will assess the current Australian tax system and introduce the main tax reform concepts and processes that underpin governments’ use of formal reviews in the broader tax policy change process.


THE AUSTRALIAN TAX SYSTEM


With the 1901 Constitution establishing the powers of Australia’s governments, the development of their tax systems has been intertwined with the development of the federation. Tax reform considerations have at times occurred holistically for the federation but have more typically been pursued by individual governments.



Tax Mix in the Federation



The history of Australia’s tax system dates from British settlement, with separate colony tax systems developing in the nineteenth century. At Federation in 1901, the newly formed Commonwealth Government was given exclusive constitutional access to customs and excise, while the states initially retained other taxes such as income tax, estate duties, land tax and stamp duties.


As the federation developed, the Commonwealth used its dominant constitutional and economic position to monopolise broad-based income and consumption taxes. Income taxes (company and individuals2) now raise around 60 per cent of total tax revenue in Australia, with the goods and services tax (GST) raising a further 12 per cent.


The states and territories have been left with an eclectic mix of other taxes, including payroll tax, stamp duties and land tax, most of which suffer from design flaws accentuated by interstate competition. The states, however, have large expenditure responsibilities, with the consequent fiscal imbalance resolved by transfers from the Commonwealth. The sole tax levied by local governments is property rates, a broad-based land tax.


Chapter 2 tracks the development of the Australian tax system, so here I will just provide a snapshot of the current system. Australia’s overall total tax take of 28.5 per cent of gross domestic product (GDP) is lower than the OECD average of 33.6 per cent. As Table 1.1 shows, the Australian tax mix has a relatively high weight of income tax and a relatively low weight of consumption tax. Australia does not have dedicated social security contributions but it does have compulsory superannuation contributions.3




Table 1.1 International tax comparison, 2020






	


	Australia


	OECD







	Total tax/GDP


	28.5%


	33.6%







	Individuals income taxes/GDP


	11.5%


	  8.3%







	Corporate income taxes/GDP


	  5.4%


	  2.8%







	Social security contributions/GDP


	  0%


	  9.2%







	Payroll taxes/GDP


	  1.3%


	  0.5%







	Property taxes/GDP


	  2.9%


	  1.9%







	Goods and services taxes/GDP


	  7.6%


	10.6%








Source: OECD (Global Revenue Statistics Database)






Commonwealth Government Taxes



While there are more than seventy different taxes in Australia,4 the bulk of the revenue derives from just a few. The Commonwealth currently raises around $600 billion in tax revenue and, as Figure 1.1 shows, individuals and company income taxes dominate, with the GST also raising substantial revenue on behalf of the states.




Figure 1.1 Commonwealth tax shares, 2021–22


[image: image]


Source: ABS (Taxation Revenue)





Individuals income tax applies to the net income of individuals over a year. It has a relatively wide base and is applied at progressive tax rates, with a tax-free threshold and a top rate of 47 per cent—including the Medicare levy (ML). It applies to wages and unincorporated business income, with the bulk of the revenue collected by intra-year withholding arrangements. A specific fringe benefits tax (FBT) applies to non-cash remuneration. A distinction is made for returns from capital, which are generally subject to lower rates of tax. Australia’s capital gains tax (CGT) includes half of realised capital gains in assessable income. Returns from owner-occupied housing are not taxed at all and associated expenses are not deductible.


Superannuation savings generally receive relatively generous tax treatment. Contributions to superannuation and earnings of the superannuation fund (in the accumulation phase) are mainly taxed at 15 per cent.5 Withdrawals are permitted after preservation age (currently transitioning to sixty) and are generally tax-exempt.6 Overall, Australia has a threepillar retirement income system. The age pension provides a means-tested safety net, while the Superannuation Guarantee (SG) requires compulsory contributions by employers into employees’ superannuation funds (transitioning to 12 per cent of earnings). The tax concessions provide an incentive for additional voluntary savings.


Company income tax applies to the net income of companies over a year. It is levied at a flat rate of 30 per cent (25 per cent for companies with a turnover below $50 million), which is high by OECD standards but well below Australia’s top individuals income tax rate. Australia also has a dividend imputation system whereby company tax paid is credited to resident shareholders on the payment of dividends. Australia generally takes a source-based approach to the taxation of income, taxing residents and non-residents on income sourced in Australia. Resident taxpayers are also subject to income tax on their worldwide income, but a foreign tax credit system (FTCS) provides a credit for foreign tax paid.


The GST is a value-added tax levied at a flat rate of 10 per cent on consumption, with exemptions including for health, education and fresh food. It is a destination-based tax with exports generally GST-free. It is constitutionally required to be levied by the Commonwealth, but under an intergovernmental agreement all the revenue is passed to the states and territories. The Commonwealth levies several excise duties, most significantly on petrol, tobacco and alcohol, as well as some limited customs duties on imports. A petroleum resource rent tax (PRRT) is levied on certain oil and gas projects.


State, Territory and Local Government Taxes


With the Commonwealth monopolising income and consumption taxes, the states and territories have been left with an eclectic mix of other taxes. State and territory governments currently raise around $110 billion in tax revenues while local governments raise around $20 billion. As Figure 1.2 shows, payroll tax and stamp duties provide their largest tax revenues.


Payroll tax is paid by employers on their total monthly payroll, with rates and small business exemptions varying across jurisdictions. Over time, tax competition has driven rate and exemption divergences between jurisdictions, but more recently, agreement has been reached on harmonising some aspects of legislative and administrative arrangements.




Figure 1.2 State and territory tax shares, 2021–22
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Source: ABS (Taxation Revenue)





Stamp duties are still levied on property conveyances, insurance contracts and motor vehicle sales, with property conveyance duties the largest revenue source. Land taxes are levied annually on unimproved land values, with exemptions for owner-occupied housing and primary production land.7 Motor vehicle taxes include stamp duties on purchases and annual registration fees. The states and territories also levy gambling taxes. Mining royalties are another significant source of (non-tax) revenue for some jurisdictions, particularly Western Australia and Queensland.


The sole tax of local government is property rates, which are levied under delegated legislative powers of state governments.8 Rates are a broad-based land tax applying to both private and business properties and generally calculated on unimproved land values.


Tax System Flaws


In 2021–22 across the three levels of government in Australia, total spending was $866 billion and total revenue was $831 billion, with the tax systems raising $683 billion of that (82 per cent).9 The objective of tax reform is to consider how to raise that tax revenue in the most efficient, equitable and simplest way possible. The development of Australia’s tax system, however, has left it with some significant flaws.


With individuals income tax, a key issue is markedly different approaches to the taxation of different savings vehicles. Interest on bank accounts is fully taxed, only half of capital gains is included in assessable income, the returns from owner-occupied housing are fully tax-exempt, and superannuation is concessionally taxed for higher-income earners. While there is legitimate debate about the appropriate level of taxation of savings, the differential tax treatment across savings vehicles is undoubtedly distortionary.


With company income tax, there are domestic and international issues. Domestically, the large gap between the company tax rates and the top individuals tax rate provides tax-avoidance opportunities and drives distortions. There is also the question of whether Australia’s dividend imputation system remains fit for purpose in a global economy. Internationally, an issue is whether Australia’s 30 per cent company tax rate remains competitive with internationally mobile capital. There are also challenges, for all countries, in effectively taxing multinational enterprises (MNEs).


Australia’s taxation of resource rents is partial and largely inefficient. The Commonwealth PRRT only applies to oil and gas projects. State royalties apply to most other mining projects but are output-based rather than profit-based. Australia does not have an effective taxation or emissions trading scheme for greenhouse gas emissions, and so lacks a coherent pricing mechanism to regulate their level.


Australia has a variety of indirect consumption taxes with different policy issues. The GST applies to only half of consumption, with likely distortions between taxed and untaxed goods and services. The nature of the intergovernmental arrangements, however, makes reforms especially difficult. High excise taxes are applied to petrol, tobacco and alcohol, justified on merit good and externality arguments, but they face design challenges. Fuel excise, for example, is becoming more problematic as the national car fleet transitions away from petrol engines.


State taxes generally suffer from design flaws that have been accentuated by interstate competition. The payroll tax base exempts smaller businesses, but efforts have been made to harmonise some aspects across jurisdictions. Stamp duties are distorting transaction taxes and, while a number have been abolished, duties on housing conveyances, insurance policies and motor vehicles remain. An identified area of potential reform is a transition from housing conveyance duties to a broad-based land tax.


Local government property rates are considered to be the most economically efficient tax in Australia. They are broad-based and hence able to be applied at relatively low rates.


PATHWAYS TO TAX REFORM


With a tax system establishing how a community shares the burden of funding its government, change is inevitably contentious. Indeed, tax reform has been described as the hardest reform of all.10 But it is also seen as one of the most significant drivers of improved economic productivity and is central to perceptions of fairness in a society. The potential benefits are great.


While there have been numerous attempts at achieving tax reform, doing so successfully in Australia has proven elusive. History shows us that where there have been successes, it has taken a combination of sound tax policy arguments, the right change process, strong political leadership and good timing.


Tax Policy Concepts


Tax is a fascinating policy space that draws together a mix of economic, social, legal, accounting and administrative policy issues, heavily overlaid with the political process. The tax system has multiple objectives and interrelationships with other systems. As will be discussed in Chapter 3, tax reform needs to balance these considerations.


Public finance practitioners generally frame tax policy considerations against some standard criteria. While these can vary depending on the exact issues at stake, the criteria of revenue adequacy, efficiency, equity and simplicity are typical.


Revenue adequacy is the obvious starting point. The traditional purpose of a tax system is to raise revenue to fund government activities, and this transfer of resources from the private sector to the public sector needs to be reliable and predictable. Australia’s total tax take is currently around $700 billion, or 29 per cent of GDP, but there are spending pressures that may necessitate increasing this. Our tax bases need to be capable of this sort of heavy lifting.


The imposition of taxes inevitably changes price signals and so distorts economic activity. An objective of tax policy is to minimise these economic inefficiencies so as to have a neutral effect on markets. As a general rule, a broader tax base with lower tax rates achieves this best. An important variation on this approach is when the tax system is deliberately used to counter market failures, such as externalities. Optimal tax theory also posits that some variations may be warranted in the face of other objectives and constraints of a tax system.


A society will expect its tax burden to be shared fairly. In general, it is considered fair that those in similar economic positions pay similar amounts of tax, while those in stronger economic positions pay more. A lack of perceived fairness will detract from taxpayer morality, faith in government and a sense of shared purpose in a community. Further, it is generally accepted that the tax and transfer systems will be used to modify the income distribution in a society, although the extent of this is subjective and a matter of debate in the political process.


Finally, levying taxes on economic transactions inevitably creates administrative and compliance costs. The society and economy in which we live and work is complex, and so inevitably is the tax system. These costs can be minimised, though, with well-designed tax policies that limit arbitrary distinctions between taxable and non-taxable items. Administrative practice can also reduce compliance costs, including the use of technology to remove or reduce complexity for taxpayers.


Tax reform needs to comprehend all of these—often conflicting— criteria and objectives. The optimal balance is partly subjective and ultimately subject to resolution in a democratic process. Elected governments and parliaments are hence tasked with making those judgements on behalf of society and expressing them in the laws of the day.


Tax Reform Processes and Approaches


Public policymaking is a change-management process that takes different pathways depending on the nature and magnitude of the issues. Most tax policy changes are done piecemeal, as part of the day-to-day operations of government, by relying on the internal advice of the relevant treasuries and tax offices, with input from external stakeholders. At times, though, governments wish to consider broader tax system changes, and a formal review may be warranted as part of that process.


To successfully advocate for reform, it first must be established that there is a problem that needs solving, and a review can be a helpful way to articulate this. Further, a review can canvas options that would be politically difficult for the government to canvas itself. As discussed in Chapter 4, governments have a range of review processes available to them, ranging from fully external to fully internal, and with several variations in-between.


External public inquiries are temporary bodies appointed by government to advise on an issue with specific terms of reference.11 At its most formal, a public inquiry may be a royal commission, with the associated legal powers and processes, but more generally it can be an independent inquiry appointed by ministerial authority. External inquiries add independence and the ability to consider issues away from the political hothouse of government.


Internal inquiries are conducted by existing bodies of government but may range in their degree of independence from the government. An existing statutory body, such as the Productivity Commission, may be commissioned to conduct an inquiry. Alternatively, a minister may direct their own department to conduct an inquiry. Similarly, a parliamentary committee may be asked to conduct an inquiry.


Within this characterisation of inquiry processes, I have defined two approaches that tax inquiries have taken. Foundational reviews have been used to establish the case for tax reform, even if they have not led directly to the implementation of reform. Determinative reviews have been used by governments which are ready to implement tax reform, where the policy case has been previously established and the political and fiscal opportunities exist for implementation.


This provides a taxonomy of inquiry types available to governments, with the external/internal process dimension and the foundational/determinative approach dimension. Australia’s main tax reviews are discussed in Part II, and while they cannot all be neatly characterised, it will be seen that governments have tended to use external inquiries for more foundational reviews and internal inquiries where determinative outcomes are principally sought.


The stand-out example of this was provided by the review processes underpinning the 1980s and 1990s tax reforms in Australia. As discussed in Chapter 8, the 1975 Asprey public inquiry was foundational in nature—it established a blueprint for reform of the Australian tax system, but due to the political circumstances of the time, it was not initially implemented. The reforms were ultimately advanced by subsequent internal determinative tax reviews. As discussed in Chapter 9, the 1985 Reform of the Australian Tax System (RATS) was an internal review that largely implemented the income tax base–broadening reforms; then in 1998, as discussed in Chapter 10, came A New Tax System (ANTS), another internal review that largely implemented the consumption tax base–broadening reforms.


Before and since the 1980s and 1990s reform era, there have been many other tax review processes, some leading to successful tax reform but many not resulting in substantial reforms of the type recommended in the reviews. To some extent, though, all of these reviews can be considered as having added to the foundational arguments for future tax reform. Further, it is of course always hard to know the counterfactual— perhaps things would have been even worse without a review process. Table 6.1 (see Chapter 6) lists the reviews that fit most neatly into the taxonomy of external/internal process and foundational/determinative approach characterisations.


Political Economy


The chances of achieving a successful tax reform outcome depend not just on the quality of the policy arguments and processes, but also on the government’s political and fiscal circumstances at the time. The stars need to align.


The politics of tax reform are challenging. While the potential longterm improvements in efficiency, equity and simplicity are great, the winners and losers from a rearrangement of the tax burden are typically transparent in the short term. A reformist government will get credit for major reforms, as did the Bob Hawke and John Howard governments, but it will need substantial short-term political capital and considerable political skill to explain the overall benefit of a reform package.


Tax reform also typically needs a strong fiscal position. Given how difficult tax reforms are to achieve, they generally need to be budgetnegative. With a need to minimise the losers from rearranging the tax burden, those in some socioeconomic groups need to be compensated. A strong budget position, one that is able to ‘buy’ some tax reform, is therefore helpful. A good reform package, of course, can be expected to improve economic productivity and strengthen revenues over the longer term.



Timing



The timing is also critical. A reformist government needs to be prepared to move quickly when the political window for reform is flung open, such as early in a new government’s term or even in a crisis. It is crucial, therefore, to have the policy rationales reasonably well established in advance so that a government is not scrambling to make those foundational arguments when a determinative implementation opportunity presents.


This underscores the value of ongoing public debate to establish as much consensus as possible about the desired reform directions, even when reform opportunities are not present. Foundational reviews can be a key part of this, helping provide gravitas to the arguments. As discussed in Chapter 5, Australia has also been able to draw on tax reviews and reforms in other countries with comparable economies and tax systems.


TAX REFORM IN AUSTRALIA


Overall, Australia’s fortunes in regards to tax reform have been mixed. As discussed in Part II, while there have been numerous tax reviews at the Commonwealth and state levels, most have not resulted directly in substantive tax reforms, although all have contributed to the development of views on what the tax system would optimally look like.


Three Tax Reform Successes


At the Commonwealth level, three tax reform packages stand out. The John Curtin government’s 1942 income tax unification rationalised the income tax systems for individuals and businesses across Australia, but left the states fiscally dependent on the Commonwealth (see Chapter 7). The Hawke government’s 1985 income tax base–broadening package was part of the wider economic reforms of the time (see Chapter 9). The Howard government’s 2000 consumption tax base–broadening package was accompanied by a reform of Commonwealth–state financial relations (see Chapter 10).


These tax reform packages each embraced standard tax policy objectives and were able to rely on earlier foundational tax reviews that established the policy case for reform. They were also achieved early in the tenure of long-term governments that were starting from strong political positions and so were able to establish their reform credentials.



Tinkering



There have, of course, been many other partial tax reforms. It is not always possible, or sensible, to attempt a reform of the entire tax system. Targeted reviews and reforms of specific taxes can still be beneficial, although they are more difficult to assess in the context of the entire tax system. Further, there is much day-to-day tax policymaking in response to stakeholder pressure for change. Realistically, though, this tinkering is limited in nature, often providing tax breaks to particular pressure groups, and typically doesn’t stack up well against standard tax policy criteria.


Tax cuts are also often lauded as tax reform. Where these are tax rate cuts funded by the removal of tax breaks and a broadening of the tax base, such as the reduction in the company tax rate to 30 per cent following the 1999 Ralph review, that is likely to be a credible claim. However, where they consist of tax breaks for favoured constituent groups or merely the return of bracket creep, such claims lack credibility.


As discussed in Chapter 12, tax reform at the state level has been even harder to formulate. With limited access to broad-based taxes, state and territory governments have grappled with the tension between adequate revenues to fund their substantial expenditure responsibilities and interstate competition pressures to erode tax bases. As such, other tax policy criteria such as efficiency, equity and simplicity have been harder to prioritise. Stand-out recent reforms have been the harmonising of aspects of payroll tax, some switching from insurance-based emergency services levies to property-based levies, and the Australian Capital Territory’s transition from property conveyance duty to a reformed land tax.


LESSONS AND PROSPECTS


Australia’s experience with tax reform has been characterised by piecemeal tinkering punctuated by tax reviews that have sought to take a whole-oftax-system perspective. While some of those reviews have set up major reforms, realistically there have been more misses than hits. The reasons for this mixed reform performance, which are of course complex, are the subject of this book.


Why Is Tax Reform So Hard?


With the tax system establishing a community’s sharing of the burden of funding government, any rearrangement will inevitably be contentious. The economic and social benefits of tax reform can be substantial, but the ‘winners’ are often dispersed through the community, while the ‘losers’ tend to be more concentrated and politically vocal. Aspects of tax policy are also inherently subjective, requiring a balancing of objectives, making the establishment of unambiguous arguments unrealistic.


As has been discussed, tax reform is part of a change-management process that takes place over time, and several stars need to align to achieve a successful reform. The arguments for the nature of the reform need to have been established and broadly understood and accepted. A reformist government then needs political capital that it is willing to spend on tax reform, and most likely a fiscal position capable of accommodating a budget-negative reform package. A political window, perhaps early in a government’s tenure or during a crisis, then needs to present as a catalyst for reform. And, of course, selling tax reform publicly requires political skill and courage.


What Is the Role of Tax Reviews?


A formal review is one tool available to governments considering reform. History shows us that a well-constructed review can provide an effective vehicle for community consultation and expert advice, away from the political hothouse of government. It can be helpful in making the case for, and designing the nature of, a tax reform package and can lend credibility to the reform proposals.


Formal reviews, though, need to be seen as just one part of a government’s broader change-management process. The complexity and contentiousness of major tax policy changes means that the arguments need to be made over a longer period and reinforced by governments and ongoing academic and community debate. A review provides a tool but not a solution. The implementation of tax reform is ultimately for the government and the parliament to undertake by enacting legislation on behalf of the public that democratically elected them.


As discussed in Part III, history shows us that to be effective, a review needs to be fit for purpose both in relation to the times and to the government commissioning it. There are risks to a government setting a tax reform process in train, but well-structured tax reviews can play a valuable role in ultimate tax reforms. This book explores the nature of such reviews.



Prospects for Tax Reform



At the Commonwealth level this century, the political situation in Australia has been fraught, with governments generally operating on slim majorities. We have also experienced two major worldwide shocks, with the global financial crisis (GFC) and the COVID-19 pandemic removing the fiscal space for budget-negative tax reforms. The stars have not aligned for difficult reforms. That said, circumstances can change quickly, so it is important that the foundational arguments for tax reform continue to be made pending a future, more determinative tax reform opportunity.


As outlined earlier in this chapter, flaws in the Australian tax system provide numerous opportunities for a reformist government. At the Commonwealth level, an obvious starting point is the inconsistent approach to the taxation of savings, as well as the taxation of companies in an increasingly global economy and the taxation of Australia’s natural resources. At the state level, the most obvious reform is to continue the transition away from transaction taxes such as housing conveyance duties to broad-based land taxes. Chapter 14 discusses possible reform directions.


Overlaying these generally microeconomic tax reform concerns is the more macroeconomic consideration of the size of government in Australia. Budgets face large spending pressures but also significant structural deficits. This has spawned a debate about whether Australia’s tax burden will need to rise and, if so, how that should be done.


MIXED FORTUNES


Part I of this book lays out the thematic issues for tax reform. It provides a sketch of the Australian tax system and the challenges it faces. It introduces the main tax policy concepts that underpin reform considerations and discusses how to assess tax reform options against them. It discusses the role of tax reviews in the policymaking process and provides a taxonomy of possible review types. Finally, it provides a survey of international experience with tax reviews.


Part II considers Australia’s tax reform history in three phases. First, the establishment of the federation in 1901 and the constitutional implications for tax systems leading to the 1942 unification of income tax. Second, the seminal Asprey review in 1975 which set up the major tax reforms of 1985 and then 2000. And third, the mixed efforts at tax reform, at both the Commonwealth and state levels, this century. It focuses on the role of formal tax reviews in these events and assesses the quality of the reforms that have been achieved.


Part III draws together lessons from Australia’s experience with tax reform and the role of formal reviews. Using such lessons from past tax reform episodes, it then contemplates prospects for future tax reform and what Australia’s next tax reform process might look like.





CHAPTER 2


HISTORY OF THE AUSTRALIAN TAX SYSTEM


WHILE THE FOCUS of this book is on Australia’s experience with specific tax reform exercises, this needs to be set in the context of the full history of the Australian tax system. This chapter provides a sketch of that history.1 Mostly this covers the post-Federation era, but it begins with the years, indeed the millennia, prior to that.


THE PRE-FEDERATION MILLENNIA


Australia has been inhabited by its First Nations peoples for more than 60 000 years. British colonisation occurred from 1788, following James Cook’s 1770 discovery of Terra Australis, the ‘southern land’.


Aboriginal Australia


Australia’s First Nations peoples are recognised as the world’s oldest continuing culture, and prior to colonisation they used a variety of structures to govern economic and social behaviour. Ian Keen undertakes a detailed study of the institutional forms and practices, and economic relations and processes, of Aboriginal societies in Aboriginal Economy and Society.2 He describes how institutional governance in earlier Aboriginal communities derived from ancestral law, kinship, age, gender and ceremonies. These provided the framework for controlling access to land and water as well as cultural items and hunting equipment. They also guided relations between individuals and groups, and helped manage regional cooperation.3


Economic production in hunter-gatherer societies involves varying degrees of specialisation and cooperation between family groups. Distribution and consumption in Aboriginal communities were typically done according to family obligations. Trade consisted of gifts and exchanges of food and other items, as well as more substantial arrangements for access to land and water.4


In these non-monetised economies, there was no tax system as such, with the organisation of communities and the distribution of consumption managed through these cultural practices.


Pre-Federation Tax Arrangements


As the Australian colonies were established, beginning in the late eighteenth century, their initial financing needs were met by the British Treasury and non-tax revenues. It is relevant context that Australian colonisation came in the wake of the American rebellion against British taxation in the form of the Boston Tea Party and the American War of Independence (1775–83).


The first colonial taxes came at the start of the nineteenth century, with wharfage fees and duties on imported spirits, wine and beer in New South Wales. These customs duties were extended to tea, sugar, flour and grains in the 1840s. Excise duties were also introduced on local production in the 1820s, but with the limited local economy they were not a significant revenue source. Customs and excise duties were principally designed to raise revenue with ease of administration.


The 1850s gold rush provided additional revenue opportunities through gold licensing fees, although their poor design contributed to protests such as the 1854 Eureka Stockade in Victoria. Fees on grants of land and leases and other licence fees were further early revenue sources.


Stamp duties were also developed in the nineteenth century, initially as fees for the validation of contracts and probate.5 Estate taxes were introduced from the mid-nineteenth century, beginning with New South Wales in 1851. Land taxes were introduced later in the century, beginning with Victoria in 1877, and were generally levied at progressive rates on unimproved land values.


As the Australian economy developed and colonies’ revenue needs increased, greater attention was paid to tax design principles of social equity and economic efficiency. The late nineteenth century hence brought the refinement of direct taxes such as land taxes and estate duties, and, most significantly, the introduction of income taxes.


Internationally, income tax is a relatively modern policy instrument, being reliant on a structured economy and reliable accounting records. In Australia, Tasmania was the first locale to introduce a tax on the distributed income of companies, in 1880, while South Australia introduced the first tax on the income of individuals in 1884. As Table 2.1 shows, each of the colonies had some form of income tax by Federation in 1901.




Table 2.1 Year of introduction of income tax


[image: image]


* Assumed same as SA.


** Assumed same as NSW.


Source: Ferguson, Second Report, p. 51





These original income taxes were based on the British equivalent, which in 1879 applied a flat tax rate of 5 pence in the pound (2 per cent) on incomes over £150.6 The Australian taxes were likewise initially designed to apply to higher-income earners, with exemption levels well above the average annual wage of around £70 in the late nineteenth century.7


As Table 2.2 shows, though, at the end of the century, customs and excise duties remained the dominant tax bases, accounting for threequarters of tax revenue. The colonies also received substantial revenue from business undertakings.




Table 2.2 Pre-Federation colony taxes, 1896–97 (£)
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* Estate duties and stamp duties not separated for Qld and WA.


Source: Mathews and Jay, Table 5, p. 32





THE FEDERATION


The early decades of Australia’s federation were defined by the settling of the relative roles of the Commonwealth and state governments, and the management of crises during the two world wars and the Great Depression.


The Constitution


The 1901 Constitution provided the governance architecture of Australia’s federation. The Commonwealth was given the whip hand on taxation, with section 90 giving it exclusive power to levy the biggest tax at the time, customs and excise, with all other taxes open to both levels of government.8 Giving customs and excise exclusively to the Commonwealth enabled interstate duties to be removed, hence facilitating free trade within the nation, but this also created an immediate fiscal imbalance with the states, which retained significant expenditure responsibilities.


For the first decade, customs and excise was the Commonwealth’s only tax revenue source, with other taxes—land tax, estate duties, stamp duties and the fledgling income taxes—raised only by the states. With these raising limited revenue, though, the states were heavily reliant on distributions from the Commonwealth. This was managed for the first decade through a revenue-sharing arrangement requiring three-quarters of customs and excise revenue to be provided to the states,9 and from 1911 by grant payments of 25 shillings per capita (pc). The realities of a developing nation, however, meant governments faced increasing pressure to raise more revenue. The Commonwealth introduced means-tested age and invalid pensions in 1909 and 1910, and the states were funding Australia’s expanding infrastructure needs.


In a portentous development for the states, in 1910 the Commonwealth introduced a land tax,10 with its progressive nature intended to break up large landholdings. This Commonwealth move beyond customs and excise was seen by the states as an encroachment, but in a significant affirmation of the Commonwealth’s powers, the High Court upheld its constitutional validity.11 While the Commonwealth Treasury was created at Federation as the government’s budget manager and administrator,12 customs and excise duties were collected by the Department of Trade and Customs.13 With the introduction of land tax, a Commonwealth Tax Office was established, initially as a branch of Treasury reporting to a commissioner of taxation.14


World War I: Commonwealth Income Tax


World War I (WWI; 1914–18) presented the first great challenge for the Australian Commonwealth, necessitating substantial increases in both revenue and borrowings to finance the war effort. The Commonwealth expanded its land tax, introduced an estate duty and an entertainments tax,15 and, most substantively, introduced income tax in 1915. Its tax revenue doubled to £33 million by 1918–19.


The Commonwealth income tax was simple in its construction, taxing ordinary concepts of income derived by a person or a company in Australia, while allowing for related deductions. The entire Income Tax Assessment Act 1915 was only twenty-two pages long,16 but it had some interesting features.


Taxable income was that derived in the financial year from all sources in Australia,17 including business profits, dividends, interest, royalties, salaries, 5 per cent of retirement lump sums and 5 per cent of house values (a tax on imputed rent).18 There was no specific provision for the taxation of capital gains. With company income, there was a deduction for distributed profits,19 which were taxed as dividends in the hands of shareholders, thus preventing double taxation.


Deductions were allowed for expenses incurred in gaining taxable income,20 other taxes (such as state income tax), life insurance and superannuation contributions, property expenses, depreciation of capital, and gifts over £20. The legislation was broadly modelled on the state Acts to minimise confusion for taxpayers.21


The tax rate scales were provided in the (two-page) Income Tax Act 1915. Designed by the Commonwealth Statistician, George Knibbs, they were innovative due to the inclusion of a mathematical equation to define the average (rather than marginal) tax rate. Personal exertion income was subject to a continually increasing average tax rate (ATR) up to £7600,22 which implied an also continuously increasing marginal tax rate (MTR). The equation was:


R = (3 + (3/800) × I) pence
where R = average tax rate (pence/pound) and I = taxable income in pounds


A general exemption on the first £156 of income was fully available up to £500, then clawed back at a rate of £3 in every £10 up to £1020. Above £7600, the MTR was 60 pence in the pound (25 per cent) (see Figure 2.1).




Figure 2.1 Commonwealth income tax rates, 1915–16


[image: image]


* The raised MTR visible between £500 and £1020 is the claw-back of the £156 exemption.


Source: Calculations derived from Income Tax Act 1915, First Schedule





This ‘Knibbsian’ tax scale was highly progressive,23 with little or no tax paid by most wage earners. With a minimum wage of 7 shillings a day (around £109 a year) having been set in the 1907 Harvester case, and an average male wage in 1915 of £147,24 the tax was designed to place the main burden on high-income earners.


The progressive tax scale logic derived from the principle of the diminishing marginal utility of money, with the mathematical formula an attempted pure expression of that. The degree and means of progression, though, were contentious at a time when there were still challenges in measuring total income. Josiah Stamp described proposals for this approach in the United Kingdom as ‘a wholesome terror of algebra’, but noted ‘the courageous effort of the Australian legislature’ to do so.25


Income from property was subject to a separate series of continually increasing ATRs designed to apply higher rates of tax to such income.26 Companies were taxed on undistributed income at a flat rate of a shilling and sixpence per pound (7.5 per cent).27


The interaction with state income taxes was interesting. They had moved to more progressive rate structures over time, but not to the extent of the Commonwealth.28 As Figure 2.2 shows, with the exception of Western Australia and to a lesser extent Queensland, which also utilised continuously increasing rate scales, the state income taxes were levied at significantly lower rates on high incomes. With state income taxes being deductible, the Commonwealth tax consequently raised most of its revenue up the income scale.




Figure 2.2 State income taxes, 1921–22*
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* Not including general exemptions.


Source: Reproduced from Kerr, Second Report, Appendix 7





Other countries were also grappling with how to apply progressive income tax rates. The United Kingdom applied stepped marginal tax rates starting at 15 per cent and rising to 60 per cent above £30 000. New Zealand used a continuously increasing tax rate scale similar to the Australian Commonwealth’s.29


With the Commonwealth retaining its new taxes post-WWI, there were significant overlaps with the state taxes. As Table 2.3 shows, each was levying land taxes, estate duties and income taxes, with the separate income taxes in particular causing difficulties for taxpayers. These overlaps were the subject of a Royal Commission on Taxation (1920–23) (discussed in Chapter 7), but with federation politics still raw, this did not lead to a substantive resolution of the issues.




Table 2.3 Tax allocations, 1921–22 (£m)






	Commonwealth


	States







	Income taxes (16.8)


	Income taxes (9.5)







	Estate duties (1.0)


	Estate duties (2.2)







	Land tax (2.3)


	Land tax (1.2)







	Customs and excise (27.6)


	







	Entertainments tax (0.7)


	







	


	Stamp duties (3.2)







	Other (1.7)


	Other (1.3)








Source: Commonwealth Bureau of Census and Statistics (CBCS) Year Book





There were, nonetheless, some noteworthy Commonwealth tax changes in 1923, partly driven by a desire for greater uniformity. The company income tax rate was lowered to 5 per cent, and the exemption for distributed income was replaced by an exemption at the shareholder level if their tax rate was less than the company tax rate, or a rebate equal to the company tax rate if their tax rate was higher than that.30 This was intended to achieve a closer alignment with the state income tax systems, which generally imposed tax at the company level but not at the shareholder level.31 The provision for the taxation of imputed rent on owner-occupied housing was also removed in 1923, and consequently so were the deductions for repairs and mortgage interest.32


The Great Depression: Sales Tax


After the fruitless political negotiations around the 1923 royal commission, there was some consolidation of broader Commonwealth–state financial relations. In addition to the tax allocation and grants issues, both levels of government needed to raise significant debt and they found themselves competing in capital markets. In the Financial Agreement Act 1928, it was agreed that in place of the 25 shilling pc grants, the Commonwealth would take over state debts, and future debt management would be handled by a formal Australian Loan Council. But the Commonwealth continued to make additional payments to the less populous states, until a more rigorous system was developed in 1933 with the creation of the Grants Commission (discussed in Chapter 12).


The Australian economy was struggling, though, with falling agriculture prices, increased overseas competition and large debt. The October 1929 Wall Street stock market crash then triggered the worldwide Great Depression.


In these pre-Keynesian days, with no accepted strategy to deal with such an economic downturn, the debate was between ‘reflationists’ who wanted to stimulate the economy and ‘deflationists’ who wanted to balance the Budget.33 Ultimately, Australia’s Premiers’ Plan largely pursued a strategy of balancing budgets, including raising taxes. The Commonwealth increased customs duties in an attempt to counter falling imports, and both levels of government increased income taxes, accentuating the tax overlap problems.


The income tax increases were achieved through a combination of raising existing tax rates and applying new levies. Special income taxes for the funding of programs such as unemployment relief expanded the coverage to lower-income earners, reducing the progressivity of the income tax systems.34 The increased incidence of income tax led to the first use of collecting tax by instalments—South Australia withheld some tax from wages at the time of payment, with the employee issued a stamp of that amount to be used to offset their tax liability for the year.35


The Commonwealth also introduced a sales tax in 1930,36 generally at the wholesale level—initially at 2.5 per cent, then at 6 per cent in 1931. This wholesale sales tax (WST) was Australia’s first foray into a broaderbased consumption tax beyond customs and excise duties.37


The continuing issues around tax overlaps were the subject of a second Royal Commission on Taxation (1932–34) (also discussed in Chapter 7), resulting in agreement to a common set of core income tax provisions for the Commonwealth and the states, enacted by the Commonwealth as the Income Tax Assessment Act 1936. Equivalent legislation was passed by the state parliaments, but with each jurisdiction setting its own rate scale and retaining its own administrative arrangements.


The company income tax overlaps were not substantively addressed at this time, but a legislative amendment formally defined a private company, with distribution deeming provisions where it was considered insufficient distributions had been made (set at two-thirds of taxable income).38


World War II: Payroll Tax and Income Tax Unification


World War II (WWII; 1939–45) presented further great challenges to Australia as a nation, and as with WWI, necessitated substantial increases in both revenue and borrowings. The Commonwealth enacted a series of individuals income tax rate increases, including a reduction in the exemption level to £200,39 which was around the minimum wage in 1940, and an increase in the top MTR to 90 per cent.40 With war finance requirements pressing, an additional wartime company income tax was levied from 1940 to 1946,41 and the general company tax rate raised to 30 per cent.


Further, the exemption and rebate on distributed company income were abolished in 1940,42 leaving companies with a flat tax rate on profits and dividends fully taxable to shareholders—the so-called ‘classical’ system of company tax with its double taxation of dividends. The Commonwealth also introduced a 2.5 per cent payroll tax in 1941 to fund a National Welfare Fund for child endowment.43 WST rate differentiation was introduced as well, intended to curtail luxury spending and raise extra revenue without impacting lower-income earners.44


With war finance requirements escalating, though, even more revenue was needed, and the Commonwealth asked the states to suspend their income taxes to give it unfettered access. After the majority of the states rejected the request, the Curtin–Chifley government commissioned the 1942 Committee on Uniform Taxation (discussed in Chapter 7). The government accepted the committee’s recommendation to unify income tax at the Commonwealth level, acting unilaterally to push the states out, and replacing that revenue with renewed grants. Under the new uniform tax Act,45 from 1942–43 all taxpayers in Australia faced the same definition of taxable income and the same tax rate scale. The new unified Act attempted to broadly replicate the incidence of the previous Commonwealth and state income tax Acts, meaning it applied to lower-income earners to a greater extent than the previous Commonwealth Act. It also replaced concessional deductions with rebates, as proposed by the committee.46


The new individuals income tax rate scale was an interesting mix of the continuously increasing rates pioneered in 1915 and the stepped rates that would later categorise the rate scale (see Figure 2.3). It entailed a statutory exemption of £156, a flat MTR of 90 per cent above £4000, and five ranges in-between, each with a separate, continuously increasing ATR formula.47




Figure 2.3 Income Tax Act rate scale, 1942–43


[image: image]


Source: Calculations derived from Income Tax Act 1942, First Schedule





The Commonwealth did not initially seek to raise additional aggregate income tax revenue, and, indeed, linked its expansion to a new meanstested widows pension to enhance its political attractiveness.48 With burgeoning war finance requirements, though, from 1943–44 tax rates were increased and the exemption level lowered to £104.49 Together with the company income tax increases, this meant income tax became the dominant revenue raiser for Australia’s WWII involvement, increasing from 14 per cent of total Commonwealth tax revenues in 1939–40 to 43 per cent in 1941–42, and 64 per cent in 1944–45.


While the Commonwealth said its income tax takeover was just for the duration of the war and one year after, it did not return income tax to the states but has instead retained its monopoly since. With income tax now levied more broadly on wage earners, to facilitate collections, in 1941 the Commonwealth introduced a system of collecting taxes on wages by instalments at source, and in 1943 it adopted full pay-as-you-earn (PAYE) arrangements, as well as provisional tax for other individuals income.50


Income tax thus became a mass revenue raiser,51 applying to most income earners. As Figure 2.4 shows, the tax-free threshold (TFT) was above average earnings until 1939–40 but since 1943–44 has been less than half average earnings.




Figure 2.4 Tax-free threshold* as a proportion of average earnings, 1915–16 to 2023–24


[image: image]


* Including impact of general rebates and offsets.


Sources: Income tax Acts; MeasuringWorth.com; ABS





State Taxes


The Commonwealth takeover of income tax, in addition to its monopoly over customs and excise, left the state tax systems in a parlous position and again heavily dependent on Commonwealth grants. Stamp duties were extended to a broader range of financial transactions, such as cheques and other financial documents, although this source of state revenue would be stymied by a broad definition of excise in High Court rulings. Estate duties and land taxes continued alongside their Commonwealth counterparts.


Motor vehicle taxes were introduced by the states from the 1920s and grew to become their largest single source of tax revenue by the 1950s, consisting mainly of registration and licence fees. Gambling taxes were introduced from the 1940s as a form of ‘sin’ tax that became a significant revenue raiser. Similarly, liquor licence fees grew in revenue significance. Entertainment taxes, including on cinema tickets, were levied during the world wars but largely abolished by the 1970s. Specific racing taxes were levied in the 1930s but were subsumed in entertainment taxes.


Overall, the state taxes were structurally weak and volatile, with the main broad-based taxes—income taxes, customs duties, payroll tax and sales tax—all resting at the Commonwealth level. Partially recognising this, the Commonwealth vacated land tax in 1952,52 then entertainment tax in 1953,53 leaving estate duties as the only tax levied by both levels of government (see Table 2.4).




Table 2.4 Tax allocations, 1956–57 (£m)






	Commonwealth


	States







	Customs and excise (286)


	







	Income taxes (620)


	







	Sales tax (126)


	







	Payroll tax (49)


	







	Estate and gift duties (15)


	Estate duties (24)







	


	Land tax (12)







	


	Stamp duties (21)







	


	Motor taxes (34)







	


	Entertainments/gambling/liquor (22)







	Other* (3)


	Other (2)








* Mainly special industry taxes.


Source: CBCS Year Book





THE GOLDEN YEARS


The post-WWII period was a time of relative social and economic stability, Australia’s so-called ‘Golden Years’, but it was also a time when structural problems in the economy were not addressed.


Part of the Commonwealth’s wartime income tax increase was reversed but part of it was retained to finance an expanding social welfare role, including means-tested unemployment relief from 1945. This latter part was rebadged as a social services contribution,54 to be paid into the National Welfare Fund.55 For the next five years, the Commonwealth then levied two separate income taxes: individuals income tax and the social services contribution.56 The increased company income tax rate was also substantially retained, with a general tax rate of 30 per cent continuing along with dividends remaining taxable to shareholders.


As Figure 2.5 shows, in the postwar years, Australia’s overall tax burden fell, but not back to prewar levels. Tax/GDP was around 13 per cent before the war, around 25 per cent during the war, and then, following a spike in the early 1950s induced by inflation and the wool deduction,57 it averaged around 20 per cent before steadily increasing through the 1960s.


This transition, from pre-WWI to post-WWII, marked a change in the nature of government. Pre-WWI, government largely consisted of just its core functions of defence, justice, regulatory activities and general infrastructure, hence requiring taxes of around 5 per cent to 10 per cent of GDP. By the post-WWII period, government had added substantial additional functions in the form of transfer payments and other individualised services to the community, now requiring tax revenues of more than 20 per cent of GDP.




Figure 2.5 Tax/GDP since Federation, Commonwealth and states, 1901–02 to 2021–22


[image: image]


Sources: CBCS; ABS





As Figure 2.6 shows, the driver of these changes was the Commonwealth’s individuals income tax, which replaced customs and excise duties as the largest tax base.




Figure 2.6 Tax mix since Federation (Commonwealth), 1901–02 to 2021–22
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Sources: CBCS; ABS





As Figure 2.7 shows, postwar the states were left with a group of relatively low-yielding taxes, entrenching a high level of vertical fiscal imbalance (VFI) in the Australian federation.




Figure 2.7 Tax mix since Federation (states and territories), 1901–02 to 2021–22
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* Including royalties from 1998 (no data prior to that year), which are technically non-tax revenue.


** Not including motor vehicle and insurance stamp duties.


Sources: CBCS; ABS






1950s and 1960s



While Australia’s tax system was relatively stable through the Golden Years of the 1950s and 1960s, there were some modest tax reform exercises (discussed in Chapter 8) and policy changes.


Based on recommendations from the Spooner standing committee (1950–54),58 in 1950 the Robert Menzies government merged the income tax and social services contributions,59 and reverted to the pre-1942 system of concessional deductions rather than rebates. Further, the continuously increasing income tax rate scale was replaced by an equivalent 28-step MTR system.60 The tax rate differential between property and personal exertion income was removed in 1953.61 In 1951, the primary tax, super tax and undistributed profits tax for public companies were amalgamated.


In the wake of the 1955 Hulme committee, a 50 per cent higher depreciation rate for the diminishing-value method was adopted, in 1957.62 In 1963, following the report of the 1961 Ligertwood committee, the TFT for individuals was raised from £104 to £208.63


There was also some erosion of the income tax base in the second half of the 1950s and first half of the 1960s, with concessional deductions for agriculture and mining.64 Sales tax exemptions were also expanded.


There was little change, though, in the individuals income tax rate structure. After the 1950 move to a stepped MTR scale, tax rate cuts were provided in 195365 and 1954,66 on the back of inflation-driven increases in income tax and to support economic recovery from recession. The individuals income tax rate scale then remained unchanged until 1970, apart from the 1963 increase in the TFT, with twenty-nine MTR steps and a top tax rate of 66.7 per cent above £20 000 ($40 000 from 1966).


With cumulative inflation of over 50 per cent67 and cumulative wage increases of over 100 per cent in this period,68 taxpayers were pushed onto higher tax rates even without an increase in real income. As Figure 2.8 shows, a taxpayer on average earnings in 1954–55 faced a MTR of 17.5 per cent compared with 29.6 per cent in 1969–70. There was consequently a decline in the progressivity of the individuals income tax scale, although this was offset by the greater overall weight of individuals income tax.69


The ‘fiscal drag’ of taxpayers being pushed onto higher tax rates meant that, after the base erosion in the second half of the 1950s, the individuals income tax share of total Commonwealth tax revenue increased from 35 per cent in 1959–60 to 45 per cent in 1969–70 (see Figure 2.6).70




Figure 2.8 MTRs and ATRs at full-time average earnings*, 1950–51 to 2024–25
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* Includes ML.


Sources: Estimates derived from ATO and ABS figures





The expansion of the progressive individuals income tax, in combination with the expansion of a means-tested transfer system, gave Australia the progressive tax/transfer system that broadly has remained in place since. While this provides a significant degree of income redistribution in society, it also creates high effective marginal tax rates (EMTRs) for some groups.


Company income tax remained a steady source of postwar tax revenue. Despite regular tax base erosion, increases in the tax rate from 30 per cent to 47.5 per cent by 1970 (see Figure 2.9) maintained company income tax revenue at around 18 per cent of Commonwealth tax revenue. These company tax rate increases occurred as fiscal policy sought to contain inflation and imports, and to match increases in government expenditure.71


Customs and excise duties also remained a significant revenue source, with customs duties playing a continuing role as a trade barrier. Excise collections grew in relative importance as petrol, alcohol and tobacco became targets for tax increases, surpassing customs revenue from the 1950s.


With the Commonwealth’s three main tax bases—individuals income tax, company income tax, and customs and excise duties—all continuing to grow, Commonwealth tax/GDP rose over the 1960s, from 15 per cent in 1962–63 to 18 per cent in 1970–71 (see Figure 2.5).




Figure 2.9 Company income tax rate*, 1915–16 to 2023–24
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* Standard rate (there have been additional levies and lower rates for small companies at times).


Sources: Gunn, Berger & Maas; various income tax Acts





As discussed in Chapter 12, the states, however, were struggling with their tax bases. They extended stamp duties to a wider range of commercial transactions in the 1960s, but a 1970 High Court ruling found that this contravened the Commonwealth’s exclusive constitutional right to impose excises,72 necessitating additional Commonwealth grants as compensation for the lost revenue. With the states lacking a growth tax, the Commonwealth passed payroll tax to them in 1971.73


THE REFORM ERA


The last three decades of the twentieth century in Australia were characterised by economic crises, then a golden era of economic reform.


1970s Inflationary Pressures


High inflation in the 1970s pushed taxpayers onto higher individuals income tax rates and degraded business capital and stock tax valuations. It also exposed serious flaws in the income tax base, with capital gains and fringe benefits largely untaxed. Those who could manipulate the form of their income avoided tax, while wage earners shouldered an increasing tax burden. There was growing dissatisfaction with the Commonwealth tax system.


In 1972, in this context, the Asprey committee (discussed in Chapter 8) was established, with its findings setting out a blueprint for the Australian tax system that would inform tax reform over the following twenty-five years. By the time the committee’s final report was released in January 1975, however, the Gough Whitlam government was in political turmoil preceding the November 1975 Dismissal, and the Asprey report had limited initial impact. The interim report, though, informed the 1974 Budget reduction of the number of individuals income tax rate steps, from twenty-nine to fourteen,74 and the final report informed the further 1975 Budget restructuring from fourteen to seven steps.75


The 1975 Budget also replaced a range of concessional tax deductions with tax rebates, calculated at 40 per cent of the deduction amounts previously allowed.* This included a new sole-parent rebate and more generous dependants’ rebates as an additional recognition of families in the tax system. A minimum concessional rebate of $540 for all taxpayers effectively raised the TFT from $1041 to $2520 (average earnings were around $6000).76


Tariffs


In 1973, the Whitlam government implemented an across-the-board tariff cut. Tariffs (customs duties) had long been part of Australian policy, both as an industry protection measure and a revenue source. The new Whitlam government, though, saw a tariff reduction as an anti-inflation strategy, and in June 1973 it commissioned a report by a group led by Alf Rattigan,77 then chair of the Tariff Board and known to favour tariff cuts. Three weeks later, the group recommended a 25 per cent across-theboard tariff reduction, which the government accepted and implemented. This was an important economic reform, reducing a tax on imports and increasing the level of competition for Australian industry. It was also an erosion of the revenue base.


From Whitlam to Fraser


With double-digit inflation continuing to cause problems for the tax system (and the economy more broadly), there were strong arguments to index aspects of it. The 1975 Mathews committee (discussed in Chapter 8) recommended indexing the individuals income tax rate scale and parts of the business tax base. The Whitlam government did not act on these recommendations, but the incoming Malcolm Fraser government did introduce full indexation of the individuals income tax rate scale and some rebates from 1976–77.78 A stock value adjustment was also introduced. Indexation, however, did not stand the test of political time and was ceased in 1979–80.79


The Fraser government’s 1977 Budget further reduced the number of individuals income tax rate steps to three (see Figure 2.10). The general rebate for low-income earners (discussed in Chapter 8) was also abolished and the TFT raised to $3750.80 A standard tax rate of 32 per cent then applied up to $16,000, which covered 90 per cent of taxpayers.81 The top tax rate was reduced from 65 per cent to 60 per cent, cutting in around three times average earnings.




Figure 2.10 Individuals income tax rate scale, 1976–77 and 1977–78


[image: image]


Source: 1977–78 budget papers, Statement 4





These changes constituted a substantial tax cut, which was presented as a ‘fistful of dollars’ in the 1977 federal election campaign. The tax cuts, however, were regarded as unaffordable,82 and were partially reversed after the election with a one-off increase in the standard rate and the cessation of indexation. The company tax rate was also increased from 42.5 per cent to 46 per cent from the 1976–77 income year, justified by the generous concessions, such as the investment allowance and trading stock indexation, that had been provided to business.83


Families with children have been provided with financial assistance in Australia since 1912,84 through a mix of payments and tax concessions. The Fraser government replaced the tax concessions with the Family Allowance in 1976 to target assistance to low-income earners,85 consistent with the 1975 Henderson Poverty Inquiry recommendations.86 This change recognised that assistance to disadvantaged groups, particularly low-income earners, is better targeted through the transfer system than the tax system.


Until the 1970s in Australia, domestically produced oil was priced well below international prices. A limited crude oil levy was introduced by the Whitlam government in 1975, and in the 1977 and 1978 budgets the Fraser government raised the levy to establish international purchasing power parity for oil produced in Australia, the levy ensuring the increased price accrued to public revenue.


The large postwar individuals income tax increases led to pressure for a tax mix switch to place greater reliance on indirect consumption tax. In 1980, John Howard as treasurer flagged a review of indirect consumption taxes, and while that process was short-lived, the WST rates were increased by 2.5 percentage points in both the 1981 and 1982 budgets.87 The Commonwealth also introduced a bank account debits (BAD) tax from 1983,88 then passed it to the states in 1990. Further, most of the states introduced financial institutions duties (FID) between 1982 and 1992.


With Australia battling stagflationary conditions (see Figure 2.11), a 40 per cent investment allowance was introduced after the 1975 election.89 As recession loomed in the early 1980s, a 1982 tax statement introduced further tax breaks to stimulate investment.90 Accelerated depreciation was provided for all plant and equipment, over either five or three years— so-called five/three depreciation. Depreciation was also provided for all non-residential, income-producing buildings.




Figure 2.11 Stagflation, 1970–71 to 1985–86


[image: image]


Sources: Reserve Bank of Australia (RBA) (Consumer Price Index (CPI) and unemployment); ABS (GDP)





The Fraser government also reformed Commonwealth–state financial relations. Its 1976 new federalism policy replaced grants with a taxsharing arrangement, with revenue provided to the states in a way that sought to equalise their financial capacity—referred to as horizontal fiscal equalisation (HFE).


Estate duties also came under pressure in the 1970s due to design issues and perceived hardship. They were abolished by both the states and the Commonwealth, commencing with Queensland in 1977, then the Commonwealth in 1979 and all states by 1984. This left the federation with a full delimitation of taxes (see Table 2.5) for the first time since 1910.




Table 2.5 Tax allocations, 1984–85 ($m)






	Commonwealth


	States and local government







	Customs and excise (12 051)


	






	Income taxes (35 309)


	






	Sales tax (4966)


	






	

	Payroll tax (3059)







	

	Land tax and property rates (2904)







	

	Stamp duties (1524)







	

	Motor taxes (1485)







	

	Gambling taxes (1033)







	

	Business franchise fees (1119)







	Other (744)


	Other (1287)








Source: ABS (Revenue Statistics)





The states’ remaining taxes were under ongoing stress. In regards to payroll tax, from the early 1980s the interstate uniformity started to break down as tax competition drove rate divergences and base erosion. With land tax, exemptions were introduced for owner-occupied housing and primary production land.91 With motor taxes, higher petrol prices in the 1970s made the state charges more difficult to maintain at previous levels.92


Avoidance and Evasion


The most politically sensitive tax issue of the early 1980s was tax avoidance and evasion. With inflation pushing more taxpayers onto the top individuals income tax rate of 60 per cent, a company tax rate of 46 per cent, and gaping holes in the tax base, avoidance and evasion became pervasive. The High Court, with Garfield Barwick as chief justice, facilitated these practices in rulings against the Australian Taxation Office’s (ATO) application of section 260 of the Income Tax Assessment Act 1997’s anti-avoidance provisions, enabling the commercial marketing of tax-avoidance schemes.93


The most audacious of these activities were the so-called ‘bottom-ofthe-harbour’ schemes whereby companies were stripped of their assets and profits before their tax liabilities fell due. The schemes were legislated against prospectively in 1980 and retrospectively in 1982. The extent and brazenness of such behaviour impacted on broader taxpayer morality, as wage and salary earners with limited opportunities to artificially reduce their taxes saw others doing so. Broad anti-avoidance provisions were also legislated in 1981, with Part IVA replacing the ineffective section 260 arrangements. This issue, though, would figure prominently in the developing case for tax reform.


Income Tax Reform


The 1983 election of the Hawke government set in train an economic reform program, and tax was a major part of that.


In a May 1983 economic statement, superannuation lump sum payments were made taxable in respect of service after 30 June that year, generally at the standard rate of 30 per cent,94 ending the arrangement that had been in place since 1915 whereby income streams were fully taxable but only 5 per cent of lump sums was included in assessable income. Further, the rebate for basic health insurance premiums was abolished and a 1 per cent income levy was introduced in 1984 to help finance Medicare. Other measures sought to further counter tax avoidance and evasion, including the 1983 introduction of a Prescribed Payments System (PPS) which deducted tax at source in industries where evasion was known to be significant, such as construction.


In the 1984 Budget, a new five-step individuals income tax scale replaced the previous three-step scale, ‘to make the tax system more progressive and fair’ according to then Treasurer Paul Keating.95 There was also a restructuring of the taxation of wine and beer, with the excise on light beer lowered and wine made subject to WST.


However, the Australian tax system was facing greater challenges. Narrow tax bases and policy design flaws required the maintenance of high tax rates to provide for the growing revenue requirements of government. A central problem was that inflation had pushed taxpayers onto higherincome tax rates, with individuals on average earnings facing a MTR of over 40 per cent by 1984 (see Figure 2.8). What’s more, as Figure 2.12 shows, the top tax rate was cutting in much earlier than previously—in 1953–54 it cut in at twenty times average earnings, but by 1983–84 at just 1.8 times. The share of income tax actually paid by high-income earners, though, had fallen96—high tax rates and a flawed tax base had provided the incentive, and opportunity, to avoid or evade tax.




Figure 2.12 Top MTR*, 1915–16 to 2024–25


[image: image]


* Includes additional levies such as ML.


Sources: Income tax Acts; ABS






Reform of the Australian Tax System



In this context, the Hawke–Keating government commissioned a tax review, with a draft white paper (DWP) to be produced for a tax summit in July 1985 (discussed in Chapter 9). The proposed Reform of the Australian Tax System (RATS) package was close to the full Asprey blueprint, with comprehensive broadening of both the income and consumption tax bases.


The consumption tax reforms didn’t survive the tax summit process, but the income tax reforms, including a CGT, a FBT, the tightening of expense claims, a FTCS and dividend imputation,97 were largely implemented. It represented a major broadening of the income tax base and reform of the business tax system.


The dividend imputation system replaced the previous classical company income tax system. Company income is, in economic substance, income of the shareholders. As such, the conceptual ideal is that it would be notionally allocated to the shareholders and taxed at their marginal tax rates; that is, full integration or partnership treatment. Dividend imputation provides partial integration of the individuals and company income tax systems by providing credits for company tax paid on distributions to shareholders.*


The CGT was levied on a realisations basis and fully indexed for inflation. The FBT was levied on employers at the company tax rate.98 The dividend imputation system applied to residents, with the company tax rate increased to 49 per cent—aligning it (temporarily) with the new top individuals income tax rate—to defray the revenue cost. The FTCS provided a credit for foreign tax paid on foreign-source income. Further, the WST was simplified to three rates, namely 10 per cent, 20 per cent and 30 per cent; changes to PAYE and PPS collected tax in a timelier way; and a national identification system, the Australia Card, was proposed to help combat tax evasion.


The final RATS package included substantial individuals income tax cuts. With the income tax base–broadening measures mostly impacting higher-income earners, the top individuals income tax rate was reduced from 60 per cent to 49 per cent, and the intermediate rate to 40 per cent (see Figure 9.2 in Chapter 9).


Tax Administration


Significant tax administration reforms were also underway. Introduction of the PPS required the ATO to develop computer-based systems to process large amounts of data, and other computer technology advances further enhanced its ability to manage taxpayer compliance. The 1986 introduction of self-assessment was then a major change in the way the ATO administered the tax system, freeing ATO assessors from manually checking each tax return and enabling them to undertake higher-priority work.99


Resource Rent Tax


Australia has long grappled with how to tax the extraction of its natural resources. The incoming Hawke government proposed replacing the Commonwealth’s crude oil excise and royalty regime with a PRRT, as a more efficient and equitable way for the community to share in the benefits of extracting this non-renewable resource. After protracted negotiations with the industry and the states, a PRRT on certain offshore petroleum projects took effect from 1988.100 It was a modified version of a Brown cash-flow tax, imposed at 40 per cent on the excess of project receipts over expenditures (current and capital), with any losses carried forward at a compound rate. Over time, the PRRT was extended to all oil and gas projects,101 but it now applies only to offshore projects.102


1988 Economic Statement


A further substantial set of tax policy changes was made in a May 1988 economic statement (discussed in Chapter 9). The company income tax rate was cut from 49 per cent to 39 per cent (ending the alignment with the top individuals income tax rate), funded by base broadening, including the removal of five/three depreciation. With superannuation, part of the tax on end-benefits was effectively brought forward, leaving superannuation with some tax on each of contributions, earnings and withdrawals. There was also a general phasing down of tariffs, substantially lowering trade barriers but also reducing that revenue source to a trickle.


Prices and Incomes Accord


The Prices and Incomes Accord was central to policymaking under the Hawke–Keating governments, with the Australian Council of Trade Unions (ACTU) agreeing to wage restraint in return for tax cuts and other social wage measures.103 As part of Accord V, the April 1989 economic statement provided large individuals income tax cuts, including reducing the bottom tax rate from 24 to 21 per cent and the top rate from 49 to 47 per cent.104


Award-based superannuation was also advanced through the accords.105 The 1991 Budget then introduced compulsory superannuation contributions for all employees, with a legislated Superannuation Guarantee.106 The SG began at 3 per cent for smaller businesses and 5 per cent for larger ones, and was scheduled to reach 9 per cent by 2000–01.107 It was enforced by a tax levy on employers that neglected to pay their employees at least the legislated minimum amount.108 The SG has since been legislated to increase further to 12 per cent from 1 July 2025.


Fightback! Vs One Nation


The boldest tax reform plan of the time came from the Opposition, with John Hewson’s 1991 Fightback! proposing a 15 per cent GST to replace a range of Commonwealth and state indirect taxes and help fund individuals income tax cuts.109 Keating’s policy counter was the 1992 One Nation statement, which partially matched the individuals income tax cuts but without a GST, relying instead on optimistic economic forecasts. Against the odds, Keating won the 1993 federal election and so had to engineer a way to manage the budget damage (discussed in Chapter 10).


Consumption Tax Reform


The 1996 election of the Howard government brought fiscal repair with substantial spending cuts and tax increases in that year’s Budget. The tax measures included a gun buyback levy, a ML surcharge for high-income earners without private health cover, a 15 per cent superannuation contributions surcharge for high-income earners, a reduction in the research and development (R&D) tax concession to 125 per cent, an increase in the TFT for families with children, and a health insurance tax rebate.


A New Tax System


In 1997, the Commonwealth government initiated a further tax reform exercise following a High Court ruling that effectively struck down the states’ business franchise fees (BFFs) on the grounds they amounted to excises,110 highlighting the inadequacy of the state tax bases (discussed in Chapter 10). The A New Tax System (ANTS) review was asked to consider a broad-based consumption tax, Commonwealth–state financial relations reform and a reduction in individuals income tax.


The ANTS centrepiece reform was a 10 per cent value-added tax—the GST. The proposed coverage was fairly broad but with exemptions for health, education, child care, charities and religious services. The GST was to be legislated by the Commonwealth, which alone had the necessary constitutional power, but an intergovernmental agreement (IGA) stipulated all of the revenue would go to the states and territories in return for the abolition of Financial Assistance Grants (FAGs) and nine state taxes, in addition to the Commonwealth abolishing WST.111


The Howard government took its tax reform package to the 1998 election and was narrowly returned. Engineering passage of the legislation in the Senate, though, resulted in the exclusion of basic foods from the GST. The reduced GST revenue necessitated adjustments to the IGA with the states, with just four of the previous nine state taxes to now be removed: financial institutions duty, debits tax, stamp duty on marketable securities, and bed taxes.112 It was agreed, however, that the need for retention of the others would be reviewed,113 and they have since largely been removed.114


The GST, which commenced on 1 July 2000, had significant exemptions, including for education, health and food, but still covered around 56 per cent of private consumption. The states separately legislated for the removal of their nominated taxes.


The ANTS package also contained substantial individuals income tax cuts, which included reducing the 34 per cent and 43 per cent rates to 30 per cent, such that over 80 per cent of taxpayers would face a MTR of 30 per cent or less (not including the ML) (see Figure 10.6 in Chapter 10). There was also a rationalisation of family assistance, with twelve tax and transfer programs rationalised to three: Family Tax Benefit Part A, Family Tax Benefit Part B and Child Care Benefit.


There were also further tax administration reforms. To simplify reporting obligations, the Australian Business Number (ABN) was introduced,115 and to streamline tax payment arrangements, five existing systems were replaced with one pay-as-you-go (PAYG) system.


Business Tax Reform


The separate 1999 Ralph review considered reform of Australia’s business tax system (discussed in Chapter 10). The headline measure in the government’s response was a reduction of the company tax rate to 30 per cent from 2001–02 (see Figure 2.9), to be financed by the removal of accelerated depreciation,* as well as integrity measures.116 The package also replaced indexation of the CGT cost base for inflation with the inclusion of 50 per cent of nominal capital gains for individuals and two-thirds for superannuation funds.117 Integrity measures included restricting the use of non-commercial losses118 and the alienation of personal services income.119 The Board of Taxation was also established,120 in 2000, with a remit to advise the treasurer on the development and implementation of tax legislation, particularly on business tax issues.


THE TWENTY-FIRST CENTURY


The twenty-first century in Australia got off to a strong economic and fiscal start, riding the resources boom, but has since been hit by major shocks in the form of the GFC and COVID-19, in addition to a fraught political environment. Consequently, it has not featured significant economic reform.


In the wake of the 1980s and 1990s tax reforms, there was a degree of stability in the structure of Australia’s tax system. With the emerging resources boom driving strong revenue growth, though, there were opportunities to announce tax cuts.


Income Tax Cuts


The 2003 Budget commenced a series of individuals income tax cuts. With a stepped MTR schedule, tax cuts can be delivered either by decreasing the rates or increasing the thresholds at which the rates change. Generally, decreasing the rates provides a smaller MTR cut for a greater number of people, while increasing the thresholds provides a greater MTR cut for a smaller number of people. Both actions lower ATRs. The 2003 Budget tax cuts were delivered by increasing the thresholds.


The 2004 income tax cuts were again delivered by increasing thresholds such that more than 80 per cent of taxpayers would be on a tax rate of 30 per cent or less (not including the ML). The 2005 tax cuts reduced the lowest tax rate from 17 to 15 per cent and increased other thresholds. The 2006 tax cuts came from a mix of threshold increases and rate cuts, including a cut in the top tax rate from 47 to 45 per cent. The 2007 tax cuts were delivered with further increases in the thresholds. Figure 2.13 shows the impact of these combined changes.




Figure 2.13 Resources boom individuals income tax cuts


[image: image]


Sources: ATO; ABS






Simplifying Superannuation



Resources boom revenues also enabled a significant change in the taxation of superannuation, with the 2007 removal of the tax on withdrawals for people aged over sixty and the abolition of reasonable benefit limits (RBLs). This was effectively a continuation of the 1988 changes that had brought some of the tax on withdrawals forward to tax most contributions and earnings at 15 per cent.


A savings vehicle has three possible taxing points: contributions, earnings and withdrawals. Consumption tax treatment entails taxing just withdrawals, with contributions and earnings exempt, which can be depicted as exempt, exempt, taxed (EET). Income tax treatment entails taxing just contributions and earnings, with withdrawals exempt, which can be depicted as taxed, taxed, exempt (TTE). Prior to 1988, the taxation of superannuation was something like EET (consumption tax treatment), but after those changes there was some tax at all three points. By removing the tax on withdrawals, the 2007 changes left us with a concessional version of TTE (income tax treatment).121 Table 2.6 provides a time line of the changes in the taxation of superannuation.




Table 2.6 Time line of changes in the taxation of superannuation


[image: image]


* The Low Income Superannuation Tax Offset (LISTO) and Division 293 each commenced in 2012 (see discussion below).





In place of RBLs on withdrawals, new caps were introduced on contributions to superannuation. Pre-tax contributions were limited to $50 000 per annum (pa) and post-tax contributions to $150 000 pa. With average earnings around $60 000 and a SG rate of 9 per cent, this left significant room for additional voluntary contributions.


By removing RBLs and the taxation of end-benefits, the 2007 changes provided some simplification. The changes, however, also increased the size of the overall tax concession for superannuation, hence the new contributions caps. They increased the tax concession but put greater ringfencing in place. They made it more attractive to get money into superannuation, especially for high-income earners, but restricted the amount that could be contributed.


Australia’s Future Tax System


Following the 2007 election of the Kevin Rudd government, the 2020 Summit proposed using the strong fiscal position consequent upon the resources boom to ‘buy’ some further tax reform.122 The government hence commissioned the Australia’s Future Tax System (AFTS) review (discussed in Chapter 11). Just as AFTS was getting underway, however, the GFC struck and the government responded with large fiscal stimulus packages in late 2008 and early 2009.123


The consequences for the AFTS review were profound. In place of projected large budget surpluses were large deficits. This necessitated a more conceptual approach concerning the long-term direction of the Australian tax system. AFTS, nonetheless, produced a comprehensive report in December 2009 with 138 recommendations for reform across the Australian tax system.


AFTS proposed a reduction in the company tax rate to 25 per cent to encourage foreign direct investment, in conjunction with improved arrangements for taxing non-renewable resources by replacing royalties with a 40 per cent resource rent tax.124 Other proposals included a simple two-step individuals income tax rate scale, a uniform discount of 40 per cent for the taxation of the return from most savings vehicles, taxing superannuation contributions at individuals’ marginal tax rates less an offset, and transitioning away from stamp duties to broad-based land taxes.
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