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Introduction 
 
The Business Coalition for Tax Reform (BCTR) is a forum for consolidation of the 
views of the business community on tax reform issues.  The Members of the BCTR 
have a common desire to provide a unified approach to building a better tax system 
that enhances both international and domestic business competitiveness and 
fairness and which assists in creating a business climate conducive to investment, 
growth, job creation and private saving. 
 
The Members of the BCTR believe that Australia should continuously aim for an 
optimal tax system and the BCTR aims to promote 10 principles for Australia’s 
taxation system.  These are: 
 

1. The tax system should be simple, transparent and should minimise 
uncertainty. 

 
2. The design, administration and operation of the tax system should be 

undertaken with full and effective consultation with relevant stakeholders 
including the business community. 

 
3. The tax system should fairly balance the need to protect the taxation revenue 

base with the principles of a good tax system, i.e. efficiency, fairness 
(horizontal and vertical equity), simplicity, clarity, certainty and low compliance 
costs. 

 
4. The tax system should enhance competitiveness by providing a climate 

conducive to improved investment in Australia and from Australia for 
Australian-based entities and individuals. 

 
5. Indirect taxation at the state and territory level should be more efficient and 

competitive. 
 

6. The pattern of Federal/State financial relations should be transparent, efficient 
and sustainable. 

 
7. The tax treatment for savings should be consistent with an overall savings 

policy that encourages the sustainability of strong, ongoing growth. 
 

8. The tax, and social security, treatment of personal income and fringe benefits 
should conform to the principles of fairness, efficiency and simplicity. 

 
9. The tax system should avoid the double taxation of business income and 

provide relief for all business expenses. 
 

10. The tax system should not impede organisational restructuring. 
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The BCTR maintains an active interest in the implementation of the Government’s tax 
reforms and continues to promote understanding of the reasons for reform and to 
provide input into the implementation process.  
 
While much has been achieved in the past six or so years in the tax reform arena, 
there is still much to be done.  Australia cannot afford to rest here, nor can 
governments afford to restrict their consideration of taxation reform to business tax 
levied at the Federal level and the domestic taxpayer. The BCTR wishes to 
encourage both Federal and State Governments to take a renewed interest in tax 
reform and to do so from a ‘whole of economy’ perspective.  The best taxation 
system for sustained long-term economic growth requires that all levels of taxation in 
Australia are working efficiently.  
 
Priorities for Australian Tax Reform 
 
By its nature the BCTR has a substantial interest in the efficient operation of 
business taxation.  Further business tax reform remains a significant policy issue, 
however, the BCTR sees tax reform across the whole system as fundamental in 
providing a framework for sustainable business productivity and Australia’s long term 
economic growth prosperity.  Priority at this point in Australia’s taxation reform should 
be given to: 

1. implementing the remaining outstanding business reform measures. This should 
encompass those measures already announced by Government, agreements 
regarding taxation reform between the State and Commonwealth Governments, 
reform of international taxation arrangements and recommendations by the 
Board of Taxation that are yet to be adopted or implemented; 

2. the overhaul of Australia’s personal tax system. Economic efficiency and social 
equity are maximised by a sound personal tax system.  There are significant 
gains to equity and efficiency which can be made to our current personal income 
tax system across all income levels; and 

3. further business tax reform in order to maintain our international competitiveness 
and growth. 

 
The BCTR has established four working groups with the aim of encouraging 
Government and the community to move the tax debate forward. The BCTR working 
groups cover: 
 
• International taxation; 
• State taxation; 
• Personal taxation; and 
• Tax administration. 
 
International Taxation 
 
The Government made a number of important policy announcements in May 2003 
regarding the International Tax arrangements that provide the framework for policy 
announcements.  These international tax announcements have led to a productive 
consultation process with a range of stakeholders.  The New International Tax 
Arrangements Bill 2003, was introduced on 4 December 2003.  This represents the 
initial tranche of a series of important legislative measures that, once enacted, the full 
range of measures will cut unnecessary compliance costs for business and enable 
Australian companies to compete more effectively against other multinationals.   
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The recently enacted International Tax Agreements Amendment Act 2003 updates 
the commercially critical Australia/UK Double Tax Agreement.   
 
The BCTR commends the Government for following through on the long overdue 
reform of Australia’s international tax system, and will continue to participate in the 
consultation process through its working group. 
 
The BCTR and other business groups also sought reform of Australia’s imputation 
system as it applies to the foreign earnings of Australian based multinationals.  
However, this has not been adopted by the Government at this time.  As more and 
more Australian companies expand globally, we consider this is an issue that will 
need to be addressed.  Many other developed countries are undertaking or 
considering similar reforms and such reform is consistent with the principle that 
Australia’s tax system should not create inefficient distortions in the market. 
 
The BCTR are aware that although the Board of Tax assessed that the benefits of 
this measure for Australia outweighed the costs, Government considered the cost of 
this measure to be a limitation in its immediate adoption.  Given the sustained very 
strong performance of the corporate income tax revenue base, the BCTR may 
undertake further work in the longer term with the view of having the Government 
reconsider this matter.  In the meantime, however, our focus will be on consulting 
with Treasury on the measures announced by the Government, and progressing any 
legislation through the Parliamentary process. 
 
State Taxation 
 
The objective of the BCTR in the area of State Taxation is to have a range of 
inefficient and distortionary taxes on business transactions levied by the states and 
territories removed.  These taxes were originally scheduled for removal under the 
terms of the original New Tax System proposals.   
 
In 1999 all the states and territories, together with the Commonwealth, agreed to the 
objective of removing these taxes.  A timetable was agreed to under which some 
taxes would be removed and the affordability of removing others would be reviewed 
by 2005.  As the revenue from the GST is growing, the ability of many of the states 
and territories to remove these taxes is increasing.  The BCTR is seeking: 
 

1. an open and transparent review of the ability to remove these taxes in the 
timeframe set for 2005;  

2. the establishment of clear benchmarks that will trigger the removal of these 
taxes as the revenue from the GST grows; and   

3. identification of other inefficient state taxes to be addressed in an agreed 
framework of action.  For instance, stamp duty for residential property, 
insurance taxes, payroll tax, and land tax.   

 
Personal Taxation 
 
Australia’s personal taxation system directly impacts on the framework in which 
Australians do business.  Personal tax influences how Australians structure their 
small and medium enterprises, how they consume, invest and save.  The structure of 
Australia’s personal tax system will influence the long term growth of the economy 
including prospects for individual businesses.  Moreover, the overall structure of 
Australia’s personal tax system impacts directly on Australia’s international 
competitiveness from the perspective of retaining and attracting talented individuals.  
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The BCTR supports major personal tax reform in a way that ensures substantial long 
term benefits.  The BCTR does not support partial reform or targeted hand outs 
through tax cuts but seek a review of the full personal tax system. 
 
In this light we have identified two key issues to be addressed as part of a full 
personal tax reform agenda.  They are: 
 

• Australia’s two highest marginal rates that commence at very low income 
thresholds by international standards; and  

 
• the necessity to consider closely the issue of the effective marginal tax rate 

problems experienced by many taxpayers, particularly families. 
 
Over the last decade there have been changes to the rates of personal income tax, 
addressing in particular families with children.  However, there has been no 
systematic review of personal income tax, with a view to improving its collection, 
efficiency and simplicity, and ensuring it is internationally competitive.  It is perhaps 
surprising that a review of the Federal Government’s most significant source of 
revenue, personal income tax, has not taken place, when there has been substantial 
reform of business and indirect taxes. A recent European Commission study found 
that the increase in labour taxes over the period 1970-2002 accounted for roughly 
half of the rise in structural unemployment.  While this result does not necessarily 
translate to Australia, it is indicative of the importance of personal income tax, and 
the ability of such a large contributor to Federal revenue to influence the economy. 
 
For these and the reasons set out in Appendix A to this submission, the Members of 
the BCTR consider that personal taxes are an important issue for business.  The 
BCTR, therefore, has not restricted itself to consideration of issues such as the 
recent GST and business tax reforms. 
 
The BCTR strongly supports major reform of Australia’s personal tax system.  Such 
reform should be preceded by an in-depth examination of a wide range of 
behavioural drivers, focusing on macro-economic factors, including incentives to work 
and save. 
 
Tax Administration 
 
The BCTR’s objectives for tax administration are to ensure that the administration of 
Australia’s tax system operates effectively with minimal compliance costs for 
taxpayers.  The BCTR seeks improvements where it is evident that the tax 
administration system is failing to deliver. 
 
The BCTR has identified the following two key issues to be addressed as part of the 
tax administration agenda.  They are the board of Taxation’s post-implementation 
reviews and the work of the Inspector-General of Taxation. 
 
The BCTR supports the Government and Board of Taxation in undertaking post 
implementation reviews of tax legislation to assess the quality and effectiveness of 
the legislation.  The BCTR also supports the principles the Board will be using to 
inform its review process, that is, that the legislation give effect to policy intent, is 
expressed in a clear, simple and comprehensible manner, avoids unintended 
consequences of a substantive nature, takes account of actual taxpayer 
circumstances and commercial practices, is consistent with other tax legislation and 
provides certainty. 
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The BCTR notes that the non-commercial losses provisions will be the first area for 
review by the Board.  While the BCTR supports the review process, no submission 
will be provided on this review as it is not an area of priority for our Members.  The 
Chair of the BCTR will write to the Board of Taxation separately noting the priorities 
for our Members which are, Pay-as-you-go instalments, Fringe Benefit Tax group 
certificate reporting, and Uniform Capital Allowances. 
 
The BCTR was a strong advocate for the establishment of the Inspector-General of 
Taxation (IGOT): 
 

• to provide a new source of independent advice to Government on systemic 
problems in the administration of the tax system; 

• as an independent statutory authority, independent of Treasury and the ATO 
and the Minister – accountable to the Parliament. 

• With capacity to accept a reference from the Minister and other 
parliamentarians and Government agencies, but with the independence to 
determine priorities and allocate resources; 

• Not to be confused with, or duplicate, the role of the Tax Ombudsman or the 
Auditor-General. 

• Be provided with the capacity to invite submissions from the public, engage in 
an open consultation process and to invoke statutory information gathering 
powers to compel the production of information by ATO officials. 

• For the purpose of defining the breadth of the IGOT’s investigative powers, 
the definition of tax laws includes everything that the ATO is administering. 

 
On this basis, the BCTR welcomed the announcement of David Vos, AM as the 
inaugural IGOT.  The BCTR met with Mr Vos in September 2003 to discuss a 
number of aspects of his proposed work agenda. 
 
On 7 December 2003, the IGOT released five Issues Papers on systemic issues 
with the tax system.  The BCTR is encouraged by this review and will seek to 
remind the IGOT that, in his consideration of systemic failures, he should not 
focus only on the impact to small companies on the basis that the larger 
companies have more resources to meet the compliance costs.  It is important for 
Australia that we get the system to work better and minimise the impact on all 
business regardless of its size.  
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Appendix A 
 
Policy Paper Personal Tax Reform 
 
January 2004 
 
Introduction 
 
This paper discusses the potential for personal taxation reform in Australia.  The 
BCTR’s objective is to encourage Government to build a fair and progressive 
personal tax system that promotes a climate conducive to economic growth. 
Australia’s personal tax system should promote, by removing disincentives, high work 
participation and productivity, savings and investment.  The personal tax system 
should also promote economic growth in a way that raises living standards across all 
income brackets and enhances long term national prosperity. 
 
For the above reasons BCTR is committed to a review of personal taxes regime in 
Australia.  The BCTR has identified the following two key issues to be addressed as 
part of the personal taxes reform agenda.  These are: 
 
• Australia’s high marginal rates that apply from very low income thresholds 

by international standards; and 
 
• the necessity to address the effective marginal tax rate problems 

experienced by many taxpayers, particularly families. 
 
The paper considers these and other issues in four main parts: 

1. The impacts of the personal tax system on Australia and 
Australian business; 

2. Australia’s current personal tax system; 
3. Prospects for reform in the macroeconomic context; and  
4. Reform priorities and other benefits. 

 
It concludes that we have significant opportunities for personal tax reform in the 
short/medium term that will have long term benefits for the Australian economy and 
all taxpayers generally. 
 
I.  The impacts of the personal tax system on Australia and 
Australian business  
 
Business is intrinsically interested in improvements to the efficiency and equity of the 
Australian tax system, as a more efficient and equitable economy will sustain 
improving levels of consumer and business activity.  Business is also a stakeholder 
in the personal tax reform debate since changes to personal taxes can impact on the 
structure, mix and revenue generative capacity of the business tax system.  In 
addition, most businesses and domestic investors pay tax under the personal income 
tax model, rather than under the company tax regime. 
 
Typically over the last three decades, personal income tax has accounted for about 
40 per cent of Australia’s total taxes, compared with an OECD unweighted average 
of about 30 per cent.   Australia’s company tax receipts over the same period, as a 
percentage of total taxes have been broadly double the OECD unweighted average.  
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The BCTR does not advocate a sudden change in Australia’s tax mix and recognises 
the difficulties in doing so without simultaneously creating pressures to raise the 
overall level of taxation.  The BCTR does, however, emphasise that given its strong 
reliance on the personal tax system, Australia needs to review its personal tax 
system to ensure it is fair, efficient and internationally competitive. 
 
The personal tax system influences Australian business growth prospects (and 
therefore economic growth) directly in a number of ways. 

1) A personal tax system with high marginal and high effective marginal tax rates 
impacts unfavourably on workforce participation, skills acquisition, training 
and labour turnover.  These impacts are becoming even more critical as we 
face an ageing population and possible declines in overall workforce participation.  
These work-related tax distortions currently occur at a number of levels in 
Australia:  

a) The higher level tax rates (43.5% and 48.5% including the Medicare levy) 
apply at relatively low rates of income ($A52,000 and $A62,500 respectively) 
and impact on a comparatively large proportion of the population. These rates 
detract from the rewards and incentives for higher levels of workforce 
participation.  They reduce the benefits that individuals reap from upgrading 
skills and otherwise seeking better employment opportunities. 

b) The high effective marginal tax rates applying due to the interactions between 
the income support system and the income tax system spread these work 
disincentives to other segments of the population.  The withdrawal of the 
Family Tax Benefit (Part A) (FTBA) is a significant contributor to this.  Many 
parents in middle-income families experience effective marginal tax rates of 
61.5% due to the combination of the FTBA income test, personal income tax 
and the Medicare levy.  Many second income earners in two-income families 
find that, even at comparatively low levels of income (i.e. below $21,600), 
effective marginal tax rates of 47% will apply (due to the loss of 30 cents of 
FTBA for every extra dollar earned and a tax rate of 17%).  

c) The combination of personal tax rates and income tests applying to other 
income support payments can have the added disincentive of perpetuating 
welfare dependency by reducing the benefits of participation in the workforce. 
Unemployed people, disability pensioners, sole parents and age pensioners 
with opportunities for part-time work all experience an erosion of financial 
incentives to work as a result of the high effective marginal tax rates.  

2. High marginal tax rates and high effective marginal tax rates represent a serious 
barrier to personal saving.  Australia’s income tax system, like that in most 
other countries, taxes the income from regular saving even when it is retained for 
further saving.  As such it strikes at the heart of the accumulation process and 
undermines the power of compound interest.  Even at low rates of tax this is a 
distortion against saving and the high marginal tax rates that apply in Australia 
exacerbate the problem greatly.  For many Australians, particularly those in a 
position to save, high marginal tax rates remove the possibility of earning a 
positive real rate of return from a regular saving account. 

3. The personal tax system creates particular barriers that inhibit Australia’s 
ability to compete in internationally mobile segments of the labour market.  
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Australia needs to be able to attract skilled workers from around the world.  This 
is crucial given Australia’s geographic isolation in a rapidly globalising world.  
Australia’s advantages include, a stable democratic system, high living standards, 
the English language and a pleasant climate, but our comparatively heavy 
personal tax burdens work against our ability to attract such workers. 

Often, expatriates working in Australia are compensated for Australia’s much 
higher personal income tax by means of a “tax equalisation package” which 
ensures that the expatriate receives the same after-tax remuneration compared 
to their home jurisdiction.  This raises costs for businesses located in Australia 
and inhibits the extent to which Australia benefits from such workers. 
 
The disadvantages for Australia are not limited to the access to workers 
themselves.  The personal tax system adversely affects Australia’s international 
competitiveness as a location for R&D, regional management centres or other 
specialised units of multinational enterprises where specialised labour is the key 
ingredient.  Australia therefore misses out on the broader benefits of having these 
facilities located in Australia.  

4. Similar arguments apply to the increasingly difficult task of retaining Australian 
workers.  Mobile workers with skills and qualifications that can be put to use in 
other countries are discouraged from remaining in Australia by the comparatively 
heavy personal tax burden.  In recent years this “brain drain” has extended from 
highly paid professionals to teachers and nurses (where tax considerations 
combine with peculiarities in these segments of the domestic labour market) and 
to other areas of the skilled workforce.  The BCTR does not argue against 
Australians choosing to relocate – temporarily or permanently – in other 
countries: it is the role of the personal tax system in encouraging these decisions 
that is at issue. 

5. Australia’s high personal tax rates heavily tax business income and penalise 
successful small businesses.  Tax reform has reduced the company income 
tax rate to an internationally competitive rate (albeit funded from the removal of 
other business tax measures). However, the tax rate applicable to unincorporated 
small businesses is very high.  Most small businesses in Australia are sole 
traders, partnerships or trusts where the income is subject to tax at personal 
marginal rates of the owners/operators.  While some small businesses choose to 
also operate private companies and thereby avail themselves of timing benefits 
with the 30% company tax rate, the distribution of these profits to the owners will 
ultimately be subject to tax at personal marginal rates.  The following section on 
arbitrage discusses the distortion this creates.  With the exception of some 
primary producers, there is no provision to allow businesses to average their 
income out of different years.  This means good years are subject to high 
marginal tax rates, while bad years may be subject to no or low rates.  It is quite 
common for small businesses to take many years to establish before they finally 
prosper, only to find the owners/operators face very high marginal tax rates after 
all this initial hard work.  

The high marginal rates also act as a significant disincentive for small businesses 
to grow as the profits become subject to much higher marginal rates of tax.  Many 
business owners are faced with the prospect of working longer hours in their 
business, foregoing time with their families and giving up weekends and holidays 
in exchange for diminishing after tax returns and losing half the extra profits.  
Faced with this choice many small businesses choose to stay small at the 
expense of growing jobs and the economy. 
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6. Finally, Australia’s personal tax system gives rise to a variety of distortions, 
misallocations of resources, arbitrage opportunities, avoidance and 
evasion incentives and increased costs for Australian business.  

 
For example, the very large gap between the top personal rate of 48.5 per cent 
(including the Medicare levy) and the company tax rate of 30 per cent creates an 
incentive to derive what would otherwise have been personal income through a 
company structure.  Anti-avoidance measures to address these distortions add to 
the complexity of the tax system and impose compliance costs on business.  One 
example is the 1980s and 1990s PAYE erosion and shift to contractor status that 
attracted attention in the New Business Tax System reforms (the personal 
services income (PSI) provisions).  Such measures are inherently difficult to 
design and enforce.  

The high tax rates applying in the personal income tax system are also the 
ultimate cause of the tax-driven investment schemes we have seen over the last 
decade.  Investment decisions in such schemes are driven largely by tax benefits 
without sufficient regard to economic fundamentals and future profitability. 

Some high income Australians arrange their affairs so that they are not tax 
residents of Australia, by ensuring that over any twelve month period they are in 
Australia for less than 182 days and that their ties to Australia would not 
otherwise cause them to become tax residents. 

The personal tax system, particularly in combination with the means tests in the 
income support system, gives rise to significant under-reporting of income and 
fuels the “cash economy”.  The incentives to evade the high effective marginal tax 
rates in the personal tax and income support systems far outweigh the much 
more modest incentives provided by the GST for example.  This results in a loss 
of revenue (and higher income support payments), dual-pricing practices, and 
higher administration costs.   

There are broader social costs too.  By attracting workers – particularly low-
income workers - into the “black economy”, high effective marginal tax rates invite 
such workers to exclude themselves from the benefits of legitimate employment 
such as workers compensation coverage; superannuation entitlements and, 
critically, the ability to demonstrate an employment record.  Further, the “black 
economy”, no less than other avoidance and evasion practices, tends to 
undermine confidence in and respect for the tax and income support systems.  

An objective measure of the complexity that individuals feel towards the personal 
income tax system is that Australia has one of the highest rates in the world (in 
excess of 70 per cent) of tax agent prepared individual tax returns.  This has 
resulted in an epidemic of work-related expenses in particular, which has not 
been abated by elaborate substantiation rules. 

Australia’s top personal tax rate, at 48.5 per cent, is relatively high and applies at a 
relatively low income level.  This results in a range of economically inefficient 
outcomes.  From time to time the bracket at which the top personal rate applies is 
adjusted upwards so that it applies above 150 per cent of average weekly earnings.  
At times when the bracket for the top rate is re-aligned upwards in this way, the extra 
revenue raised by having a top rate approaching 50 per cent, rather than a top rate 
that is competitive with other English speaking countries such as the United States, 
the United Kingdom or New Zealand, is rarely significant as a percentage of total 
personal income tax raised – usually about 2 per cent.  The effect of this high rate is 
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however to cause higher income employees to resort to tax schemes, fringe benefits, 
negatively geared investments, inflated work related expenses and the like.  The 
result for many individuals is that they pay less tax than they would pay if the rate 
were set at a lower, more attractive level.  

In addition, many higher income earners are higher income earners for relatively 
short periods of their lives. Middle management and small business owners may only 
reach higher levels of income for a few years in the twilight of their careers. 
Performance artists or sports people often have high but short term earning capacity. 
Medical specialists or researchers may study for long periods when their income 
earning capacity may be quite low. The implicit symbolism in the present top rate of 
48.5 per cent is that it is more meritorious to earn a moderate income over a longer 
period, than to forego income to acquire additional skills and then be punished by the 
tax system for acquiring those skills.  Australia’s high top personal rate is therefore a 
failed exercise in attempted egalitarianism as it does not tax high income as 
measured over a lifetime.  It uses as its tax base the misleading snapshot of a year.  
Averaging rules are available for some occupations, add complexity to the system, 
are relatively ineffective and are symptomatic of the problem.  A robust personal 
income tax system with moderate progression in the rates should not need 
averaging. 

 
II.  Australia’s Current Personal Tax System 
 
Our high personal marginal rates 
 

The following table (Table One) provides a broad comparison of Australia’s top 
marginal personal rate with selected countries (source, PricewaterhouseCoopers 
“Individual Taxes Worldwide Summaries 2002-03” John Wiley & Sons). The table 
requires explanation in order to form a meaningful comparison as the tax base 
differs from country to country.  The explanations which follow relate to the table 
and apply as at 1 January 2002. In some cases, the matters referred to in the 
explanations indicate differences between Australia and other countries which 
allow those countries to have a substantially lower top marginal tax rate than 
Australia. 

 
Social security taxes: All countries in the table except Australia and New 
Zealand impose social security taxes.  The table does not include social security 
taxes. (In Singapore, for example, these taxes are 20 per cent up to a maximum 
of S$1,200 per month, with the employer contribution being a further 16 per 
cent). In general social security taxes are not payable on extra income above a 
certain level.  Social security taxes are typically linked with the payment of 
pensions, on reaching pension age, and unemployment benefits and in some 
countries medical benefits.  While in some sense a tax on personal income, 
social security taxes also give rise to personal entitlements, which are not 
available to non-contributors.  Typically they create a two-tier system for the 
receipt of unemployment and retirement benefits.  Australia’s superannuation 
guarantee levy may be seen as performing a role similar to social security taxes 
in respect of the retirement funding, and has the advantage that it involves the 
employee more directly, and in general does not give rise to unfunded liabilities 
which is an endemic problem in countries that have social security taxes. 
 
Work related deductions: New Zealand allows no deduction for expenditure to 
gain employment income. Canada and the UK allow limited deductions, 
restrictively defined, from employment income.  Germany allows an annual 
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blanket employee allowance for work related expenses of 1,044 euros, with 
actual expenses above this level being deductible subject to substantiation.  
Singapore allows a deduction for expenses wholly and exclusively incurred in the 
production of the assessed income.  The US allows deductions to the extent they 
exceed 2 per cent of adjusted gross income. 
 
Quarantining of passive losses: European countries typically have a schedular 
system that taxes capital gains and investment income at lower rates than 
employment income, but does not allow an offset for losses (arising from excess 
interest etc) against active income, typically employment income.  The US does 
not allow the use of tax losses from tax shelters (“passive income”) to offset 
other taxable income (above a certain level of income).  Australia matches 
schedular countries and the US by taxing gains on assets held for more than 12 
months at a discounted rate (a 50 per cent discount), but not in other respects as 
interest and unfranked dividend income are taxed at the individuals’ normal 
rates.  Australia also differs from schedular countries in allowing a 100 per cent 
offset against active income for revenue losses incurred in respect of passive 
income-producing assets, with the exception of certain “non-commercial losses”. 
 
Joint filing: The US, Singapore and Germany allow joint filing by husband and 
wife, which substantially reduces the rate at which the income is taxed, as it is 
effectively split between the two spouses. Australia, Canada and the UK do not 
allow joint filing. 
 
Lodgement of returns: The UK and New Zealand do not require the filing of 
returns by individuals receiving only income taxed at source (eg employment 
income).  In the UK only a quarter to one third of individuals file returns. 
 
State and provincial taxes: US states tax income at a variety of rates. US state 
and local taxes are deductible for federal income tax purposes.  In practice a 
high income earner (by Australian standards) who is resident in the US is 
unlikely to have a marginal tax rate (including State taxes) in excess of 40 per 
cent, and the annual income at which a combined federal and state tax rate of 
about 40 might apply would be in excess of $A300,000. 
 
Table One: Broad International Comparison of Personal Income Tax, Top 
Marginal Rate and Threshold. 
Country Top marginal personal 

rate (1.1. 2002) 
Percentage 

Annual taxable income 
at which rate applies 
($A – 31.12.2001) 

Australia 48.5 60,000 (62,501 from 1/7/03) 
Canada (including 
provinces) 

39 to 48.7 123,707 

Germany 48.5 
(but legislated for 42%) 

98,000 

Hong Kong 17 26,525 
New Zealand 39 48,954 
Singapore 26 (legislated for 20%) 439,405 
United Kingdom 40 85,322 
United States (excluding 
state taxes) 

39.1 (legislated for 35%) 585,898 
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Second Highest Tax Rate  

In addition to the difficulties with the top bracket in the income tax scale, the current 
43.5% bracket (applying to income between $52,000 and $62,500 and including the 
1.5% Medicare levy) impacts on a very large number of taxpayers and, critically, is 
within the sight of many more with Average Weekly Ordinary Time Earnings 
(AWOTE) around $48,000. 

Taxpayers earning not much more than average weekly earnings (for a full-time 
worker) thus face the prospect of retaining only 56.5 cents of an extra dollar earned. 

 
Effective Marginal Tax Rates 
 
High effective marginal tax rates (EMTRs) are often due to the overlap of income tax 
rates and rates of withdrawal for income support payments. For example, Family Tax 
Benefit A can be withdrawn at 30 cents for an extra dollar earned while this same 
dollar is taxed at the taxpayer’s marginal tax rate.  
 
In some cases, high EMTRs can come about from particularly steep rates of 
withdrawal in income support arrangements. For example the 70% taper applying to 
some Australian income support payments.  
 
High EMTRs can also arise when income tests for different income support 
arrangements apply over the same range of private income. For example the 
withdrawal of the Family Tax Benefit and the withdrawal of the Parenting Payment 
paid to sole parents. 
  
High EMTRs dilute the additions to disposable income flowing from rises in private 
income.  If a person’s EMTR is 60% for example, an extra dollar of private income 
implies an increase in disposable income of only 40 cents.  
 
High EMTRs impact unfavourably on incentives to work, save and invest.  High 
EMTRs also add to incentives to avoid tax and to under-report income assessed for 
income test purposes.  
 
Generally two different possible impacts are identified.  Faced with higher EMTRs, 
people fixed firmly on obtaining a target level of income may strive to earn higher 
levels of private income (this is known as the “income effect”).  Alternatively, people 
confronting high EMTRs may be deterred from deriving extra income and may opt for 
greater leisure or less saving than would have been the case if the EMTR were lower 
(this is known as the “substitution effect”).    
 
A third possible impact can be added.  As discussed above, people may be attracted 
to earning income from sources that are less likely to be detected by the taxation or 
the income support authorities.  The “cash economy” is an important example. 
 
The extent to which the financial incentives identified above actually affect behaviour 
is difficult to measure in practice.  They are likely to vary both between individuals 
and between different categories of people affected depending, among other things 
on whether there are alternatives available and on how attractive these alternatives 
are from a non-financial point of view.  
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III.  Prospects for Reform - The Macroeconomic Context 

Any tax reform needs to be set in the context of the current and future 
macroeconomic climate. 
 
The BCTR is keen to encourage Governments to take a long-term view bearing in 
mind that current spending may not be affordable for future generations as outlined in 
the Government’s Intergenerational Report 2002.  The emphasis of any government 
policy should be on promoting long-term growth.  This must, by necessity, include 
investment in social and economic infrastructure in order to support future growth.  It 
should also include structural and regulatory infrastructure in particular a tax system 
that will support sustained long-term growth.  Further, the ability to fund health care, 
welfare and an ageing population into the future, as identified in the Intergenerational 
Report, without regular and/or sudden additional tax imposts on individuals or 
business, is crucial and necessitates a broad maintainable personal tax base. 
 
Taxation is a powerful fiscal instrument which can impact on the economy much in 
the same way as interest rates.  The BCTR are concerned that any tax cuts 
undertaken be thoroughly reviewed in the context of a robust economic growth rate 
within Australia, world growth which is picking up and could further buoy Australia’s 
economy, and a rising Australian dollar with its consequent effects on exports and 
the trade deficit. 
 
The BCTR also note that any personal tax cuts impact the effectiveness of 
superannuation as a retirement savings vehicle.  This is something that must also be 
factored into government considerations of personal tax reform. 
 
IV.  Reform Priorities 
 
There are two broad areas of reform required for Australia’s personal tax system.  
These follow from the discussion in the previous Chapter. 
 
1. Reducing the severity of the highest marginal tax rates 
 
The severity of the marginal rates of tax applying to income above $52,000 should be 
reduced.  This can be achieved by lowering the rates themselves and/or by raising 
the thresholds from which they apply. 
 
Rate reductions and/or raising the thresholds will improve the durability, equity and 
efficiency of the personal tax system.  Inefficiencies to a productive economy, 
including costs of compliance and the utility of complex structuring techniques, can 
be reduced by an appropriately designed and sound personal tax system.  An 
economic growth dividend can be generated by lowering marginal rates and reducing 
costs of compliance. 
 
In addition to taxing savings more heavily than the personal income tax systems of 
comparable countries, Australia's high personal rates distort domestic investment 
behaviour relative to that in countries with lower tax rates.  The unattractiveness of 
regular savings combined with the attractiveness of investments in appreciating 
assets may exercise an upward influence on interest rates and possibly asset prices, 
and if they do, might increase the cost of capital for business. 
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2. Reducing the impacts of high effective marginal tax rates 
 
Reducing the impacts of effective marginal tax rates (EMTRs) presents particular 
difficulties. Broadly speaking there are four options (presuming we exclude 
eliminating support programs altogether as an option).  These are: 

• reducing the marginal tax rates in the personal income tax scale; 
• changing the rates of withdrawal for means-tested income support payment; 
• removing means testing for income support payments; and  
• making administrative changes to better co-ordinate different income tests.   
 
Of these only the last three will be considered here. 
 
Changing rates of withdrawal for income support payments 
 
If the rates of withdrawal applying in the means tests for income support payments 
are reduced, the range of incomes over which income support is withdrawn will be 
extended.  The general issue is illustrated in the Chart 1. below. 
 
Lowering rates of withdrawal under income support measures therefore reduces 
effective marginal tax rates for some individuals and families but raises effective 
marginal tax rates for others.  In general it does so while imposing the extra costs on 
the income support system.   
 
Depending on the actual distribution of income, the number of people adversely 
affected may well outnumber those favourably affected. In addition, imposing an 
increased effective marginal tax rate on one group may create more distortions to 
behaviour than the distortions that are reduced as a result of the same measure.  
The net (social) impact will vary according to these different factors. 
 
A corollary of this point is that, in some cases, the socially optimal policy may be to 
raise the rates of withdrawal applying to some income support payments rates so 
that they apply over a narrower range of income and therefore impact on fewer 
people.  While this proposal would generally reduce the costs of income support, it 
would do so at the costs of reducing some groups’ entitlements to income support 
and therefore reducing their level of disposable income. 
 
Chart 1. : Illustrative Impact of Reducing Rates of Withdrawal 

Level of Private Income 

EM
TR

Existing EMTRs

"Reduced" EMTRs
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The suitability of the policy of changing rates of withdrawal of income support to 
address the severity of the impacts of high effective marginal tax rates therefore 
needs assessment on a case-by-case basis. 
 
Removal of income testing 
 
While the removal of income testing would immediately reduce EMTRs, it would be 
expensive and would require increased taxation revenue.  If this extra revenue were 
raised through the income tax system, the benefits would come at the cost of higher 
marginal tax rates.  

Administrative Changes 

A concept that has been floated as a means of addressing particular concentrations 
of EMTRs is for a case managed approach to prevent ‘stacking’ of different income 
tests on top of each other.  Under this approach all of a family’s income support 
entitlements could be considered as one for income testing purposes and be 
withdrawn until exhausted.  In effect this is a variation on the first option considered 
earlier - it is a particular means of reducing rates of withdrawal.  The same arguments 
made in that discussion have applicability here. 

 

 


