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Foreword 

The fairness and efficiency of our tax and transfer systems are matters that touch the lives of 
all Australians. 

These systems have largely evolved over time, in line with Australian society’s demands and 
expectations. They will continue to evolve in line with the economic, social and 
environmental changes of the 21st century.  

We often think of these systems as being separate, but in reality they are interlinked as one 
tax and transfer system that operates across and between all levels of government.  

The combined effects of the tax and transfer systems can have an impact on the choices 
individuals and businesses make about working, saving, investing and consuming. This 
means these systems have a critical role to play in the living standards of Australians, now 
and into the future.  

Australia faces significant economic, social and environmental challenges. The tax and 
transfer system will have a key role to play in how well we meet these challenges to secure 
Australia’s future prosperity and the living standards of Australians.  

As the first instalment of the Australian Government’s comprehensive review of the tax and 
transfer systems, the Australian Treasury, in collaboration with the Department of Families, 
Housing, Community Services and Indigenous Affairs, the Department of Employment, 
Education and Workplace Relations and the Australian Taxation Office, has produced this 
paper — Architecture of Australia’s tax and transfer system.  

The paper describes Australia’s tax and transfer systems from a factual and analytical 
perspective to inform public discussion. While this paper provides comprehensive coverage, 
it is not intended to be exhaustive, nor is it intended to limit discussion to the issues 
canvassed in this paper.  

This paper does not put forward recommendations for reform. That is the task of the Review 
Panel.  

The Review Panel will set out its plan for consultation and some key focusing questions by 
the end of August 2008. The questions will help guide the initial consultation and open the 
way for the community to tell the Panel what it thinks are the key issues to be considered in 
this review of Australia’s tax and transfer systems.  

Australian Treasury 
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Notes 

(a) This paper generally uses Australian tax data for 2006-07, as this is the latest year for 
which data are available for all levels of government. 

(b) Figures in tables and generally in the text have been rounded.  

(c) The following notations are used: 

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

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

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

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

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

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

Context of the review 
The subject of this review — the tax-transfer system — is a fundamental part of Australia’s 
social and economic infrastructure. 

The ‘tax-transfer system’ refers to the combination of Australia’s tax systems and transfer 
systems, and how they interact. It reflects the demands and expectations of Australians, 
about the level of income redistribution that should occur and the balance between private 
and public provision of goods and services. 

All taxes and all transfers affect behaviour in some way. They change how much money 
people have and the incentives they face. 

The design of the tax-transfer system also impacts on the distribution of income and 
opportunity, both between different social groups and between generations. The overall 
level of taxation and public expenditure, the level and targeting of transfers and the design 
of both these systems, influence the distribution of income across the Australian community. 

A complex and inefficient tax-transfer system imposes costs on society and those more 
vulnerable in society will bear a disproportionate share of these costs. 

Emerging challenges and opportunities 

The review is being conducted at a time of significant social, environmental and economic 
challenges. Some of the challenges are driven by international circumstances, some domestic.  

Climate change is likely to generate significant costs, affecting the lives of all Australians. As 
the world moves towards a low-emissions economy, Australia’s response to climate change 
will impact upon, and make use of, the tax-transfer system. 

Given Australia is a small, open and developed country operating in an increasingly 
globalised world with freer flows of ideas, investment and labour, there is increasing 
pressure for Australia’s tax-transfer system to remain internationally competitive.  

The demographic challenge of an ageing population is also profound. As our population 
ages the proportion of people in the workforce will fall. This has significant implications for 
economic growth and our future standards of living.  

Intrinsic to the policy responses to these issues is the nature of our federation. Coordinated 
action across governments is imperative.  

These challenges are substantial and interact in complex ways with the tax-transfer system. 
The review provides an opportunity for shaping the tax-transfer system in ways that 
position Australia to address these challenges, so as to modernise the economy and secure 
Australia’s future prosperity.  
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An opportunity for reform 

Australia’s economic position provides an ideal opportunity for reform. The boost to 
national incomes from the significant increase in the terms of trade due to the resources 
boom, together with Australia’s strong fiscal position, provides a platform on which to base 
a reform agenda. Given the challenges that lie ahead, it is important to have a tax-transfer 
system that enhances incentives and rewards effort. 

In improving the way the tax-transfer system operates, a key focus will likely be to secure 
expanded opportunities for those who remain disadvantaged. However, it will be important 
to ensure that reforms to the tax-transfer system are durable, should the recent strength in 
the terms of trade abate.  

The breadth of this review provides an opportunity to step back from the day-to-day 
processes and historical events that have shaped the tax-transfer system and consider how it 
might best be shaped to complement, and even facilitate, the reforms needed to address the 
challenges facing Australia as we move through the 21st century. 

Overview of the tax-transfer system 

Taxes 
There are at least 125 taxes paid by Australians every year. Of these, 99 are levied by the 
Australian government, and 25 by the States and 1 by local government. 

Of the total tax revenue collected by Australian governments in 2006-07, 90 per cent was 
derived from 10 taxes. These 10 taxes accounted for 95 per cent of Australian government 
revenue and over 70 per cent of state tax revenue (including 100 per cent of local government 
tax revenue). Ten per cent of tax revenue in 2006-07 was contributed by the remaining 
115 taxes. 
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Ranking of Australian taxes by revenue in 2006-07 
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115 other taxes includes fringe benefits tax, gambling 
taxes, insurance taxes, beer and spirits excise, customs 
duties, motor vehicle taxes, crude oil excise and 
agricultural levies.

10 taxes 115 taxes

 
(a) Fuel excise and tobacco excise includes excise equivalent customs duties for these products. 
Source: Budget Paper No. 1 2008-09, Budget Statement 5; ABS 2008a, Australian Treasury estimates. 
 
Many taxes are levied on essentially similar transactions by different Australian 
governments with little consistency across jurisdictions.  

In 2006-07, the Australian government collected $262.5 billion through income tax, GST, 
taxes on fuel, alcohol and tobacco, customs tariffs and a range of other indirect taxes. 

In the same year, the States collected $48.9 billion (with a further $9.4 billion raised through 
local government taxes) through their own taxes, including those on property, payroll, motor 
vehicles, gambling and insurance contracts. 

Transfers 
There are around 40 cash transfers paid to Australians by the Australian government, costing 
over $70 billion in 2006-07 and representing more than a quarter of Australian government 
spending.  

The main Australian government transfers are income support payments and payments to 
families, including all Age and other pensions, Newstart Allowance and other allowance 
payments, Family Tax Benefit and supplementary payments. 
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Australian government program expenditure by payment group in 2006-07 
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The States make very limited use of direct payments, relying mainly on indirect transfers, 
such as concessions. 

The economic structure of the tax-transfer system 
There are many taxes in Australia, all of which are ultimately borne by individuals on the 
earnings from only three factors of production: labour, capital and land (including natural 
resources). Individuals end up paying taxes in a range of ways, including as consumers 
through higher prices, as employees through lower wages, or as shareholders or investors 
through lower profits.  

Relationship between economic bases and taxes 

Conveyance stamp duties
Rates
Land taxes
Resource royalties
Petroleum resource rent tax
Crude oil excise

                  Company tax

     
       Superannuation funds

  Personal tax

Payroll tax

Fringe benefits tax

Consumption (goods and services tax, excises, other taxes on consumption)

Land/resources Capital Labour

 
 
All taxes affect choices by encouraging individuals to shift from higher taxed to lower taxed 
goods and services or activities, and by lowering their available income. Similarly, transfers 
can impact on people’s choices by increasing available income in certain circumstances. The 
costs of the tax–transfer system include its impacts on these choices (economic efficiency) 
and the costs of administering and complying with the system. These costs are significant. 
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History of Australia’s tax-transfer system 
There have been two distinct periods in the historical development of Australia’s tax system. 

From federation to the mid-1970s, the focus was mainly on ensuring there were adequate 
levels of revenue to fund the increasing social provision of goods and services. 

Since the mid-1970s, the focus has been on improving the equity, efficiency and simplicity of 
the tax system. 

Australian government and state taxation (1902-03 to 2006-07) 
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Source: Budget Papers; ABS (2008a); ABS (2007a). 
 
Transfers have evolved from basic payments linked to war service and old age (with a 
pension age well above average life expectancy) to a more extensive system of social 
support. 

The principles of early transfers set the social support scene for the future — funded from 
general government revenue, based on circumstances rather than past earnings, and means 
tested to target assistance. 

Since federation, the Australian government has been the predominant revenue raiser and 
revenue has been redistributed to the States. 

Australia’s tax-transfer system — an international comparison  
By OECD standards Australia is a low tax country — the eighth lowest. Australia is also a 
low expenditure country — the third lowest in the OECD.  
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Size of government — OECD 2007(a)(b) 
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(a) Data for Mexico and Turkey not available. 
(b) Revenue refers to receipts of tax and non tax revenue. 
Source: OECD (2008a). 
 
Our tax to GDP ratio is higher than that of our immediate neighbours, but this reflects the 
greater role of government in Australia’s economy. 

Australia’s mix of direct and indirect taxes is broadly comparable to other OECD countries, 
but the composition differs.  

Australia and New Zealand are the only OECD countries that do not levy a social security 
tax and have a dividend imputation system.  

By OECD standards, Australia’s: 

• company tax rate is now above the average; 

• reliance on broad-based consumption taxes (such as the GST) is lower than average; 

• reliance on revenue from taxes on property is greater; 

• top personal income tax rate is average, but the absence of social security tax means we 
have a higher tax burden on capital income; 

• taxes on fuel are low; and 

• tax-transfer system is highly redistributive. 
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The mix of taxes on work, investment and consumption 
Most countries have a tax system based on a mix of taxes on labour income, capital income 
and consumption. 

Australia’s tax mix is slightly skewed towards direct taxes on labour income. This accounts 
for around 40 per cent of revenue. Taxes on capital income account for about 33 per cent, 
while taxes on consumption account for 27 per cent. 

Compared with other OECD countries, Australia has a low share of tax revenue from labour 
income and the greatest reliance on tax revenue from capital. In part, this reflects the 
relatively greater contribution of corporate income taxes to total tax revenue. 

Estimated capital tax revenue — 2005(a) 

0

5

10

15

20

25

30

35

40

M
ex

ic
o(

b)
H

un
ga

ry
G

er
m

an
y

P
ol

an
d

D
en

m
ar

k
B

el
gi

um
A

us
tri

a
Tu

rk
ey

P
or

tu
ga

l
Ic

el
an

d
S

lo
va

k 
R

ep
ub

lic
C

ze
ch

 R
ep

ub
lic

Fi
nl

an
d

S
w

ed
en

Fr
an

ce
Ire

la
nd

Ita
ly

G
re

ec
e

N
et

he
rla

nd
s

S
w

itz
er

la
nd

U
ni

te
d 

K
in

gd
om

C
an

ad
a

S
pa

in
Lu

xe
m

bo
ur

g
K

or
ea

Ja
pa

n
N

ew
 Z

ea
la

nd
U

ni
te

d 
S

ta
te

s
N

or
w

ay
A

us
tra

lia

0

5

10

15

20

25

30

35

40

Australia OECD-10 Other OECD

Per cent of taxation revenue Per cent of taxation revenue

 
(a) For Korea, Iceland, Switzerland and Turkey the share of personal income tax revenue derived from capital has been 

estimated using the average share of other OECD countries. 
(b) Data for Mexico not available. 
Source: OECD (2007a); Eurostat (2008), Treasury estimates. 
 
As a share of GDP, the total tax burden in Australia on capital is around 11 per cent (fourth 
highest in the OECD). The total burden on labour is 12 per cent (fourth lowest in the OECD), 
and the total burden on consumption is 9 per cent (also fourth lowest in the OECD). 

The personal tax-transfer system 
The Australian tax and transfer systems are separate systems that combine to affect the 
disposable income of individuals and families, and their incentives to work, save and invest 
(including in skills). There are different bases of assessment between and within the two 
systems, including the definition of income, the unit of assessment, the period of assessment 
and the basis of eligibility. These differences largely exist to achieve a targeted system, but 
the result is that the system as a whole is complex. 

The combination of the personal tax and transfer systems is progressive and redistributive. 
There are many families and individuals who receive transfers and pay tax in the same year 
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and from one year to the next. This ‘churn’ imposes costs on individuals as well as the 
administration of the system. 

Transfers and taxes by level of income 
Single income family, two children aged 3 and 8 (2008-09) 
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Source: Australian Treasury estimates. 
 
Significant demographic change, including ageing of the population, will influence the 
affordability of the transfer system in the future. Participation and productivity increases 
may offset some of the impact of demographic change. 

Taxing saving and investment 
The level and form of tax affects incentives to save and the level of savings, decisions on the 
types of investments and how they are financed, and whether investments are made in 
Australia or overseas. 

In Australia the tax system interacts differently across different assets, forms of financing, 
types of entities and international flows. These different tax treatments can affect savings and 
investment decisions across the economy, including for housing. 
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Nominal effective marginal tax rate by asset type and financing arrangement 
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Source: Australian Treasury estimates. 
 
The rapid growth in cross-border investments has highlighted the importance of 
international factors when considering how Australia taxes savings and investments. For 
example, company tax rates overseas continue to fall. There are ongoing challenges to our 
ability to tax residents on their foreign source income and non-residents on their income 
from investing in Australia. 

Taxing goods and services 
Historically, taxes on goods and services have raised revenue in a relatively simple way from 
narrow bases that are easy to tax. Over time, there has been a shift toward more efficient 
broad-based taxes such as the GST. 

The GST is the principal tax on consumption, contributing over half of Australian 
government revenue from indirect taxes.  

Taxes on specific goods and services still exist, some of which reflect a range of non-tax 
policy objectives. Some of these taxes are designed to reinforce social policy objectives, or 
provide assistance to domestic industry. 

Specific taxes can also be levied to help correct market failures. For example, an effectively 
targeted tax creates incentives for individuals to respond to environmental concerns. 

Improving technology is making it administratively feasible to replace some taxes with 
direct user charges.  
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Australian government taxes on goods and services in 2006-07 
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Source: Budget Statement 5, Budget Paper No. 1, 2008-09, Australian Customs Service Portfolio Budget Statement; Australian 
Treasury estimates. 
 

State taxes 
In 2006-07, taxes levied by the States accounted for 15 per cent of total tax revenue in 
Australia. Together with the States’ other own-source revenue, this represented around 
55 per cent of their total revenue. The remainder consisted of transfers from the Australian 
government. 

Composition of state government revenue in 2006-07 

State taxes, 
$49 billion

Other own-source 
revenue,

$36 billion

GST revenue, 
$40 billion

Specific purpose 
payments, 
$29 billion

 
Source: ABS (2008a); Australian Government (2007c). 
 
State taxes have changed over time in response to the High Court’s interpretation of the 
Constitution, and interstate competition. 

The current array of state taxes includes transaction taxes and taxes levied on narrow tax 
bases. Thresholds, rates and the range of exemptions from these taxes differ between the 
States. 
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There are limited opportunities for the States to introduce new taxes, so often they have 
looked to narrowly-based taxes to realise some gain from a rapidly growing area of their 
economy. 

The fiscal relationship between the Australian government and the States is characterised by 
‘vertical fiscal imbalance’. The States’ own revenue sources are insufficient to fund their 
expenditure responsibilities, but the Australian government’s revenue sources are greater 
than is necessary for its responsibilities. 

There are both costs and benefits of this imbalance.  

Some of the costs can include accountability problems in decision making, shifting 
responsibility for providing services, and the provision of a service being influenced by the 
relevant government providing the funding.  

On the other hand, some of the benefits can include lower administration and compliance 
costs from a national tax system and increased opportunities for people to receive the same 
standard in national services. 

Complexity and operating costs of the tax-transfer system 
There are no reliable estimates of the complexity or operating costs of the tax-transfer system 
but there is a strong sense in the community that they are too high.  

An excessive level of complexity impedes the ability of taxpayers and transfer recipients to 
make optimal decisions, diverts resources from more valuable uses, and gives rise to 
planning opportunities that undermine the fairness of the system. The impacts of this 
complexity tend to be greatest on those with the least capacity to deal with them. 

A certain level of complexity and operating costs is required to implement the tax-transfer 
system in a manner that is efficient and equitable. However, at some point, equity or 
efficiency is likely to be compromised by increasing complexity.  

Current levels of complexity and operating costs are likely to be above the level that is 
optimal for society as a whole. Two important reasons for this are incremental development 
of tax-transfer policy, based on partial assessments of the associated benefits and costs, and 
income maximising behaviours of taxpayers and transfer recipients. Broad reforms provide 
an opportunity to take a systemic view of the trade-offs between simplicity and other policy 
objectives.  

A cycle of complexity 

Complexity and Operating Costs

Pressure for reform

Pressure for complexity
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Household assistance measures for the Carbon Pollution 
Reduction Scheme 
The Australian Government is committed to providing assistance to households for the 
introduction of the Carbon Pollution Reduction Scheme. The assistance is designed to help 
meet the overall cost of living from the scheme, especially for low-income households. 

The mechanism for the delivery of assistance and the existing tax and transfer system will be 
considered by the Australia’s Future Tax System review. 
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Introduction 

In the 2008-09 Budget, the Australian Government announced a comprehensive review of 
Australia’s tax system. The review will examine the current tax system and make 
recommendations to create a tax structure to help Australia deal with the social, economic 
and environmental challenges of the 21st century. The review will consider the relationships 
between Australia’s tax systems and its transfer systems and other concessions (hereafter 
referred to as the ‘tax-transfer system’). 

The review is being conducted by Dr Ken Henry AC (chair), Dr Jeff Harmer, Professor John 
Piggott, Ms Heather Ridout and Mr Greg Smith.  

The Review Panel is supported by a working group from the Treasury, and is drawing on 
other Australian government and state agencies. The review will engage with the States and 
draw on external expertise where appropriate.  

The scope of the review is broad, covering most aspects of the Australian government and 
state and territory (hereafter referred to as state) tax-transfer systems. However, the review is 
required to reflect the Australian Government’s policies: not to increase the rate or broaden 
the base of the goods and services tax (GST); to preserve tax-free superannuation payments 
for the over 60s; and to take account of the Australian Government’s announced aspirational 
personal income tax goals. The terms of reference for the review are at Appendix A. 

The Review Panel will consult widely to allow community and business input. To assist this 
process, the terms of reference require the Treasury to release this paper on the architecture 
of the current system, including an examination of the existing tax rates and bases. This 
paper contains both a factual and an analytical description of Australia’s tax-transfer system. 
It does not include any recommendations, as these must await the Review Panel’s 
consultative processes and deliberations.  

Under its terms of reference, the Review Panel is to make recommendations (due by the end 
of 2009) to enhance overall economic, social and environmental wellbeing, with a particular 
focus on ensuring there are appropriate incentives for:  

• workforce participation and skill formation;  

• individuals to save and provide for their future, including access to affordable housing;  

• investment and the promotion of efficient resource allocation to enhance productivity and 
international competitiveness; and  

• reducing tax system complexity and compliance costs.  

As part of the review, the Minister for Families, Housing, Community Services and 
Indigenous Affairs, the Hon Jenny Macklin MP, announced that Dr Harmer is to investigate  
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measures to strengthen the financial security of carers and seniors. Dr Harmer, who is the 
Secretary of FaHCSIA, will report by 28 February 2009 on: 

• the appropriate levels of income support and allowances, including the base rate of the 
pension, with reference to the stated purpose of the payments;  

• the frequency of payments, including the efficacy of lump sum versus ongoing support; 
and  

• the structure and payment of concessions or other entitlements that would improve the 
financial circumstances and security of carers and older Australians.  

A reference group, drawn from representatives of relevant groups, will support the carers 
and seniors component of the wider review. Submissions for Dr Harmer’s review will be 
invited in August 2008, and consultations will be held across Australia later in the year. 

Structure of this paper 
The first two sections of this paper set the context for the review and provide a description of 
Australia’s tax-transfer system.  

The remaining 10 sections explore a range of topics relevant to the architecture of the system 
and the terms of reference, including: 

• an economic perspective of the structure of the system; 

• a historical perspective; 

• some relevant international comparisons; 

• the mix of taxes on work, investment and consumption;  

• the personal tax-transfer system;  

• the taxation of savings and investment;  

• the taxation of consumption;  

• state taxation;  

• the complexity of the tax-transfer system; and  

• assistance for the Carbon Pollution Reduction Scheme.  

As noted in the Foreword, while the paper provides a comprehensive coverage, it is not 
intended to be exhaustive, nor is it intended to limit discussion to those issues canvassed in 
the paper.  

A separate companion document prepared by FaHCSIA will be issued shortly, which looks 
in more detail at elements of the transfer system, including assistance for seniors, people 
with a disability and carers. This document will provide a background paper for the work to 
be pursued by Dr Harmer, supported by the reference group.  
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1 Context of the review 

1.1 Introduction 
The tax-transfer system is a fundamental part of the social and economic infrastructure of 
Australia. Its evolution reflects the demands and expectations of Australians, especially in 
relation to the balance between private and public provision of goods and services, and the 
level of income redistribution that should occur. These roles must be financed by 
government revenue.  

At the Australian government level, the majority of this financing is done through the tax 
system. At the state level, the situation is not as clear. To help fund the services their citizens 
expect, States rely on payments from the Australian government (largely the GST and 
specific purpose payments) and a wide range of non-tax revenues (such as fees and charges) 
to supplement their own taxes.  

Key determinants of how much tax needs to be raised are the level of income redistribution 
that society wants and its desired level of government provided goods and services — such 
as health and education services, defence and security, infrastructure and roads, appropriate 
forms of regulation, and support for social institutions.  

The method for achieving income redistribution also has an impact on how much tax needs 
to be raised. For example, tax settings or tax collection mechanisms that more accurately 
reflect individuals’ net tax-transfer positions require less tax to be raised and distributed.  

At a macroeconomic level, the tax-transfer system also affects outcomes in the aggregate 
economy through its role as an ‘automatic stabiliser’ of fluctuations in economic growth. 
When the economy is growing more strongly, tax revenue will grow and transfers will tend 
to fall as a proportion of national income. This improves the government budget position, 
moderating the rate of expansion in the economy, unless a decision is taken to offset the 
increase in the budget through increased spending or reduced taxes. In periods of slower 
economic growth, the automatic stabilisers operate in the opposite direction, moderating the 
extent of the slowdown and the implications for unemployment and incomes. 

All taxes and all transfers affect behaviour in some way. They change how much money 
people have and the incentives they face. For example, high levels of taxes on salary and 
wages reduce the disposable income of salary and wage earners, but can also make leisure 
(or at least doing unpaid work) more attractive. Put another way, it can dampen the 
incentive to work more to earn more money. In a similar way, the tax-transfer system can 
dampen incentives to save and invest.  

The design of the tax-transfer system also impacts on the distribution of income and 
opportunity, both between different social groups and between generations. The overall 
level of taxation and expenditure, the level and targeting of transfers and the design of both 
these systems, influence the distribution of income across the Australian community.  
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1.2 Emerging challenges and opportunities 
The review is being conducted at a time of significant social, environmental and economic 
challenges. Some of the challenges are driven by international circumstances, some domestic. 
To deal with these challenges cooperation across levels of government is needed. At its 
meeting on 3 July 2008, the Council of Australian Governments (COAG) noted the need to 
continue to progress reforms to boost productivity, increase workforce participation and 
mobility, and deliver better services for the community. COAG is progressing work on a 
wide range of fronts, including business deregulation and competition, health and ageing, 
education and training, housing, indigenous policy reform, infrastructure, climate change 
and water. These reforms will be underpinned by a new financial relations framework. Much 
of this work recognises that the States deliver, or at least facilitate, many of the services 
required by Australians, yet the Australian government raises the largest share of tax. The 
COAG reforms do not contemplate fundamentally redressing this imbalance. 

A key driver of the urgency of COAG’s reform agenda is the likely slowing of economic 
growth, due to our ageing population. This demographic challenge is profound. The second 
Intergenerational Report (IGR), released on 2 April 2007, makes clear that as our population 
ages the proportion of people in the workforce will fall. This has significant implications for 
economic growth and our future standards of living. Over the next 40 years economic 
growth is projected to slow, with growth in real per capita gross domestic product (GDP) to 
average 1.6 per cent per year compared with 2.1 per cent over the past 40 years. A quarter of 
the population is projected to be aged 65 or over by 2047 (almost double that today). 
Consequently, spending pressures in areas such as health, age pensions and aged care are 
projected to rise considerably. 

Climate change is likely to generate significant costs, affecting the lives of all Australians. 
These costs will only increase with delay in mitigation activity. Recognising this, the 
Australian Government has committed to introducing a Carbon Pollution Reduction Scheme 
to curb greenhouse gas output in Australia. The Australian Government’s Green Paper 
(Australian Government 2008c) sets out how the scheme will operate, including the 
preferred approach regarding the allocation of pollution permits and the nature of assistance 
for households and industry.  

Given Australia is a small, open and developed country operating in an increasingly 
globalised world with freer flows of ideas, investment and labour, there is increasing 
pressure for Australia’s tax-transfer system to remain internationally competitive. This is 
particularly important for the taxation of investment income because of the ease with which 
investment can be switched between alternative activities and locations, and the capacity to 
shift profit between jurisdictions. Of course, tax is not the only determinant of international 
investment decisions (a skilled workforce and high quality infrastructure are also 
significant), but it is nonetheless important. 

Intrinsic to the policy responses to these issues is the nature of our federation. Coordinated 
action across governments is important. For example, COAG has acknowledged that 
Australia’s overlapping and inconsistent regulations on business impede productivity 
growth. COAG noted that without change, Australia’s future living standards would be 
compromised, the competitiveness of the economy reduced and our ability to meet the 
challenges posed by an ageing population diminished. Benefits of coordinated action should 
be balanced, where appropriate, with the need for States to tailor arrangements to be 
relevant to local issues. 
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These challenges are substantial and interact in complex ways with the tax-transfer system. 
The review provides an opportunity for shaping the tax-transfer system in ways that 
position Australia to address these challenges. 

1.3 An opportunity for reform 
Australia’s economic position provides an ideal opportunity for reform. The boost to 
national incomes from the significant increase in the terms of trade due to the resources 
boom, together with Australia’s strong fiscal position provides a platform on which to base a 
reform agenda. Given the challenges that lie ahead, it is important to have a tax-transfer 
system that enhances incentives and rewards effort. 

In improving the way the tax-transfer system operates, a key focus will likely be to secure 
expanded opportunities for those who remain disadvantaged. However, it will be important 
to ensure that reforms to the tax-transfer system are durable, should the recent strength in 
the terms of trade abate.  

It makes economic sense to design the tax-transfer system in a way that has minimal impact 
on incentives to work, save and invest and that achieves the intended outcomes with 
minimal complexity. This will allow Australia’s productive resources to be better utilised. 
For example, every extra hour spent by households and business grappling with the myriad 
of tax rules and obligations (including the different regimes across the States) is an hour not 
used to produce goods and services (including utilising leisure time), that are of higher value 
to Australians. Likewise, every dollar needed to fund the administration of the tax-transfer 
system is a dollar that needs to be raised through taxation. Given the regressive nature of 
complexity, a complex and inefficient system is also likely to fall short of expectations for a 
fair distribution of opportunities and risk throughout the community.  

The current tax-transfer system is a product of historical changes reflecting a range of policy 
objectives. Since federation, the primary focus of reforms has shifted from expanding the 
revenue base to fund growing expenditure programs, to improving the performance of the 
system in terms of its efficiency and equity, and reducing complexity, recognising that all 
three impact on the wellbeing of Australians. 

It has been around 30 years since the last fundamental review of the tax system and around 
20 years since the last major review of the transfer system. The Taxation Review Committee 
(the Asprey Review) which reported on 31 January 1975 provided a comprehensive set of 
proposals for reform of the Australian government tax system. Much of this agenda has been 
enacted over the ensuing 30 years. The income tax base has been broadened through capital 
gains tax and fringe benefits tax, the taxation of companies has been reformed through the 
imputation system, and a broad-based goods and services tax has been adopted. Similarly, 
on the transfer side, the reform agenda set by the Social Security Review (1986-88) 
introduced significant changes across all major social security programs. 

Australia is now facing a different set of challenges. The breadth of this review provides an 
opportunity to step back from the day-to-day processes and historical events that have 
shaped the tax-transfer system. It is an opportunity to consider how the system might best be 
shaped to complement, and even facilitate, the reforms needed to address the challenges 
facing Australia as we move through the 21st century.
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2 Overview of the tax-transfer system 

Outline 

This section provides an overview of the structure of the tax-transfer system, describing 
the taxes and transfers that comprise the system and the administrative framework that 
supports the system. 

Key points 

• Governments in Australia levy at least 125 different taxes. The 10 largest taxes account 
for over 90 per cent of the revenue raised by all governments in Australia. Moreover, 
many taxes are levied on essentially similar transactions by different Australian 
governments with relatively little harmonisation across jurisdictions. 

• Governments provide transfers to individuals and families as direct payments and 
concessions. There are a significant number of income support, family and 
supplementary payments, with interlinking and overlapping application for different 
individuals and family types, as well as various tax concessions. State transfers are 
largely provided through housing assistance and concessions, some of which are linked 
to Australian government transfers. 

• Tax is largely administered by a single agency in each jurisdiction. There are strong 
parallels between the roles and functioning of the Australian government and state 
administrative systems for tax. 

• Australian government transfer system administration and policy formation rests with 
a large number of Australian government agencies. There is considerably less in the 
way of a dedicated administrative structure for transfers at the state level. 

 

2.1 What the tax-transfer system looks like 
Chart 2.1 provides a schematic representation of Australia’s tax-transfer system, illustrating 
the way in which it impacts on individuals’ economic behaviour. It also depicts the elements 
of the tax-transfer system that are relevant to the operations of Australian businesses. This is 
indicated by the light blue background shading to the tax elements of the chart. The chart is 
not intended to be a comprehensive representation of the tax-transfer system. Instead it 
summarises the major elements of the system and the key linkages between them. 

At the core of the system are Australians who make choices about: investing in education; 
engaging in paid or unpaid work (such as family care responsibilities and home services); 
how much to spend and on what goods and services; and how much to save and to allocate 
to alternative investments. These choices are interdependent. The tax-transfer system can 
impact on these choices through one or more channels. For example, decisions about how 
much to work are influenced by the availability of income support, the rate of withdrawal of 
that support as income is earned, the potential loss of other concessions, the rate of tax on 
earned income and, if child care is required, the net cost to the individual of that care after 
allowing for government subsidies. 
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In Australia’s federal system of government, taxes and transfers are administered by several 
levels of government. The separate Australian, state and local government systems are 
interlinked and can be thought of as one tax-transfer system with multiple components. 
Individuals tend to interact with the Australian government tax-transfer system, and the tax 
systems of the State and locality in which they reside. In contrast, businesses that operate 
across several States, or nationally, interact with multiple state tax systems and many local 
governments, in addition to the Australian government system. 

The Australian government’s role in the tax-transfer system is considerably larger than that 
of the States. While there is some overlap between their roles, the types of taxes and transfers 
administered by the Australian government and the States differ. This is in contrast to some 
other federations, such as Canada, where the federal government and the provinces and 
territories have the same or similar taxes and transfers. 

On the Australian government side, individuals interact directly with four elements of the 
tax-transfer system: personal income tax; superannuation; taxes on goods and services; and 
transfers (including cash payments and non-tax concessions). Through the personal income 
tax system, individuals also interact with company tax. 

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

Many Australians also interact with governments via government-provided services such as 
health and education. These services fall outside the scope of the review.  

The tax-transfer system not only impacts on individuals but also on business. It is business 
that remits much of the personal income tax to the ATO through pay as you go (PAYG) 
withholding. Businesses may be required to pay fringe benefits tax (FBT) and make 
superannuation guarantee payments on behalf of their employees. Businesses also interact 
with the tax-transfer system in their own right — for example, through the company income 
tax system, the payment of payroll tax, GST, excise, various taxes on land, and a range of 
other taxes levied on business inputs. These interactions are represented in Chart 2.1 by the 
light blue background shading. Businesses operating in more than one State, or nationally, 
interact with multiple Australian and state government tax systems. 

Some individuals and businesses conduct economic activity outside the tax-transfer system 
in the ‘underground economy’. The size of the underground economy is difficult to 
determine but is considered by the ABS to be between 1 and 2 per cent of GDP (Box 2.1). 
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Box 2.1: The size of the underground economy 

The underground economy consists of legitimate economic activity that is not reported to 
government agencies. By its nature, the underground economy cannot be measured 
directly. Estimates of its size must rely on indirect approaches, some of which are 
methodologically contentious. 

The ABS makes adjustments to its estimates of the income side of GDP based on 
information from aggregated income tax audits. The adjustments for 2000-01 added 
1.3 per cent to the unadjusted level of GDP. 

In 2003, the ABS (2003) attempted to identify the highest possible values for activity in the 
underground economy through a highly disaggregated analysis of the components of the 
income side of the GDP account. This work suggested that the largest possible adjustment 
to the income side of GDP to account for the underground economy would be around 
5 per cent. 

Breusch (2005) estimated that the cash economy probably accounts for between 1 and 
2 per cent of observed GDP. 

 

2.2 Components of Australia’s tax-transfer system 
Tables 2.1 and 2.8 summarise the main taxes and transfers of the Australian government and 
the States (including local government). A more detailed listing of the various taxes and 
transfers is provided at the end of this section, along with various tables describing tax bases 
and rate structures. 

2.3 Many Australian taxes 
Australians pay at least 125 different taxes each year. Of these, 99 are levied by the 
Australian government (including 67 agricultural levies), 25 by the States and 1 (council 
rates) by local government. The exact number of taxes is difficult to determine and may be 
higher than these estimates. This reflects ambiguity in distinguishing when a payment to 
government represents a separate tax or part of a broader tax and whether a payment is a tax 
rather than a fee for service (see Box 2.2 for further discussion). The estimates above take a 
conservative approach to these issues and therefore may understate the number of taxes paid 
by Australians.  

Similarly, the estimates treat equivalent taxes levied by different States as one tax rather than 
up to eight different taxes. From the perspective of individuals or businesses operating 
across more than one jurisdiction, equivalent taxes levied by different States might be 
viewed as separate taxes, since they need to be accounted for separately and typically differ 
in terms of rates, thresholds and exemptions. Viewed from this perspective, there could be as 
many as 160 different state taxes (excluding local government rates) and 259 taxes nationally 
(excluding local government rates). 
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Box 2.2: What is a tax? 

The ABS defines taxes as ‘compulsory, unrequited transfers to the general government 
sector’ and taxation revenue as ‘revenue arising from compulsory levies imposed by 
government’ (ABS 2005). This is consistent with the International Monetary Fund 
definition, which is based on the United Nations description of taxes as ‘compulsory 
unrequited payments, in cash or in kind, made by institutional units to government units’ 
(United Nations 1993, paragraph 8.43). 

It is difficult to determine the precise number of taxes. Statistical agencies are concerned 
with classifying revenue rather than counting the legal or administrative mechanisms by 
which it is raised — the individual taxes. While personal income tax, the GST and 
company tax are clearly separate taxes, there are many cases where a particular type of 
payment could be regarded as a separate tax or as a subset of a broader tax. For example, 
capital gains tax (CGT) could be regarded as a separate tax or as a part of the income tax. 
This paper takes the latter view. Superannuation guarantee payments by an employer 
(other than the superannuation guarantee charge) are not payments of tax because they 
directly benefit the employee and are not made to government. The penalty component of 
the superannuation guarantee charge can be considered a tax but not the amount that is 
transferred to the employee’s account. 

A core characteristic of a tax is that there is no clear and direct link between the payment of 
the tax and the provision of goods and services to the taxpayer. The funds that the 
government raises from taxes may be used to provide goods or services to the community 
as a whole, and this may provide a benefit to the taxpayer, but the payment will still be 
considered a tax if there is no direct relationship between the amount of the payment and 
the benefit to the taxpayer. Where a government agency recovers the costs of supplying a 
product or service to an individual, the revenue is classified as non-tax revenue. Only if 
the fees charged exceed the agency costs are the payments (or part of the payments) 
classified as a tax.  

The economic definition of a tax used in this paper may differ at the margin from the legal 
meaning of the term. In the context of the Commonwealth Constitution (s 51(ii)), a tax is ‘a 
compulsory payment raised for government and public purposes which is not a payment 
for services rendered or a penalty, the exactions of which are not arbitrary and the liability 
for which is not incontestable’ (LexisNexis 2008). 
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Of the total tax revenue collected by Australian governments in 2006-07, 90 per cent was 
derived from just 10 taxes (Chart 2.2). These 10 taxes accounted for 95 per cent of Australian 
government tax revenue and 70 per cent of state tax revenue (including 100 per cent of local 
government tax revenue). Ten per cent of tax revenue in 2006-07 was contributed by the 
remaining 115 taxes. 

Chart 2.2: Ranking of Australian taxes by revenue in 2006-07 
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115 other taxes includes fringe benefits tax, gambling 
taxes, insurance taxes, beer and spirits excise, customs 
duties, motor vehicle taxes, crude oil excise and 
agricultural levies.

10 taxes 115 taxes

 
(a)  Fuel excise and tobacco excise includes excise equivalent customs duties for these products. 
Source: Budget Paper No. 1 2008-09, Budget Statement 5; ABS 2008a, Australian Treasury estimates. 
 

2.4 Australian government taxes 
In 2006-07, the Australian government collected $262.5 billion in tax.1 Income tax levied on 
individuals and companies is the most significant source of tax revenue for the Australian 
government, accounting for around 70 per cent of its tax revenue (Chart 2.3, Panel A). Taxes 
on goods and services provide around a quarter of Australian government tax revenue. Of 
this, GST raises over half, while a third is derived from taxes on fuel, alcohol and tobacco 
(Chart 2.3, Panel B). Revenue from customs tariffs and a number of smaller taxes and levies 
contributes less than 10 per cent. 

                                                      

1 Australian tax revenue data are generally for 2006-07 as this is the latest year for which data are available for 
all levels of government. 
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Chart 2.3: Australian government sources of tax revenue in 2006-07 
Panel A: Sources of tax revenue 
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Panel B: Revenue from taxes on goods and services 
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Source: ABS 2008a; Budget Statement 5, Budget Paper No. 1, 2008-09, Australian Customs Service Portfolio Budget 
Statement; Australian Treasury estimates. 
 

Personal income tax 
In Australia, personal income tax is levied on nominal income. Generally thresholds are not 
indexed but some thresholds and amounts are indexed, mostly to the consumer price index 
(CPI). 

The individual is generally the unit of assessment for the personal income tax system. 
However, some income tested programs applied to individuals, such as the Medicare levy 
surcharge and senior Australians tax offset, take into account a spouse’s income and/or 
family circumstances. 

The period of assessment is the income year, which for most individuals corresponds to the 
financial year. As a general rule, income is assessed and deductions for expenses are allowed 
in the year they arise, although special rules apply for allowable capital expenditures. 

Most appreciating assets are assessed on a realisation basis. That is, in the year of disposal 
CGT applies to the net gain on the asset during its period of ownership. Broadly, the capital 
gain or loss from the disposal of an asset is calculated as the difference between the capital 
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proceeds from the disposal and the asset’s cost base. Capital gains or losses arise by way of 
‘events’ that centre on the disposal of an asset or a change in ownership of an asset. 

Calculating an individual’s income tax liability 

The calculation of an individual’s personal income tax liability or refund is illustrated in 
Chart 2.4. 

Chart 2.4: Calculation of an individual’s income tax liability (or refund) 

Personal tax rate scales
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Tax offsets
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(refund)Equals

Tax credits and
refundable tax offsets

 
 
Assessable income 

The personal income tax base is broad. Assessable income includes: salary and wage income; 
allowances; dividends; interest; capital gains; business income; pensions; rents; royalties; 
partnership income; and distributions from trusts. 

Individuals who are Australian residents, as a general rule, pay tax on their Australian 
source income and their foreign income. Non-resident individuals are subject to Australian 
tax on their Australian source income. 

A broad array of tax concessions, each applicable to specific taxpayers or activities, can 
reduce the tax liability of individuals. These concessions may take the form of: exemptions 
from income tax for particular forms of income; deductions; offsets; reduced rates of tax; or 
deferrals of tax liability. 

Assessable income consists of ordinary income and statutory income. 

• Ordinary income comprises amounts that have the character of income according to 
judicial interpretation. It generally comprises: returns to labour such as salary or wages; 
returns from passive investments such as rent or dividends; and returns from a business. 
Amounts paid periodically (such as pensions) generally constitute ordinary income. 

• Statutory income generally comprises gains in wealth that are specifically included within 
assessable income by the operation of the income tax legislation (for example, capital 
gains). 
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• Assessable income does not generally include income from gifts or hobbies. Returns from 
owner-occupied housing, such as capital gains, are not taxable and no deduction is 
allowed for related expenses. 

Some forms of ordinary and statutory income are made exempt from income tax, including a 
number of payments made under social security and family assistance legislation (for 
example, Disability Support Pension for those under Age Pension age, Family Tax Benefit 
Parts A and B, Maternity Immunisation Allowance and most supplementary payments). 

Some other forms of ordinary and statutory income are made non-assessable and 
non-exempt, which means they are both excluded from a taxpayer’s taxable income and 
ignored when working out how much of a taxpayer’s losses can be carried forward to be 
offset against future income. An example of non-assessable, non-exempt income is fringe 
benefits. Dividends, interest or royalties paid to a non-resident are subject to a withholding 
tax and are also made non-assessable and non-exempt. An individual’s assessable income 
may be reduced through salary sacrifice arrangements (see Box 2.3). 

The capital gains of an individual from an asset held for at least 12 months may be eligible 
for a 50 per cent discount, reducing the amount included in assessable income by half of the 
realised gain. Non-resident individuals only pay tax on capital gains on a limited range of 
assets. 
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Box 2.3: Salary sacrifice arrangements 

Under a salary sacrifice arrangement, an employer and an employee agree to reduce the 
employee’s salary or wages in return for non-cash benefits. The arrangement means that 
an individual is subject to less tax on their salary or wages, while their employer may be 
required to pay tax on their non-cash benefits (this is discussed further in relation to FBT). 

Technological changes mean that it is now much easier for employers and employees to 
utilise salary sacrifice arrangements. Several companies specialise in providing these 
arrangements, further enhancing their accessibility. 

Chart 2.5 shows that superannuation is the most common item for which salary sacrifice 
arrangements are utilised (around 520,000 individuals), while motor vehicles represent the 
highest average amount (approximately $290 per week). 

Chart 2.5: Salary sacrifice by category 
Number of people and average amount per week in 2005-06 
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Source: Australian Treasury estimates. 

 
Deductions 

The personal income tax system allows for a range of general and specific deductions. 
Private expenses are not generally deductible. 

General deductions are available for any loss or outgoing to the extent that it is incurred in 
gaining or producing assessable income or is necessarily incurred in carrying on a business 
for the purpose of gaining or producing assessable income. These include work-related 
expenses and expenses incurred in earning business or investment income (other than capital 
expenses). In the case of allowable capital items, deductions are spread over a number of 
years. 

Work-related expenses are claimed by a high proportion of taxpayers and account for the 
largest amount of personal taxpayer deductions.  

Individuals can deduct the costs of self-education expenses that have sufficient connection to 
their current employment. These costs are not deductible if the new skills are for a new 
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career direction. The costs of training employees, as with other costs incurred in earning 
assessable income or carrying on a business, are generally deductible for the employer.  

A range of specific deductions are also allowed in the income tax law — for example, for 
certain superannuation contributions, donations to organisations with deductible gift 
recipient status (see Box 2.4), and the expenses an individual incurs in managing their tax 
affairs. 
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Box 2.4: Tax concessions for philanthropic organisations 

Organisations endorsed as charities and/or deductible gift recipients (DGRs) are eligible 
for various tax concessions. There are currently around 50,000 endorsed charities and 
approximately 25,000 DGRs. Chart 2.6 indicates the overlap between charity and DGR 
status. 

Chart 2.6: Relationship between charities and DGRs 
Not-for-profit sector

Not-for-profit hospitals

Charities
DGRs

 PBIs,
Health

Promotion
Charities

 
 

Charities 

Charities are eligible for a range of tax concessions, including refunds of imputation 
credits, income tax exemptions and GST concessions. To be eligible for endorsement as a 
charity, an organisation must be operated for public charitable purposes. Charitable 
purposes are: the relief of poverty, sickness, or the needs of the aged; the advancement of 
education; the advancement of religion; and other purposes beneficial to the community. 
A charity can only carry on a business or commercial enterprise where that activity is 
merely incidental to its charitable purpose. 

DGRs 

DGRs are eligible for refunds of imputation credits, GST concessions and deductible gifts. 
In order to be a DGR, an organisation must fall within one of the general categories set out 
in the gift provisions of the Income Tax Assessment Act 1997, or be specifically listed by 
name under those provisions. 

The general categories of DGRs include: public benevolent institutions (PBIs); public 
universities; public hospitals; approved research institutes; arts and cultural organisations; 
environmental organisations; school building funds; and overseas aid funds. As specific 
listing involves a legislative amendment, the general approach of government has been to 
consider DGR listing only in exceptional circumstances and where the organisation can 
demonstrate that it contributes to the broad public interest. 

 
Negative income returns (where deductions exceed assessable income) arising from one 
source of assessable activity can generally be offset against an individual’s other income. 
Non-commercial losses and capital losses are exceptions. For example, capital losses arising 
from assets subject to CGT can only be offset against capital gains. Box 2.5 provides further 
detail about the treatment of losses. 
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Box 2.5: The tax treatment of losses 

Whenever a taxpayer has a ‘tax loss’ their taxable income for that period is generally 
deemed to be zero. The tax loss may be carried forward indefinitely and deducted against 
assessable income of a later income year. 

Restrictions apply to the utilisation of losses in certain circumstances. 

• Capital losses can only be offset against capital gains. They are quarantined from other 
losses and are not deductible from a taxpayer’s taxable income. As is the case with 
income losses, they can be carried forward and offset against capital gains in a later 
income year.  

• Non-commercial losses are losses arising from non-commercial business activities. They 
can only be offset against income from the same activity unless at least one of four tests 
for deductibility against other income (which cover the assessable income, real 
property, other assets or profits of the business activity) is satisfied, or the 
Commissioner of Taxation exercises a discretion to allow the loss to be deducted. The 
non-commercial loss rules do not apply in certain circumstances — for example, to 
some primary producers or activities that do not constitute a business, such as passive 
investments. 

• While losses can be carried forward indefinitely, their utilisation by companies may be 
subject to a continuity of ownership test and same business test. The continuity of 
ownership test limits the extent to which the benefit of applying a loss can accrue to 
individuals who did not incur the loss. The same business test relaxes the continuity of 
ownership test where a business conducts essentially the same business activity in the 
year the loss is incurred and when it is claimed. Similar rules apply to income losses 
that are carried forward in a trust, but they do not apply to trust capital losses. 

There are a number of provisions that make certain types of tax losses easier to use or 
ensure the value of the loss does not erode over time. Certain expenditure may be eligible 
for a refundable tax offset (research and development and films). Under the petroleum 
resource rent tax, carried forward losses are indexed to ensure the value of the loss is 
maintained. 

 

Taxable income 

An individual’s taxable income is determined annually by subtracting their deductions and 
any prior year taxable losses from their assessable income. 

Where, in aggregate, there is insufficient assessable income to fully offset deductions in the 
tax year, the individual will have a taxable loss. A taxable loss, unused CGT losses and 
non-commercial losses can be carried forward indefinitely and offset against assessable 
income in a future period, subject to certain loss offset restrictions (see Box 2.5). Losses 
derived from unrestricted activities, such as net rental losses, may be offset against income 
from any source, including capital gains. 

Where an individual has taxable income for the income year, the personal tax rate scale is 
applied to determine their gross tax liability. The existing and projected personal rate scales 
for resident individuals are summarised in Table 2.2 (a separate tax rate scale applies to 
non-resident individuals). The Australian Government has announced an aspirational goal 
of reducing the number of personal income tax rates to three (15 per cent, 30 per cent and 
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40 per cent) by 2013-14. This goal is dependent on national and international economic 
conditions and maintaining, as a general principle, sound budget surpluses. 

Under the PAYG withholding system, amounts are withheld from certain types of payments 
or transactions made by payers to payees (including salary and wages). These withheld 
amounts are remitted to the ATO and go toward meeting the payee’s tax liability for the 
year. The excess of withheld amounts over the final amount of tax assessed for the year is 
refunded to the taxpayer.  

Table 2.2: Current and projected personal tax rate scale for resident individuals 
From 1 July 2008   From 1 July 2009   From 1 July 2010 

Taxable income 
($) 

Rate 
(%) 

 Taxable income 
($) 

Rate
(%) 

 Taxable income 
($) 

Rate
(%) 

0 — 6,000 0  0 — 6,000 0  0 — 6,000 0 

6,001 — 34,000 15  6,001 — 35,000 15  6,001 — 37,000 15 

34,001 — 80,000 30  35,001 — 80,000 30  37,001 — 80,000 30 

80,001 — 180,000 40  80,001 — 180,000 38  80,001 — 180,000 37 

180,001 + 45   180,001 + 45   180,001 + 45 

 
Offsets 

Tax offsets can be applied to reduce an individual’s tax liability. A range of offsets apply in 
the current system, including the low income tax offset, senior Australians tax offset, zone 
tax offset, foreign income tax offset, lump sum payment in arrears and employment 
termination payment tax offset, and the superannuation contribution annuity and pension 
tax offset (see Table 2.10). Most offsets are non-refundable. That is, they can only reduce an 
individual’s net tax liability to zero. However, a refund can be claimed for some offsets 
where the value of the offset exceeds the individual’s tax liability. 

From 1 July 2008, a 50 per cent education tax refund can be claimed for eligible education 
expenses. Eligible families can claim up to $750 of eligible expenses for each child 
undertaking primary school studies (equivalent to a refund of up to $375 per child per year) 
and $1,500 for each child undertaking secondary school studies (a refund of up to 
$750 per child per year). 

Medicare levy, Medicare levy surcharge, and Higher Education Loan Program/Student 
Financial Supplement Scheme repayments 

In addition to basic income tax, individuals are subject to the Medicare levy, which is a 
general income tax levied at a rate of 1.5 per cent of taxable income and paid into the 
Consolidated Revenue Fund. Low-income individuals and families are not liable for the 
Medicare levy. For those taxpayers with income marginally above the relevant threshold, the 
Medicare levy is currently phased in at a rate of 10 cents for each dollar of taxable income 
above the relevant threshold. In addition, some taxpayers are able to obtain an exemption 
from the Medicare levy based on their current circumstances (for example, members of the 
Australian Defence Force who are provided with fee-free medical services). 

The Medicare levy surcharge is an additional 1 per cent tax, payable by individuals with a 
taxable income above the relevant income threshold who do not have prescribed levels of 
private health insurance.  



Overview of the tax-transfer system 

Page 23 

Where relevant, Higher Education Loan Program (HELP) repayments and Student Financial 
Supplement Scheme (SFSS) repayments are added to the individual’s income tax assessment 
to determine their final tax liability (or refund). The HELP and SFSS payments are education 
loan schemes, managed through the tax system. HELP is described in Box 2.6. 

Box 2.6: The Higher Education Loan Program (HELP) 

Students in higher education are required to contribute to the cost of their education. 
Students can either pay their contribution upfront, with a 20 per cent discount, or defer the 
contribution via a Higher Education Loan Program (HELP) loan (formerly the Higher 
Education Contribution Scheme). 

Students who choose to defer their contribution repay the loan through the tax system in 
future years when their taxable income exceeds a specified threshold ($41,595 in 2008-09). 
The repayment rate starts at 4 per cent and increases incrementally to 8 per cent for 
incomes of $77,248 and above. The deferred payment arrangements allow students who 
are unable to pay for their tuition upfront to participate in higher education. 

The student contribution differs between courses. The contributions are set with reference 
to the potential higher lifetime wages that students receive from completing particular 
degrees. A lower student contribution rate applies to courses that the Australian 
Government determines are of national priority. From 1 January 2009, these courses will 
be education, nursing, mathematics, statistics and science. 

Table 2.3: Student contribution for courses commencing from 1 January 2009 
 Student contribution band Student contribution range 

(per EFTSL(a)) 
Band 1 Humanities, behavioural science, social studies, foreign 

languages, visual and performing arts 
$0 — $5,201 

Band 2 Computing, built environment, health, engineering, 
surveying, agriculture 

$0 — $7,412 

Band 3 Law, dentistry, medicine, veterinary science, accounting, 
administration, economics, commerce   

$0 — $8,677 

National Priorities Education, nursing, mathematics, statistics, science $0 — $4,162 
(a) Equivalent Full Time Student Load. 
Note: For this purpose, income is defined as taxable income plus any net rental losses, reportable fringe benefit amounts and 
exempt foreign employment income. Outstanding loan balances are indexed each year to movements in the CPI. 

 

Income from sole traders, partnerships, and trusts 
The business and investment income of individuals operating as sole traders or as partners 
in a partnership is attributed to the individuals. In the case of a partnership, the income is 
attributed in proportion to each partner’s share and included as part of their income or loss. 
The net losses of a partnership can be offset against the other income of the partners. The sale 
of a partnership interest is treated as a sale of the partnership assets by the relevant partner.  

The treatment of trust income is broadly similar, with individuals including income to which 
they are entitled in their assessable income. However, a trust loss cannot be passed through 
to the individual beneficiaries of a trust. The sale of an interest in a trust is treated separately 
from the underlying trust assets. Further, income that is not attributable to a beneficiary of 
the trust is taxed in the hands of the trustee at the highest personal income tax rate, plus the 
Medicare levy. 
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Company income tax 
Company income tax is levied at a rate of 30 per cent on the taxable income of Australian 
companies, including incorporated and unincorporated associations, limited partnerships 
and some corporate unit trusts and public trading trusts. Special tax rates apply to pooled 
development funds, to certain classes of taxable income of life insurance companies, credit 
unions and non-profit companies, to retirement savings account providers and to First Home 
Saver Account providers. 

A group of wholly-owned entities headed by a company is able to elect to be treated as a 
single company for income tax purposes (known as ‘consolidation’). Consolidation allows 
the income and losses of a wholly-owned group of companies to be pooled. 

The calculation of taxable income for companies is generally the same as for individuals, but 
with some significant exceptions. These exceptions include that companies do not benefit 
from any discount on their net capital gains, as do individuals and superannuation funds, 
and that companies alone receive the research and development tax concessions, among 
other tax concessions. Further, most income from direct offshore investment by an 
Australian resident company is exempt from company income tax, regardless of whether it is 
retained offshore, paid as a dividend to the company or realised as a capital gain. 

Under Australia’s dividend imputation system, Australian shareholders receiving ‘franked’ 
dividends are provided a credit for company tax paid. A dividend can be franked up to the 
company tax rate of 30 per cent (fully franked), provided the company pays sufficient tax to 
cover the level of franking. Australian shareholders include the ‘grossed-up’ value of 
dividends (dividend income plus the franking credit) in their taxable income. They are then 
able to offset their income tax liability with the franking credit. Where the franking credit 
exceeds the amount of tax they would otherwise have to pay, they can claim the offset as a 
refund if they are: an individual; a complying superannuation fund; a life insurance 
company where the dividends relate to shares held for the benefit of policy holders; or an 
eligible tax exempt body or deductible gift recipient, such as a charitable institution. 

Withholding taxes 
Equity investments in Australia by non-residents are primarily subject to Australian tax 
through company income tax. Unfranked dividends, unless they constitute conduit foreign 
income, are subject to a final withholding tax upon distribution to the non-resident.  

Final withholding taxes are also levied on interest, royalties and certain distributions to 
non-residents from Australian managed investment trusts. These taxes are generally levied 
on a gross basis (that is, on the gross income without allowing deductions) at a flat rate that 
varies depending on the type of income and whether a tax treaty applies. Income subject to a 
final withholding tax is excluded from assessable income for the purposes of Australian 
income tax. 

Fringe benefits tax 
Most non-cash payments to employees are taxed separately under FBT, which is paid by 
employers and is levied at the top personal income tax rate plus the Medicare levy (currently 
46.5 per cent). Australia is one of two countries in the OECD that levy a separate fringe 
benefits tax instead of embedding it within their personal income tax system. 
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Fringe benefits are not included in the employee’s taxable income but the value is included 
on their payment summary on a ‘grossed-up’ basis — that is, the value of the fringe benefit is 
increased to reflect the value of income tax (at the top personal rate) that would be paid if the 
fringe benefit were purchased out of after-tax income by the employee. A range of benefits 
are excluded from these reporting requirements, such as the hiring or leasing of 
entertainment facilities. The value of reportable fringe benefits is then taken into account for 
the purposes of the income tests for most transfer programs, including income support and 
family assistance. 

A range of fringe benefits are exempt from FBT, including: minor benefits (currently subject 
to a threshold of $300); recreational or child care facilities on employer premises; small 
business employee car parking; housing benefits provided to employees in remote areas; 
certain eligible work-related items; and taxi travel to or from the workplace. These benefits 
are excluded from the fringe benefits reporting requirement. 

FBT concessions apply in respect of: cars; certain types of meal entertainment; and housing 
assistance provided to remote area employees.  

FBT concessions also apply to certain philanthropic organisations such as public benevolent 
institutions (Box 2.4). The Australian Government has asked the Review Panel to examine 
the complexity and fairness of existing FBT arrangements for the not-for-profit sector, and 
the treatment of fringe benefits in other parts of the tax-transfer system, and to make 
recommendations to improve equity and simplicity for the long term. 

Taxation of superannuation 
Contributions to a superannuation fund made by an employer on behalf of an employee, 
including those made under a salary sacrifice arrangement, are not included in the 
employee’s personal income and are taxed at a rate of 15 per cent in the complying 
superannuation fund or retirement savings account. People who are not employees can 
generally claim a tax deduction for their personal contributions. These contributions are 
taxed at 15 per cent in the fund and are also subject to an indexed annual cap of $50,000 
($100,000 for people aged over 50 until 30 June 2012). 

Personal contributions made by individuals from after-tax income, for which no deduction 
has been claimed, are generally not subject to tax in the hands of the superannuation fund. 
An annual limit of $150,000 a year (indexed) applies to these contributions, with people 
under age 65 permitted to bring forward up to two years of future contributions. 

The realised earnings of superannuation funds are taxed at a flat rate of 15 per cent. Capital 
gains of complying superannuation funds are subject to a 33⅓ per cent discount where the 
assets have been held for at least 12 months. Complying superannuation funds are ineligible 
for the general CGT exemption that applies to assets acquired prior to the introduction of 
CGT. Earnings in the fund are not taxed once an individual’s account starts to be paid as an 
income stream (pension). Funds can claim dividend imputation credits. 

Superannuation benefits may comprise a tax-free and a taxable component. 

• The tax-free component mainly reflects contributions made from after-tax income and 
amounts representing the portion of the superannuation benefit that accrued before 
1 July 1983. This component is always tax-free on distribution. 
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• The taxable component is the total value of the superannuation benefit less the tax-free 
component. It usually consists of employer and deductible personal contributions, along 
with earnings on all contributions. 

For 90 per cent of individuals, the taxable component is comprised entirely of contributions 
and earnings that are taxed in the fund. However, in some schemes, such as public sector 
superannuation plans, the taxable component of a benefit may include contributions or 
earnings that have not been taxed in the fund. 

Different taxation arrangements apply to amounts that are taxed in the fund and those that 
are not (see Tables 2.11 and 2.12). Broadly, superannuation benefits derived from a 
previously taxed source are exempt from tax after age 60. Benefits paid before age 60 are 
taxed at concessional rates. Where the superannuation benefit is paid from a fund which did 
not pay tax on its contributions and earnings (such as many government superannuation 
funds), tax is paid on the benefit. The tax rate varies depending on whether the individual is 
over 60 years of age. 

Different rules apply to superannuation benefits for the purposes of assessing the rate of 
payment for social security entitlements. Under the income test for pensions, superannuation 
income streams are generally assessed on the basis of gross income, reduced by an allowance 
for the return of the capital used to purchase the product. For the majority of people who 
have acquired their income stream with an accumulated lump sum, this method of 
assessment is not linked to the taxation treatment of the income stream. 

GST 
GST is a broad based value-added tax on most goods and services consumed in Australia. 
GST applies at a uniform rate of 10 per cent to the supply or importation of taxable goods 
and services, based on the selling price. GST revenue is paid to the States. GST is levied on 
businesses at all stages of the production process. Businesses are generally able to claim a 
credit for GST paid on business inputs. While the coverage of GST is broad, there are 
exemptions for some categories of goods and services including health, education, basic food 
and charitable supplies. GST is not levied on residential rents and financial services, but 
suppliers of these products and services are generally not able to claim a credit for GST paid 
on production inputs. 

Excise 
Excises are specific taxes on certain goods, including liquid fuel, alcohol and tobacco. A key 
feature of the excise system is the licensing of sites where excisable products are 
manufactured. An excise-equivalent customs tariff is applied to imports, and is collected at 
the border. 

Excise rates for tobacco, beer and spirits are indexed twice a year to the consumer price 
index. Tobacco is taxed on a per stick basis, for cigarettes and cigars, or by overall weight of 
tobacco for other products. Beer and spirits are taxed on alcohol volume, although there are 
different rates for different types of beer, with lower rates for lower-alcohol beers and beer 
packaged in containers with a volume of 48 litres or more. Spirits are subject to a higher rate 
of excise than full strength beer. 

Liquid fuels, primarily petrol and diesel, are subject to excise of 38.143 cents per litre, which 
is not indexed. Fuel tax credits are provided for fuel used for certain off-road uses and for 
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on-road use in heavy vehicles. Aviation fuels used for domestic trips are taxed at a rate of 
2.854 cents per litre, while fuels used in aircraft on international journeys are not subject to 
excise. Biofuels (ethanol and biodiesel) are also taxed at a rate of 38.143 cents per litre. 
However, there are separate mechanisms to provide an effective excise free status for 
biodiesel and for domestically produced fuel ethanol. Fuels that can be used for transport 
that are based on compressing or liquefying gases, including liquefied petroleum gas (LPG), 
are not subject to excise. 

Wine equalisation tax 
Wine is not subject to excise. It is subject to a separate wine equalisation tax (WET), which 
applies as a percentage of the price of wine products. This is normally 29 per cent of the 
wholesale price of wine, cider, perry, mead and sake, and certain other wine-based products. 
Unlike the excise on beer and spirits, the amount of tax payable on wine is independent of 
alcohol volume. There is a $500,000 WET producer rebate that reduces the WET paid by wine 
producers, often to zero in the case of smaller producers of wine. 

Resource taxes and royalties 
In addition to income tax, the Australian government raises revenue from the extraction of 
certain oil and gas natural resources through specific resource taxes and royalties. Petroleum 
resource rent tax (PRRT) is a profits-based tax that applies to oil and gas production in 
Australian territorial waters outside the coastal limit (except the North West Shelf 
exploration permit area and the Joint Petroleum Development Area in the Timor Sea). PRRT 
applies at a rate of 40 per cent of the profits of a petroleum project, after deducting 
exploration, development and operating costs. Costs that are carried forward as an offset 
against income in a future period are uplifted at designated rates depending on the type of 
expense — the long term bond rate (LTBR) plus 15 per cent for exploration expenditure and 
the LTBR plus 5 per cent for development and operating expenditures. Exploration in certain 
frontier areas is currently eligible for an initial 150 per cent uplift. 

The Australian government collects crude oil excise from the production of liquid 
hydrocarbons from the North West Shelf production area, onshore fields and coastal waters. 
Crude oil excise is levied on a per barrel basis. The first 30 million barrels of cumulative 
production from a field is exempt. There is also an annual exemption for each field of 
3.1 million barrels once the 30 million barrel limit is reached. Excise is levied on an increasing 
rate scale tied to the level of production. The top rate for fields currently subject to crude oil 
excise is 30 per cent of the gross value of production. The excise scales that apply to 
production from each field are determined by the date of discovery and/or the 
commencement of production. 

The Australian government collects revenue from the extraction of oil and gas resources 
through several royalties it shares with Western Australia (see Table 2.4). The Australian 
government also collects royalties on uranium mining in the Northern Territory, which are 
shared between the Northern Territory Government and the Aboriginal Benefits Trust 
Account. 
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Table 2.4: Petroleum royalties 
 Offshore petroleum royalty and the internal 

waters royalty 
Resource rent royalty 

Location North West Shelf project area Barrow Island 

Rate 10-12.5 per cent of net well head value Specific agreement payment 

Share Western Australia approximately two thirds and the 
Australian government approximately one third 

Western Australia one quarter and the Australian 
government three quarters 

 

Other taxes 
Customs tariffs apply to a range of imported textiles, clothing and footwear, passenger 
motor vehicles and other imported goods including foods, chemicals, industrial supplies, 
machinery and equipment, and household electrical items. Businesses are not credited for 
tariffs paid on their imports. 

The luxury car tax applies to the value of a domestic or imported vehicle in excess of a 
certain threshold, $57,180 in 2008-09. In the 2008-09 Budget, the Australian Government 
announced an increase in the rate of the luxury car tax to 33 per cent from 1 July 2008. 

There is a broad range of smaller taxes administered by a range of Australian government 
departments, including charges for notional cost-recovery, penalties, levies and licence fees. 
These are not imposed primarily for general revenue raising purposes, but are still classified 
as taxes. For example, the passenger movement charge is levied on departing international 
travellers as a notional charge for government services relating to international travel. More 
than 60 separate levies are imposed on agricultural products, the revenue from which is 
earmarked to fund services and research within specific agricultural industries. 

2.5 State taxes 
State and local governments accounted for around 18 per cent of total Australian tax revenue 
in 2006-07. The States collected $48.9 billion through their own taxes, with a further $9.4 
billion being raised through local government taxes. Taxes on property, including land tax, 
rates and stamp duty, make up around half of state tax revenue, with payroll taxes making 
up a further quarter (Chart 2.7). Other important sources of tax revenue are taxes on motor 
vehicles, gambling and insurance contracts. In total, the States levy around 26 different types 
of taxes, including local government rates. Nevertheless, in comparison to the Australian 
government, the overall state tax base is relatively narrow. While there are similarities in the 
main taxes used in each State, the thresholds, rates and range of exemptions from the taxes 
differ. See Table 2.18 for a detailed description of state taxes. 
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Chart 2.7: Sources of state tax revenue in 2006-07 
(All States including local government) 
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Source: ABS (2008a). 
 
Chart 2.8 highlights the relative importance of the main state taxes to each State. 

Chart 2.8: Sources of tax revenue in 2006-07 by State(a) 
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(a) As the ACT does not have local councils, the ACT’s other taxes include $159 million in rates. 
Source: ABS (2008a). 
 

Payroll tax 
All States levy payroll tax on employers that have total payments for employee wages and 
salaries exceeding specified tax-free thresholds. Wages and salaries are defined to include 
most forms of employee benefits, including commissions, bonuses and fringe benefits, 
although there are differences in the definitions across the States. Some organisations are 
generally exempt from payroll tax, such as religious institutions. The tax-free threshold 
exempts a significant proportion of businesses and employees from the payroll tax base. For 
example, in NSW more than 90 per cent of businesses are exempt from payroll tax under the 
current tax free threshold (IPART 2008). Each State determines its own threshold and rate. 
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All States have a single flat rate, except for Queensland where the tax-free amount is 
gradually eroded in incremental rates once the threshold has been exceeded. 

The States are undertaking payroll tax harmonisation, with several having harmonised their 
payroll tax arrangements (except for thresholds and rates), and the other States agreeing to 
harmonise across eight areas. 

Stamp duty on conveyances 
Each State levies stamp duties on the transfer of property. The duty is usually paid by the 
purchaser based on the sale price of the property (or its market value if higher). Table 2.18 
shows the rates and thresholds which apply in each State for the purchase of residential 
property. Different rates and thresholds may apply to the purchase of different types of 
property. There are programs in each of the States that provide concessions for first home 
buyers and other groups. 

Land tax 
All States except for the Northern Territory levy land tax on the total holding of unimproved 
land value, excluding principal residences. Land used for primary production is exempt or 
deductible in all States. Other exemptions include caravan parks and aged care facilities in 
some States. Most jurisdictions also have tax-free thresholds. Land tax rates are generally 
progressive. In assessing the value of land, the States either take the value at a specified time 
in the year or an average of the value over the previous three years. 

Local government rates 
Local government rates are a tax charged by local councils on the value of property (the ACT 
does not have local councils and rates in the ACT are charged by the ACT Government) 
(Table 2.20). Most types of land are subject to rates, though the rate that is charged can vary 
by the land type, for example residential or commercial use. The valuation method for rates 
also varies considerably across councils, with unimproved value, capital improved value 
(that is, the total value of the property) or rental value used as alternate benchmarks. 
Councils have some autonomy in setting rates, although in NSW (and for the next three 
years, the Northern Territory) the State government restricts the rate of annual increases. The 
average rate varies significantly across jurisdictions, with councils in areas of lower land 
value tending to charge higher rates. This may reflect the fact that if land values in one area 
are lower than in a neighbouring area, the rate must be higher to provide the same level of 
service. 

Insurance taxes 
All States impose taxes on general insurance premiums. The rate ranges from 7.5 per cent in 
Queensland to 11 per cent in South Australia. New South Wales, Queensland and Tasmania 
have special rates on particular classes of general insurance business. All States, apart from 
Western Australia, also impose taxes on life insurance policies at different rates. NSW, 
Victoria and Tasmania impose taxes on insurance companies or their policies to fund fire 
brigades. Additionally, NSW and the ACT apply a health insurance levy (known as the 
Ambulance Service Levy in the ACT) on health insurance policies. Victoria, Queensland, 
Western Australia, South Australia and Tasmania impose taxes on motor vehicle third party 
insurance, in addition to registration, other motor vehicle taxes and licence fees. 
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Motor vehicle taxes 
The States impose a variety of taxes on vehicle registrations and transfers of ownership. 
Registration transfer charges (stamp duty) are usually based on the price of the vehicle or its 
market value if higher. The States use a range of methods for applying rates. Passenger 
vehicles are generally treated differently from other vehicles. Annual motor vehicle 
registration fees may also apply before a vehicle is allowed to be driven on public roads. 
These taxes, which apply to the stock of registered vehicles, are levied in different ways by 
the States, either according to the weight of the vehicle or the number of cylinders. Vehicles 
for business use have different rates in some States. Motor cycles also have separate flat fees 
in all States. 

Gambling taxes 
The States levy a range of taxes on different forms of gambling, which are generally based on 
the gross value of gambling activity. These include taxes on government and/or private 
lotteries, gaming machine taxes, casinos, race betting and other gambling such as internet 
gaming, keno and betting exchanges. The rates of tax vary across States, by the type of 
gambling listed above, and within the types of gambling activity. 

Non-tax resource revenue 
A variety of resource royalties and payment arrangements are used by the States to price the 
use of natural resources. Table 2.5 provides a summary of some features of state mineral 
royalty arrangements. These include specific royalties levied as a constant amount per 
physical unit of production, ad valorem royalties levied as a constant percentage of the value 
of production, or profit based royalties levied on the profit derived on sale. At a more 
detailed level, the arrangements are very complex, covering over 60 different royalty 
arrangements. The details of each of these royalty arrangements (including applicable rates) 
are outlined in Table 2.19. 

Table 2.5: State mining royalties 
Location Mineral Royalty 

All States Generally Ad valorem royalty, generally ranging between 2.5 and 7.5 per cent of the 
value of mine output 

All States Certain low value 
commodities such as clay 
and sand 

Specific royalty (amount per tonne) 

Queensland Coal Base rate of 7 per cent of value. An additional 3 per cent applies to value 
above $100/tonne 

Tasmania Most minerals Hybrid royalty arrangements comprised of an ad valorem and profit-based 
royalty.  

Northern 
Territory 

Most minerals except 
petroleum 

Profit-based royalty 

 
There are various arrangements for charging for non-mineral natural assets. These include: 

• a forestry royalty for trees accessed from public land (state forests), (see Section 8.5 for an 
explanation); 

• licence fees and access charges for the use of water resources. These vary between 
jurisdictions. For example, in NSW, the Independent Pricing and Regulatory Tribunal sets 
the prices that can be charged for water, including the fees for licence applications and 
annual water charges; and 
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• licensing arrangements for fisheries and aquaculture resources. For example, in 
Queensland licences are required to undertake commercial fishing, buy fish from a person 
licensed for commercial fishing, provide charter fishing services, fish in the Torres Strait, 
own a commercial fishing boat, or own a boat that transports fish caught on a commercial 
fishing boat. 

2.6 Tax expenditures 
The tax-transfer system also includes a set of tax concessions called ‘tax expenditures’. Tax 
expenditures typically provide a benefit to a specified activity or class of taxpayer relative to 
a benchmark taxation treatment. Tax expenditures can be provided in many forms, including 
exemptions from tax, tax deductions, tax offsets, concessional rates of tax or a change in the 
timing of a deduction or the deferral of a tax liability. A negative tax expenditure can arise 
where arrangements impose a higher tax burden than the benchmark. 

Governments may choose to implement policy through the tax system for a range of reasons. 
In some cases, this may be an efficient way to deliver government assistance or other 
programs. Issues surrounding the measurement and aggregation of tax expenditures are 
discussed in Box 2.7. 

 

Box 2.7: Tax expenditures 

Australia uses the revenue forgone approach to measure tax expenditures. This approach 
measures the difference in tax paid by taxpayers who receive a particular concession, 
relative to similar taxpayers who do not receive the concession. It compares the current or 
prospective treatment to the ‘benchmark’ treatment, assuming taxpayer behaviour is 
unchanged. The setting of the benchmark against which tax expenditures are measured 
involves an element of judgment. Hence, the benchmark can vary across jurisdictions. 

Two guiding principles in setting the benchmark are that a standard tax treatment should 
apply across similar taxpayers or transactions and that the benchmark may incorporate 
structural elements of the tax system, such as the progressive personal income tax rate 
structure and our nominal income tax approach. The estimated tax expenditures would 
differ considerably if measured against a real income tax benchmark or an expenditure tax 
benchmark. 

Tax expenditure estimates may differ from budget estimates. Tax expenditure estimates 
reflect the amount of revenue forgone as a result of a tax expenditure, assuming the 
existing level of activity or use is unchanged. Budget costings measure the revenue impact 
of changing the existing treatment and take into account timing effects and the behavioural 
responses of taxpayers to the policy change. Estimates of tax expenditures are therefore 
not necessarily reliable indicators of the budget impact of certain tax arrangements. 

Aggregate estimates of tax expenditures, such as those presented in Table 2.6, are not 
necessarily reliable indicators of the revenue cost of tax expenditures, because different tax 
expenditures may overlap and there may be interactions between the behavioural 
responses to the removal of different expenditures. Tax expenditure estimates cannot be 
readily compared across different jurisdictions, due to differences in tax rates and tax 
benchmarks. 
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Australian government tax expenditures 
Approximately 300 tax expenditures are identified in the 2007 Tax Expenditures Statement 
(Australian Government 2007a), excluding those associated with the GST. Around 100 new 
tax expenditures have been added to the Australian government tax system (excluding GST) 
over the past 10 years and many more identified. Less than 30 have been deleted and only a 
few of these reflect policy decisions taken during that time. These include the removal of two 
tax expenditures in the 2008-09 Budget, along with the reduction in the concessionality of a 
further eight. The value of tax expenditures has more than doubled in the past 12 years or so, 
rising from an estimated $23.5 billion in 1996-97 to an estimated $50 billion in 2006-07 (Chart 
2.9). However, aggregations of individual tax expenditure estimates need to be treated with 
caution (see Box 2.7). 

Chart 2.9: Total measured Australian government tax expenditures 
1996-97 to 2006-07 
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Source: Australian Government, Tax Expenditures Statement, various years. 
 
The largest measured tax expenditures are found in the social security and welfare functions 
of government (see Table 2.6). Included in this function are superannuation concessions, 
estimated at around $25 billion in 2006-07. Also included are the exemption from income tax 
of Family Tax Benefit (around $2.5 billion) and the senior Australians tax offset (around 
$1 billion). Significant tax expenditures not included in the social security and welfare 
function include the capital gains tax discount for individuals and trusts (estimated at 
$6.9 billion) and the application of the statutory formula to car fringe benefits (around 
$1.5 billion).  



Architecture of Australia’s tax and transfer system 

Page 34 

Table 2.6: Measured tax expenditures 2006-07 
$m

Social security and welfare 34,833
Other economic affairs 14,018
Fuel and energy 1,390
Health 876
Other purposes 700
Housing and community amenities 605
Agriculture, forestry and fishing 524
General public services 508
Transport and communication 295
Defence 202
Recreation and culture 183
Education 6
Public order and safety 0
Mining, manufacturing and construction -4,020
Total 50,120  
Source: Australian Government (2007a). 
 

State tax expenditures 
Table 2.7 sets out tax expenditures provided across the main state taxes as well as in relation 
to local government rates. These estimates of tax expenditures are calculated by each State 
using benchmarks defined by that State. Differences between benchmarks can be significant, 
hence it is not possible to make a direct comparison of tax expenditures between 
jurisdictions. 
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Some States consider the payroll tax exemption for businesses whose payroll is beneath the 
threshold to be a tax expenditure, while other States do not. This can have a significant effect 
on the size of the estimated tax concession. In its 2008-09 Budget, Victoria estimates its 
payroll tax expenditure (excluding the payroll tax threshold) to be $740 million in 2007-08, 
while if the threshold is considered a tax concession, the tax expenditure would increase to 
$2,613 million (that is, the threshold concession is estimated at $1,873 million). Conversely, 
the 2008-09 Western Australian Budget reports a tax expenditure in relation to payroll tax of 
$959 million in 2007-08, which would reduce to $25.2 million if the threshold were not 
considered a tax expenditure. 

The size of the tax expenditure will also vary according to the rate at which the tax is levied. 
Even if the amount of activity exempted is the same in two States, the cost of a tax 
expenditure would be larger in a State with a higher tax rate. 

2.7 Many Australian transfers 
There are around 40 Australian government transfers. As is the case with taxes, there is some 
ambiguity as to what constitutes a separate payment. 

Many other types of transfers are delivered by the States, particularly as non-tax concessions. 
See Box 2.8 for a description of what is included as a transfer. 

Cash transfers cost the Australian government around $70 billion in 2006-07, equivalent to 
6.8 per cent of GDP. The States make very limited use of direct payments, relying mainly on 
indirect transfers, such as services and concessions. 

2.8 Australian government transfers 
Spending on the transfer payment system accounted for more than a quarter of Australian 
government spending in 2006-07. The main Australian government transfers are income 
support payments and payments to families — including all Age and other pensions, 
Newstart and other allowance payments, Family Tax Benefit, supplementary payments and 
bonuses (Table 2.8).  

In 2006-07, the allocation of funding to the main transfers was as follows: the Age Pension 
($25.5 billion, including Service Pensions); Family Tax Benefit ($16 billion); Disability 
Support Pension ($8.7 billion); Parenting Payment ($5.9 billion); and Newstart Allowance 
($4.5 billion) (Chart 2.10). 
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Chart 2.10: Australian government program expenditure by 
payment group in 2006-07 

Carers
4% People with

a disability
12%

Working age
18%

Retirement
36%

Families & Children
27%

Students
3%

 
 

Box 2.8: What is a transfer? 

A transfer is a cash payment or non-tax concession provided by government to individuals 
and families that contributes to their overall income or consumption. Defined broadly, 
transfers include all government payments and subsidies to individuals and families, 
including universal subsidies such as education and health care. However, for the 
purposes of this paper, government-provided services such as health and education are 
not included as transfers.  

This paper focuses primarily on cash payments and certain concessions, as listed below. 

• income support pensions such as the Age Pension and Disability Support Pension; 

• income support allowances such as Newstart Allowance and Youth Allowance; 

• family payments, mainly Family Tax Benefit and payments to assist families with the 
cost of childcare; 

• supplementary payments such as Rent Assistance, Utilities Allowance, education 
supplements and one-off bonus payments; 

• concession cards that provide access to lower-cost goods and services such as public 
transport, household utilities and medicines (through the Pharmaceutical Benefits 
Scheme); and 

• housing assistance delivered through public housing provided at below market rent 
and through various first home owner schemes. 

Tax concessions are also a means to provide transfers. They include items like the 
superannuation tax concessions; the medical expenses tax offset; reduced council rates; 
motor vehicle registration charges; and residential stamp duty for low income households. 
Many tax concessions are provided to recipients of Australian government concession 
cards. 
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Direct cash transfers 
Cash transfers fall into several categories. Income support payments provide for the basic 
living costs of adults, and are paid on a fortnightly basis. These payments are paid at a flat 
rate (that is, unrelated to prior earnings or employee or employer contributions) and on an 
indefinite basis, provided a person continues to meet the means test and payment 
requirements. A range of family assistance and other payments are also available to assist 
people with other specific costs such as those associated with raising children. 

Income support payments are the primary form of financial assistance for individuals who 
are unable, or not expected, to fully support themselves. These include payments for people 
no longer expected to work (Age Pension); unable to undertake significant part-time work 
(Disability Support Pension); not currently expected to work due to caring responsibilities 
(Parenting and Carer Payments) or full-time study (student payments); and for people with a 
capacity to work and generally expected to work (Newstart Allowance). 

There are two main categories of income support payment — pensions and allowances 
(which are also referred to as ‘benefits’). Pensions are paid at higher rates and have more 
generous income and assets tests than allowances. Student payments, a sub-category of 
allowances, have more generous personal income testing than pensions and less generous 
rates than other allowances. Special Benefit is a safety net payment for people in hardship 
who are ineligible for other payments. 

Family assistance is paid in addition to income support, and is also paid to a large 
proportion of families with children where the parents are working and do not receive 
income support. Family assistance includes per child assistance to assist with the costs of 
raising children; additional assistance for single-income families, including single parents; 
assistance on the birth or adoption of a child; and assistance with the costs of child care. 

Income support and family assistance recipients who are private renters may also receive 
Rent Assistance. 

Means testing 
Support provided through the tax-transfer system is generally targeted to lower income 
families and individuals through the use of means tests. 

Means testing operates on a couple or family basis, on the principle that targeting support 
should take into account other sources of financial support, including from close family 
members (spouse, parents of dependent children). 

The means test generally has two components: an income test and an assets test. Income 
support is tested on the basis of both income and assets, whereas family assistance is tested 
on income only, in a similar manner to tax programs. Entitlement to most supplementary 
payments relies upon entitlement to a primary income support payment, concession card or 
family assistance payment. 

Pension rates are separately calculated under both the income and the assets test and the 
lower of these two rates is paid. This means that people paid the same rate under the income 
test can have very different asset holdings. Allowances are only available if assets do not 
exceed specified limits, with rates calculated under the income test. Both arrangements are 
more generous for pensioners than for allowees. 
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Under the income tests, allowances reduce more quickly with private income than pensions, 
as they have higher taper rates, and pensions allow more private income before they start to 
reduce (or have a higher ‘free area’) than most allowances. Pensions are reduced by private 
income at a rate of 40 cents for each dollar over the free area (or 20 cents for each member of 
a couple), whereas Newstart Allowance is reduced by 50 cents between $62 and 
$250 per fortnight and then 60 cents for amounts over $250. For allowee couples (that is, 
where neither partner receives a pension), one person’s private income generally only 
reduces their partner’s payment once it has reduced their own payment to zero, whereas a 
pensioner’s income reduces their own and their partner’s payment simultaneously. 
Chart 2.11 shows the impact of the different rates and income tests for single people without 
children. 

Chart 2.11: Comparison of single pension, allowance and student rates,  
by private income(a) 
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(a) Rates and income test parameters for the period 1 July 2008 — 19 September 2008. 
Source: FaHCSIA estimates. 
 
Under the assets test, different thresholds apply depending on whether the individual or 
couple is a homeowner. The way the assets test applies is more generous for pensioners than 
for allowees. Assets over the threshold immediately cancel allowances, whereas they phase 
out pensions gradually by $1.50 per fortnight per $1,000 of assets over the threshold. 

While the majority of means tested assistance is provided through the transfer system, a 
range of targeted payments are also delivered through the tax system. Eligibility for support 
(or means tested liabilities) delivered through the tax system is determined by income. This 
can be either based on the individual’s income (for example, the low income tax offset), 
family income (for example, the exemption from the Medicare levy and the Medicare levy 
surcharge and the senior Australians tax offset) or another person’s income (for example, the 
dependent spouse offset, and the spouse superannuation contributions offset). 

Income support payments are paid on a fortnightly basis. Eligibility for pensions and 
allowances is assessed on a fortnightly basis using ‘ordinary’ income, making them 
responsive to short–term changes in an individual’s or family’s circumstances. Most family 
assistance is assessed on the basis of current financial year ‘adjusted taxable income’ but for 
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the majority of recipients is paid on a fortnightly basis using an estimate of adjusted taxable 
income. 

Pensions 
Pensions are one class of income support payment, and cover Age Pension, Disability 
Support Pension, Carer Payment, Parenting Payment (Single), Bereavement Allowance and 
Wife and Widow B Pensions (the latter two of which are closed to new claimants). Payments 
to veterans and their dependants have most of the characteristics of other pension payments. 

Parenting Payment for single parents is classed as a pension, but has some elements of an 
allowance (for example, the assets test). Parenting Payment is discussed in more detail under 
‘Allowances’. 

Although income support is generally taxable, Disability Support Pension, Carer Payment 
and Wife Pension are non-taxable if their recipient is below Age Pension age2 (Box 2.9). 

The maximum basic rates and dependants payments made to veterans are indexed twice a 
year in line with increases in the higher of male total average weekly earnings (MTAWE) and 
the CPI. Pension supplements are also indexed to CPI twice yearly. The income test free 
areas and assets test limits are indexed on 1 July each year. 

Box 2.9: How are Australian government transfers taxed? 

Transfers (including allowances, pensions, family assistance and supplementary 
payments) are taxed differently, depending on the specific payment. 

• Some payments are taxed as income, such as the Age Pension, Carer Payment and 
Disability Support Pension for people of Age Pension age, Newstart Allowance and 
Parenting Payment. Whilst these payments are included as income for tax purposes, 
there are specific tax offsets (see Table 2.10) that are designed to ensure the tax liability 
for maximum rate full-year recipients is zero (and in some cases additional income can 
be earned without incurring tax). 

– For example, in 2007-08 a person receiving Parenting Payment (Single) of $13,990 
pays no tax on their pension or on additional income they may earn if their total 
income is less than $22,921, due to their entitlement to the pensioner tax offset and 
the low income tax offset. 

• Some payments are non-taxable — that is, they are not included as income for tax 
purposes — including Family Tax Benefit, childcare assistance payments, Carer 
Payment and Disability Support Pension for recipients and care receivers under Age 
Pension age, and most supplementary payments (for example, Rent Assistance). 

 
Age Pension 

The Age Pension is available to men and women who have reached Age Pension age of 65 
for men or 63 ½ for women. The Age Pension age will increase to 65 for women by 2013.  

                                                      

2 The person being cared for, and the partner of a Wife pensioner, must also be below Age Pension age. 
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Generally, a claimant needs to be an Australian resident and in Australia at the time of claim, 
unless claiming under an international social security agreement. To receive the 
Age Pension, a person must generally have lived in Australia for 10 years or more, with at 
least five years in a continuous block, although recipients of certain other payments may 
transfer to the pension on reaching pension age. 

Payments to veterans and their dependants 

A Service Pension is paid to veterans on the grounds of age or invalidity, and to eligible 
partners, widows and widowers. The Age Service Pension is paid to veterans who have 
qualifying service, and the Partner Service Pension is paid to eligible partners and widows. 
These service pensions are paid five years earlier than the Age Pension would be paid. The 
Invalidity Service Pension may be granted at any age up to 65 years. 

Disability Pension is available to compensate veterans for injuries or diseases caused or 
aggravated by war service or certain defence service rendered on behalf of Australia before 
1 July 2004. It is a non-taxable pension. 

The War Widow’s/Widower’s and Orphan’s Pension is paid to compensate widowed 
partners and dependants of veterans who have died as a result of war service or eligible 
defence service. War Widow’s/Widower’s Pension is not affected by other income except 
from other compensation payments. 

Disability Support Pension 

The Disability Support Pension is for people aged 16 and over (new entrants must be under 
Age Pension age), with a serious physical, intellectual or psychiatric impairment that 
prevents them from working or being re-skilled for work for at least 15 hours a week at or 
above the minimum wage for at least the next two years. Recipients of the payment at 
10 May 2005 are required to be unable to work at least 30 hours a week. 

Special provisions allow recipients who begin work or increase their earnings on a long-term 
basis to have their eligibility ‘suspended’ for up to two years, rather than ‘cancelled’. This 
allows them to return to payment if they cease work or reduce their hours. 

Similar prior residence requirements to those for the Age Pension apply unless the person 
became unable to work while in Australia. 

Carer Payment 

Carer Payment is a pension for a person providing constant care for: a person with a 
physical, intellectual or psychiatric disability; a child with a profound disability; two or more 
children with disabilities; or an adult and their dependent child who needs care permanently 
or for an extended period. The person being cared for must generally receive an income 
support or Service Pension or meet the Special Care Receiver income and assets limits. A 
Carer Payment recipient can participate in employment, education, training or unpaid 
voluntary work for up to 25 hours a week without affecting their eligibility. 

Allowances 
Allowances are the other class of income support, of which the main ones are Parenting 
Payment (Partnered), Newstart Allowance, and Youth Allowance. Other allowances are: 
Sickness, Partner, Mature Age and Widow allowances; Special Benefit; Crisis Payment; 
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Exceptional Circumstances Relief Payment; Farm Family Restart; and the student payments 
of Austudy and ABSTUDY. 

Allowance payments are taxable, although their receipt establishes eligibility for the 
beneficiary tax offset. They are subject to income testing on personal and partner income and 
not available if assets exceed the allowance assets limits. Rates are adjusted in line with 
upward movements in the CPI. In most cases, this occurs in March and September. 

Parenting Payment 

Parenting Payment has the main characteristics of a pension if it is paid to a sole parent, and 
of an allowance if the recipient is partnered. These characteristics include the rate of 
payment, the indexation arrangements, and the income test. Parenting Payment is not 
available if assets exceed the relevant allowance assets limits. 

Parenting Payment claimants must have a qualifying child aged under age six if the carer is 
partnered, or under age eight if the carer is single. The carer must enter into an activity 
agreement to seek and accept suitable part-time work if the youngest child is aged six or 
more. There are special provisions for individuals on Parenting Payment at 30 June 2006. In 
this case, their youngest child must be aged under 16 and they must enter into an activity 
agreement with part-time work requirements when their youngest child turns seven or 
more. 

Newstart Allowance 

Newstart Allowance is for people aged between 21 and Age Pension age who are regarded 
as unemployed and who satisfy the requirements of an activity test (or who are exempt from 
activity testing). Activity requirements are tailored to the individual’s capacity to work. For 
example, reduced requirements apply to people with a disability, with a partial capacity to 
work and principal carers of older children (aged 6-15 if partnered or aged 8-15 if single). 
The most common activity requirement is to seek and accept suitable work. Other agreed 
activities are designed to improve employment prospects. 

Youth Allowance 

Youth Allowance (Student) is for full-time students in secondary or tertiary education or 
training and full-time Australian apprentices aged 16 to 24 years. The student must be 
undertaking an approved course of study. Youth Allowance (Other) is for young people 
aged 16 to 20 not in full-time study who are seeking or preparing for work or temporarily 
unable to work. 

While rates for people with children are similar to equivalent Newstart Allowance rates, 
lower rates are paid to partnered young people without children or living away from home, 
and young people living at home. Youth Allowance for non-independent young people is 
paid subject to parental means testing. 

Family assistance 
Family assistance covers payments made to assist families with the costs of raising 
dependent children, subsidies for child care, and maternity-related payments. Payments are 
income tested but not assets tested. The period of assessment of income testing is the current 
financial year for the major payments, although most families receive Family Tax Benefit 
payments on a fortnightly basis, their Child Care Tax Rebate on a quarterly basis, or have 



Overview of the tax-transfer system 

Page 47 

their Child Care Benefit paid direct to their child care provider. Family assistance payments 
are not taxable. 

Family Tax Benefit 

Family Tax Benefit (FTB) is paid as a fortnightly payment to most families based on an 
estimate of total family adjusted taxable income. Families can elect to wait until their 
adjusted taxable income is known and claim their payment as a lump sum. FTB supplements 
are available at the end of the tax year and can be used to offset any debt arising from an 
incorrect estimate of income. Where two adults substantially share the care of a child, FTB 
can be shared. 

FTB Part A is a per child payment to assist families with the direct costs of raising children. It 
has a ‘maximum’ rate and a ‘base’ rate that is income tested on family income. Children aged 
13-15 have a higher maximum rate than those aged under 13. Lower rates of payment are 
available for children aged 16-24, as Youth Allowance becomes available to children in low 
income families once a child turns 16. FTB Part A rates are increased in line with upward 
movements in the CPI each July. The maximum rates for children aged under 16 are also 
benchmarked against pension rates, which provides an indirect link to MTAWE. 

FTB Part B is a per family payment, paid to single parents and couples with one main income 
earner and a dependent child aged under 16 or a qualifying full-time student aged 16-18. 
FTB Part B for couple families is paid subject to an income test on the second earner. FTB 
Part B has a higher rate for families with a child aged under five. FTB Part B rates are 
increased in line with upward movements in the CPI each July. 

Child care and other family assistance 

In addition to FTB, the family assistance system includes: assistance on the birth or adoption 
of a child (Baby Bonus); a payment to reward and encourage age-appropriate immunisation 
(Maternity Immunisation Allowance); and assistance with the costs of child care 
(Child Care Benefit and Child Care Tax Rebate). 

Families using child care provided by an approved service or registered carer may receive 
Child Care Benefit (CCB). Approved services can include long day care, family day care, 
outside school hours care, vacation care and some occasional and in-home care. Registered 
care includes nannies, relatives or friends registered as carers. Families who are eligible for 
CCB for approved care can get up to 24 hours of CCB per child per week regardless of their 
work status. Families where both parents or a single parent are working, studying, training 
or looking for work for at least 15 hours a week (unless exempt) are eligible for up to 
50 hours of CCB per child per week for approved care. CCB for registered care is paid only 
where both parents or a single parent are working, studying, training or looking for work at 
any time in the week. There is a weekly limit of 50 hours of CCB for registered care. 

CCB for approved care is subject to a family income test. The maximum rate is payable if a 
parent is on income support, or if their family income is below the relevant income 
threshold. Most families using approved care choose to receive their CCB as a reduction in 
fees. The other option is as a lump sum after the end of the year. There is no income test for 
CCB for registered care. 

Child Care Tax Rebate (CCTR) meets 50 per cent of the out-of-pocket child care expenses for 
approved care up to a limit of $7,500 per child per annum. It can be paid quarterly or 
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annually. To receive payment, the claimant must have been assessed as eligible for CCB and 
be working, studying, training or looking for work. 

Supplementary payments including Rent Assistance 
In addition to pensions, allowances and family payments, the Australian government also 
provides a broad range of supplementary payments and assistance. These include 
Pharmaceutical Allowance, a supplement for people living in remote areas, and assistance 
for specific costs (such as Utilities Allowance). A number of supplementary payments are 
also available for additional assistance with the cost of education and training. 

Rent Assistance is one of the major supplementary forms of assistance. Australians receiving 
more than the base rate of FTB Part A, pensions or allowances are eligible if they are renting 
in the private market at rates above a threshold level (the threshold and payments depend 
on family size). Different taper rates of pensions, allowances and family payments mean that 
Rent Assistance is reduced by a lower level of private income, and at a faster rate, if it is 
received with an allowance payment, than if it is received with a pension or FTB Part A. 

While a person can only receive one income support payment at any point in time, they can 
receive multiple supplements. Most supplementary payments are non-taxable. 

Since 2000 there has been an increased use of ‘one-off’ lump sum payments. For example, 
carers have received lump sum payments of up to $1,600 in each of the past five budgets. 
Seniors have received lump sum payments of up to $500 in each of the past three budgets. 

Superannuation co-contribution 

Under the government superannuation co-contribution scheme, post-tax contributions by 
low-income and middle-income earners are matched at $1.50 for every dollar contributed, up 
to a maximum contribution of $1,500. The maximum contribution is available for individuals 
on incomes below $30,342 and phases out at the upper threshold of $60,342 (2008-09).  

Private health insurance rebate 

Families and individuals who pay private health insurance premiums are eligible for a rebate 
of at least 30 per cent of the cost of a complying private health insurance policy. For people 
aged between 65 and 69 years, the rebate is 35 per cent and for people aged 70 years and 
over, the rebate is 40 per cent. The rebate can be claimed as a premium reduction, as a direct 
payment through Medicare Australia, or at the end of the year as part of a tax return. It is 
paid for both hospital and/or ancillary cover, for people who are eligible for Medicare. The 
rebate is not means tested. 

Concession cards 

Pensioners and specified allowance recipients are issued a Pensioner Concession Card. 
Allowance recipients (excluding student payment recipients) and eligible FTB families are 
issued with a Health Care Card. A low-income Health Care Card can also be claimed subject 
to an income test. Self-funded retirees can claim a Commonwealth Seniors Health Card 
subject to a more generous income test. 

Concession card holders have access to a range of reduced cost services — particularly 
through state governments (Section 2.9) and some concessions on private sector goods and 
services. The most notable concession available to card holders relates to lower cost 
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pharmaceuticals through the Pharmaceutical Benefits Scheme and a lower 
Medicare Safety Net threshold. 

Recent ‘one-off’ lump sum payments to seniors and carers have also been made to recipients 
of income support payments such as Widow Allowance and Partner Allowance, and to 
holders of the Commonwealth Seniors Health Card. 

The Community Development Employment Projects (CDEP) program 

The Community Development Employment Projects (CDEP) program is an Australian 
government funded initiative for unemployed Indigenous people. The program provides 
participation opportunities through activities which develop skills to improve employability 
of participants, in order to assist them to move into employment outside the CDEP program. 
CDEP activities can also lead to the development of business enterprises. Candidates must 
meet certain eligibility requirements to allow them to participate in CDEP. 

Tax expenditures 

The Australian government also provides significant tax concessions, which can be a form of 
transfer. Some relevant examples are the superannuation tax concessions and the 20 per cent 
medical expenses tax offset. 

2.9 State transfers 
State transfers are provided in the form of public housing schemes that assist low income 
people with affordable accommodation, publicly funded services for people in need, and a 
range of concessions to eligible Australians. Eligibility for state concessions often relies on 
meeting Australian government eligibility tests for the Pensioner Concession Card and the 
Commonwealth Seniors Health Card. As such, there is an important connection to the 
Australian government transfer system. 

The States do not have a system of general income support but provide transfers to 
individuals in a number of ways (see Tables 2.27 to 2.34), including: 

• through services directed to assist low income people — for example, public housing 
schemes to provide affordable accommodation; 

• subsidised services, such as electricity, water and public transport; and 

• tax concessions, such as motor vehicle registration concessions and stamp duty 
concessions to eligible first home owners (see also Section 2.6). 

All States provide transfers to first home buyers through the First Home Owners Scheme. 

2.10  Administration of the tax-transfer system 
Chart 2.12 outlines the administrative framework of the tax-transfer system from the broad 
perspective of the formation of tax and transfer policy, through to the implementation of that 
policy and the resolution of any disputes between administering authorities and 
taxpayers/transfer recipients. For the purposes of simplicity, it does not include the 
ministerial and parliamentary processes that underpin the formation of tax and transfer 
policy. The location of the participants in Chart 2.12 indicates where they tend to be involved 
in the development of policy and its administration. 
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At the core of the diagram are taxpayers and transfer recipients. The transfer system is 
reflected in the upper half of the diagram, the tax system in the lower half. The state tax and 
transfer arrangements are depicted at the outer margins of the diagram but operate parallel 
to the Australian government tax and transfer systems. 

The tax and transfer systems have different objectives. These objectives have influenced how 
the agencies administer their part of the system. While represented as spatially separate, 
there are strong links between the tax and transfer components at the Australian government 
level, and to a lesser extent between the two arms of the state tax-transfer systems and 
between the Australian government and state tax-transfer systems. 
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Chart 2.12: Administrative framework of the tax-transfer system 
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Administration of the Australian government tax system 
The development of Australian government tax policy and its implementing legislation is the 
responsibility of the Treasury Ministers, advised by the Australian Treasury. The Australian 
Taxation Office (ATO) is a key player in the policy formation and legislative process, as is the 
Office of Parliamentary Counsel, reflecting the interdependence of the policy, legislation and 
administrative aspects of the tax system. Taxpayers, often through representative agencies 
and associations, may also engage in the formation of policy and legislation. This can be 
through correspondence with members of parliament, representations to the Treasurer or 
other ministers, representations to the Australian Treasury, the ATO, the Board of Taxation, 
or through consultative forums such as the ATO’s National Tax Liaison Group (NTLG) and 
specific consultation arrangements. 

The Commissioner of Taxation has statutory independence to administer, through the ATO, 
the principal Australian government taxes. The ATO’s primary function is to administer tax 
and superannuation legislation passed by Parliament. To do this the ATO develops 
administrative arrangements to implement tax law, educates and advises taxpayers about 
their rights and obligations, collects tax revenue, and ensures compliance with the law. It is 
the only agency with which most taxpayers and tax professionals interact in fulfilling their 
tax obligations. Taxpayers can rely on, or ask the Commissioner to give, rulings or advice in 
relation to their tax obligations. 

Under the income tax self-assessment system, taxpayers lodge their tax returns with the 
ATO, which then uses the information to issue a notice of assessment. For most other tax 
types, taxpayers also lodge statements or returns that report their liability or entitlements but 
it is generally not necessary for the ATO to make and issue an assessment. 

The ATO may make an adjustment to an income tax assessment, such as where the taxpayer 
has made a mistake adding up figures, but does not take responsibility for the accuracy of 
the details on a tax return. That is the responsibility of the taxpayer. At a later date, the ATO 
may check some details on a tax return more thoroughly. The ATO has two years to review 
tax returns for most taxpayers and, if necessary, increase or decrease the tax payable by 
issuing an amended assessment. Returns for taxpayers with more complex affairs can be 
reviewed within four years. 

Should the taxpayer be dissatisfied with the assessment (or a ruling) the taxpayer may 
object — effectively requiring the Commissioner to reconsider the assessment (or ruling). If 
the Commissioner disallows any of the objection, the taxpayer has the right to take the 
matter to the Administrative Appeals Tribunal (AAT) or the Federal Court. Disputes 
between the Commissioner and taxpayers are arbitrated through the legal system with the 
courts providing authoritative interpretation of tax law. 

In practice, a significant majority of taxpayers engage professionals to work out their tax 
obligations. The ATO works closely with the tax profession through a range of consultative 
forums, particularly the National Tax Liaison Group, to improve tax administration and 
voluntary compliance. 

The Commissioner has substantial powers to collect and recover amounts of tax payable 
under the assessments and can apply penalties and interest where appropriate. The ATO is 
subject to external scrutiny — through Parliament and the Inspector-General of Taxation 
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(IGOT), as well as the usual channels such as the Ombudsman and the Australian National 
Audit Office. 

An ancillary role is played by the Australian Customs Service in collecting GST and excise 
equivalent duties and tariffs on imported goods. A range of minor industry specific taxes are 
administered by other Australian government departments. 

Administration of the Australian government transfer system 
In contrast to the tax system, many government ministers, advised by their relevant agencies, 
have responsibility for policy formation and administration of the transfer system. These 
agencies include: the Department of Families, Housing, Community Services and Indigenous 
Affairs (FaHCSIA); the Department of Education, Employment and Workplace Relations 
(DEEWR); and the Department of Veterans’ Affairs (DVA). They are responsible for 
providing advice on policy, including advice on issues such as eligibility, rates and means 
testing. 

Separate agencies such as the Department of Human Services (DHS), Centrelink and 
Medicare are responsible for delivering transfers to recipients. Their responsibilities can 
include processing applications, determining initial and ongoing eligibility by assessing 
customers against means testing and activity test requirements, and transferring payments 
into customer bank accounts. 

The transfer payment system is based on self-identification — an individual needs to apply 
for most payments. Eligibility is assessed by an agency using information provided by the 
individual. Individuals seeking or receiving transfers may need to deal with more than one 
agency, in part because it is possible for individuals and families to receive a number of 
different transfers at the one time. To streamline an individual’s access to government 
services, Family Assistance Offices have been set up in Medicare Australia offices, Centrelink 
Customer Service Centres and ATO shopfronts across the country. They deliver FTB, Child 
Care Benefit, Child Care Tax Rebate, Baby Bonus, Maternity Immunisation Allowance and 
Rent Assistance. 

The right to have a decision reviewed exists for almost every decision made by Centrelink or 
the Family Assistance Office (FAO). The first step is for a customer to request internal review 
by the original decision maker or authorised review officer. Reconsideration by the original 
decision maker is not a formal review but an administrative check for obvious errors. An 
authorised review officer is a senior and expert officer who undertakes the first formal 
review of the decision, having regard to the facts of the case as well as the correct application 
of the policy and the law. 

If a customer is dissatisfied with the outcome of an internal review, they may apply to the 
Social Security Appeals Tribunal (SSAT) for independent external review. The SSAT 
conducts a merits review based on the facts and the law. Further merits review may also be 
undertaken by the Administrative Appeals Tribunal (AAT). Beyond this, appeal to the courts 
can only be made on a matter of law. 

Administration of the state tax-transfer system 
There are parallels between the state administrative structures for taxation and that at the 
Australian government level. The process for the development of state taxes involves 
consultation between the respective state treasuries, state revenue offices (SROs) and 



Architecture of Australia’s tax and transfer system 

Page 54 

taxpayer and industry representative groups. The degree of involvement of the state revenue 
offices in tax policy and legislation varies across the States. Commissioners for State Taxation 
and their respective revenue offices are responsible for administering most state tax laws. 
However, other government departments are engaged in the collection of some taxes.  

Like the ATO, the state revenue offices have a role in clarifying the application of the 
legislation and providing rulings. As is the case with the Australian government, state 
revenue offices consult with taxpayer representative groups on implementation and 
compliance issues. State taxes are administered through a mix of self-assessment and state 
revenue office assessment, depending upon the extent of compliance costs. Taxpayer 
disputes are handled through an appeals process and the state courts, in addition to the 
usual channels such as State Ombudsmen. 

As noted in Section 2.9, the primary ways in which States redistribute income or provide 
income support are through the direct provision of public services, such as subsidised public 
housing, through the provision of concessions, such as reduced charges for household 
utilities and public transport, or via tax concessions. The key agencies engaged in the 
provision of this assistance are the state departments for housing and for communities, and 
various other agencies operated by individual States; state government corporations (for 
example, utilities and public transport concessions); local government (rate concessions); and 
the state revenue offices (for example, stamp duty concessions). As with taxation, disputes 
are arbitrated through an appeals process and the state courts. 

Linkages between tax and transfer systems 
Although separate administrative architectures exist for the tax system and for the transfer 
system, there are strong links between these systems. At the Australian government level 
these links exist because entitlement to assistance payments can be determined by taxable 
income and because parts of some transfers are delivered through tax. Reflecting this link, 
the agencies administering the tax and transfer systems exchange data to ensure that 
consistent information is used. At the state level, there are interdependencies between the tax 
and transfer systems, with both mechanisms being used to deliver assistance to target 
groups. 

There are also links between the Australian government tax-transfer system and the state 
tax-transfer systems. Under the Intergovernmental Agreement on the Reform of 
Commonwealth-State Financial Relations all revenue from the GST is distributed among the 
States. GST policy is coordinated through the GST Administration Sub-committee (GSTAS). 
The States interact with the ATO in relation to the collection and administration of the GST 
legislation. The costs of administering the GST are recovered by the Australian Treasury 
from the States. The States also interact more broadly with the ATO under information 
sharing agreements to ensure that consistent information is used across the Australian 
government and state tax systems. For example, information on house sales is used for the 
collection of stamp duty on conveyancing and for checking capital gains tax on investment 
property sales. Linkages also exist between the Australian government and state transfer 
systems, as some state transfers are linked to Australian government transfer policy through 
the concession card arrangements. 
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Table 2.10: Major tax offsets, 2006-071 
Offsets Value of 

entitlement 
($ million) 

Number of 
individuals 

receiving 

The low income tax offset is designed to reduce the tax paid by Australian low- and 
middle-income earners. In 2006-07, the maximum offset of $600 was available to taxpayers 
who earned less than $25,000. In 2007-08, the maximum value of the offset increased to 
$750, and was available to taxpayers who earned less than $30,000. In 2008-09 it has been 
further increased to $1,200 and will rise to $1,350 and $1,500 in 2009-10 and 2010-11 
respectively. 2,168 5,195,500 

The lump sum payment in arrears tax offset is available to taxpayers who include in their 
assessable income a lump sum payment for unused annual leave or for unused long service 
leave which is categorised as 'eligible assessable income'. 

The eligible termination payment tax offset applies to limit the maximum rate of tax applied to 
the taxed and untaxed elements of a post-June 1983 component of an eligible termination 
payment. 1,322 196,300 

The superannuation contribution annuity and pension tax offset is applied to taxable annuity 
or pension income included in a taxpayer’s tax return at a rate of 15%. 1,150 431,300 

The senior Australians tax offset (SATO), when combined with the low income tax offset, 
ensured that eligible single older Australians could have income up to $24,867 in 2006-07 
without paying income tax or the Medicare levy. As part of the Government’s plan to reduce 
income taxes, this amount has increased to $28,867 in 2008-09, and will increase to $29,867 
for 2009-10 and $30,685 for 2010-11. 

Similarly, a senior Australian who is a member of a couple could earn up to $20,680 for 
2006-07 without paying income tax or the Medicare levy. This amount has increased to 
$24,680 in 2008-09 and will increase to $25,680 for 2009-10 and $26,680 for 2010-11. 1,083 604,800 

The mature age worker tax offset is aimed at encouraging older workers to remain working 
or rejoin the workforce. The offset is available to workers aged 55 years and over who have 
net income from working2 of less than $63,000. The maximum offset has been $500 since it 
became available on 1 July 2004. 491 1,147,700 

The dependent spouse tax offset is available to taxpayers who maintain a dependent spouse 
but not during periods in the income year where either they or their spouse are eligible for 
Family Tax Benefit Part B. The maximum spouse offset available was $1,655 in 2006-07. In 
2007-08 it was increased to $2,100 and is indexed annually. 452 344,700 

The pensioner tax offset is available to taxpayers who are not entitled to the senior 
Australians tax offset and who receive certain pension payments. The effect of the offset is to 
ensure that no tax is paid by a person whose assessable income consists of the full pension 
and, in some cases, a small amount of non-pension income. 

In 2006-07, the maximum amount of the pensioner tax offset was $2,018 for singles, $1,522 
for each member of a couple or $1,879 for a person who is a member of a couple separated 
by illness. These amounts are increased annually in line with pension increases. 444 285,300 

The medical expenses tax offset is available to taxpayers for net medical expenses over 
$1,500 at a flat rate of 20%. No upper limit is applied. 401 642,500 
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Table 2.10: Major tax offsets, 2006-071 (continued) 
Offsets Value of 

entitlement 
($ million) 

Number of 
individuals 

receiving 

The child care tax rebate is available to taxpayers for the difference between fees incurred 
for approved child care and the Child Care Benefit (30% of the difference). The maximum 
amount of rebate was $4,211 in 2006-07. The rebate has risen to 50% with a maximum 
amount of $7,500 in 2008-09 and is delivered through the Family Assistance Office. 344 436,800 

The zone and overseas forces tax offset is available to individuals who are classed as 
residents of specified remote areas (Zone A or Zone B) of Australia for more than half the 
income year, or are serving in a qualifying overseas locality as a member of the Australian 
Defence Force. 

A resident of a special area of either Zone A or Zone B is entitled to an offset of $1,173 plus 
50% of the relevant rebate amount. A resident of ordinary Zone A and a Defence Force 
member serving in a qualifying overseas locality is entitled to a zone tax offset of $338 plus 
50% of the relevant rebate amount. A resident of ordinary Zone B is entitled to a zone tax 
offset of $57 plus 20% of the relevant rebate amount. 225 530,800 

The baby bonus (first child) tax offset is available to taxpayers for the first child for whom 
legal responsibility is taken between 1 July 2001 and 30 June 2004, where the child was 
under 5 years when legal responsibility was taken. Over the next five years, some or all of 
the tax paid by the mother in the income year prior to the gaining of the legal responsibility of 
the child is refunded through instalments. Taxpayers claiming this offset must lodge their 
claim by 30 June 2009. 176 304,100 

The private health insurance rebate is worked out as a percentage of the premium paid to a 
registered health insurer for a complying private health insurance policy. Taxpayers are able 
to choose to claim a certain percentage of the cost of their private health insurance 
premiums as a tax offset or as a direct payment or reduced health insurance premiums. 
Taxpayers aged less than 65 years can claim a 30% tax offset, those aged between 
65 and 69 can calm 35% and those 70 years or older can claim 40%. 168 253,500 

The entrepreneurs’ tax offset is equal to 25% of the income tax liability attributable to the 
business income of small businesses entities with an aggregated turnover of less than 
$75,000. The offset phases out where the aggregated turnover for a year is between 
$50,000 and $75,000. 145 295,300 

The beneficiary tax offset is paid to taxpayers whose assessable income includes certain 
government 'benefit' payments, and is calculated on the benefit income returned in their tax 
return. 124 266,900 

1 Data current for 2006-07 tax returns processed as at 25 June 2008 
2 The income test that applies to the mature age worker tax offset is defined as net income from working. This concept captures 
personal services and business income associated with employment and reduces it by a taxpayer’s deductible expenses 
relating to the generation of this income. 
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Table 2.11: Taxable component of a superannuation benefit — taxation of element 
taxed in the fund 

Age Superannuation lump sum Superannuation income stream 
60 and above Tax free (non-assessable, non-exempt 

income) 
Tax free (non-assessable, non-exempt 
income) 

Preservation age to age 59 Zero per cent up to the low rate cap of 
$145,000 (indexed); 15 per cent on 
amounts above the cap 

Marginal tax rates, less a 15 per cent 
offset 

Below preservation age 20 per cent Marginal tax rates 

 

Table 2.12: Taxable component of a superannuation benefit — taxation of element 
untaxed in the fund 

Age Superannuation lump sum Superannuation income stream 
60 and above 15 per cent up to the untaxed cap of 

$1.045 million (indexed), and then at 
the top marginal tax rate 

Marginal tax rates, less a 10 per cent 
offset 

Preservation age to age 59 15 per cent up to the low rate cap of 
$145,000 (indexed), 30 per cent up to 
the untaxed cap of $1.045 million 
(indexed), and then at the top marginal 
tax rate 

Marginal tax rates 

Below preservation age 30 per cent up to the untaxed cap of 
$1.045 million (indexed), and then at 
the top marginal tax rate 

Marginal tax rates 

 

Table 2.13: Overview of the tax treatment of outbound investment 
Investment type Income Capital gains 
Direct investment 
(non-portfolio investment, 
that is an equity interest of 
greater than 10 per cent in 
foreign branches or 
companies) 
 

Resident investor is an Australian company 
As earned: active business income exempt; passive 
income taxed under anti-tax-deferral rules, with credit for 
foreign tax paid.  
On distribution: exempt (irrespective of whether active or 
passive income). 
Resident investor is not an Australian company  
As earned: taxed, unless active income derived by foreign 
company. 
On distribution: taxed with credit for direct foreign taxes, 
unless income was previously subject to tax under 
anti-tax-deferral rules. 

Resident investor is an Australian 
company 
Capital gain from disposal of 
interest in a foreign company that 
has more than 90% active assets 
is exempt. 
Resident investor is not an 
Australian company 
Capital gain from disposal of 
interests in foreign company is 
taxed, with credit for foreign 
taxes paid. 

Portfolio equity 
 

All resident investors 
As earned: taxed as derived by the foreign entity or, under 
anti-tax-deferral rules (unless exemption available). In 
some cases, credit for foreign taxes paid by foreign entity 
may be available. 
On distribution: taxed, with credit for any direct foreign 
taxes, unless income has been previously taxed under 
anti-tax-deferral rules. 

All resident investors 
Capital gain taxed unless it 
represents income that has been 
previously taxed (eg. under 
anti-tax-deferral rules) 

Portfolio debt All resident investors 
Taxed with credit for foreign interest withholding tax.  

All resident investors 
Generally not applicable. 
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Table 2.14: Overview of the tax treatment of inbound investment 
Investment type Income Capital gains  
Direct investment  
 

Company income tax — 30% on taxable income of 
Australian companies and branches of foreign companies. 
Unfranked dividends of Australian companies (paid from 
untaxed or tax preferred income) — dividend withholding 
tax (30% if non-treaty; generally 0-15% if treaty) unless 
conduit foreign income. 
Royalties from Australian company — royalty withholding 
tax (30% if non-treaty; generally 5-15% if treaty).  
Other Australian source income derived by non-resident 
directly (eg. investment in Australian land) — taxed on 
assessment at relevant tax rate. 

Capital gains from the sale of 
shares in Australian company not 
taxed unless the company is 
land-rich. 
Capital gains from the sale of 
business assets of an Australian 
permanent establishment taxed. 
Capital gains from the sale of 
Australian land and non-portfolio 
interests in land-rich entities 
taxed. 

Portfolio equity  Company income tax — 30% on taxable income. 
Unfranked dividends — subject to dividend withholding tax 
(at 30% if non-treaty; 10- 15% if treaty) unless conduit 
foreign income. 
Certain distributions from managed investment trusts — 
subject to new withholding tax regime. Once fully 
implemented, residents of countries with which Australia 
has effective exchange of information will be subject to 
7.5% withholding tax; other foreign residents will be 
subject to 30% withholding tax. 
Distributions of net income from other trusts — taxed at 
non-resident investor’s tax rate. 

Capital gains on sale of shares 
not taxed. 
Capital gains from sale of other 
interests not taxed unless 
non-portfolio interests in land-rich 
entity. 

Portfolio debt Interest — subject to interest withholding tax (at 10%) 
unless exemption available (either under domestic law or 
treaty). 

Generally not applicable. 
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 ta
xe

d 
at

 1
5%

 
P

ay
m

en
t o

f b
en

ef
its

, t
ax

-fr
ee

 if
 

m
em

be
r i

s 
ag

ed
 o

ve
r 6

0 
ye

ar
s 

(2
) 

O
th

er
 in

co
m

e 
 

 
 

 
 

ta
x-

pr
ef

er
re

d 
in

co
m

e 
Ta

x 
pr

ef
er

en
ce

 p
ar

tia
lly

 
cl

aw
ed

 b
ac

k 
on

 re
al

is
at

io
n 

of
 

ga
in

, g
en

er
al

ly
 w

he
n 

as
se

t i
s 

di
sp

os
ed

 o
f 

Ta
x 

pr
ef

er
en

ce
 p

ar
tia

lly
 

cl
aw

ed
 b

ac
k 

on
 re

al
is

at
io

n 
of

 g
ai

n,
 g

en
er

al
ly

 w
he

n 
as

se
t i

s 
di

sp
os

ed
 o

f 

Ta
x 

pr
ef

er
en

ce
 p

ar
tia

lly
 

cl
aw

ed
 b

ac
k 

on
 re

al
is

at
io

n 
of

 g
ai

n,
 g

en
er

al
ly

 w
he

n 
as

se
t i

s 
di

sp
os

ed
 o

f (
3)

 

C
om

pa
ny

 b
en

ef
its

 fr
om

 ta
x 

pr
ef

er
en

ce
 

W
he

n 
di

st
rib

ut
ed

, i
nd

iv
id

ua
l 

ta
xe

d 
w

ith
 n

o 
fra

nk
in

g 
cr

ed
it 

Fu
nd

 b
en

ef
its

 fr
om

 ta
x 

pr
ef

er
en

ce
 

P
ay

m
en

t o
f b

en
ef

its
 ta

x-
fre

e 
if 

m
em

be
r i

s 
ag

ed
 o

ve
r 6

0 
ye

ar
s 

(2
) 

ca
pi

ta
l g

ai
ns

 
In

di
vi

du
al

 c
an

 b
en

ef
it 

fro
m

 
50

%
 d

is
co

un
t 

S
m

al
l b

us
in

es
s 

C
G

T 
co

nc
es

si
on

s 
m

ay
 a

pp
ly

 

In
di

vi
du

al
 c

an
 b

en
ef

it 
fro

m
 

50
%

 d
is

co
un

t (
4)

 
S

m
al

l b
us

in
es

s 
C

G
T 

co
nc

es
si

on
s 

m
ay

 a
pp

ly
 

In
di

vi
du

al
 c

an
 b

en
ef

it 
fro

m
 

50
%

 d
is

co
un

t (
4)

 
S

m
al

l b
us

in
es

s 
C

G
T 

co
nc

es
si

on
s 

m
ay

 a
pp

ly
 b

ut
 

m
ay

 b
e 

cl
aw

ed
 b

ac
k 

th
ro

ug
h 

C
G

T 
(5

) 

N
o 

50
%

 d
is

co
un

t (
6)

 
S

m
al

l b
us

in
es

s 
C

G
T 

co
nc

es
si

on
s 

m
ay

 a
pp

ly
 b

ut
 

w
he

n 
di

st
rib

ut
ed

, i
nd

iv
id

ua
l 

m
ay

 b
e 

ta
xe

d 
(5

) 

Fu
nd

 c
an

 b
en

ef
it 

fro
m

 3
3⅓

%
 

di
sc

ou
nt

 

fo
re

ig
n 

so
ur

ce
 in

co
m

e 
In

di
vi

du
al

 ta
xe

d 
(w

ith
 c

re
di

t f
or

 
di

re
ct

 fo
re

ig
n 

ta
xe

s 
pa

id
) 

In
di

vi
du

al
 ta

xe
d 

(w
ith

 c
re

di
t 

fo
r d

ire
ct

 fo
re

ig
n 

ta
xe

s 
pa

id
) 

In
di

vi
du

al
 ta

xe
d 

(w
ith

 c
re

di
t 

fo
r d

ire
ct

 fo
re

ig
n 

ta
xe

s 
pa

id
) 

C
om

pa
ny

 e
xe

m
pt

 o
r t

ax
ed

 
w

ith
 c

re
di

t f
or

 fo
re

ig
n 

ta
x 

W
he

n 
di

st
rib

ut
ed

, i
nd

iv
id

ua
l 

ta
xe

d 
on

 a
m

ou
nt

 n
et

 o
f 

fo
re

ig
n 

ta
x 

 

Fu
nd

 ta
xe

d 
w

ith
 c

re
di

t f
or

 d
ire

ct
 

fo
re

ig
n 

ta
xe

s 
pa

id
 

Lo
ss

es
 (o

th
er

 th
an

 c
ap

ita
l 

lo
ss

es
) 

In
di

vi
du

al
 c

an
 u

se
 to

 o
ffs

et
 

ot
he

r i
nc

om
e 

su
bj

ec
t t

o 
no

n-
co

m
m

er
ci

al
 lo

ss
 ru

le
s 

Q
ua

ra
nt

in
ed

 in
 tr

us
t a

nd
 

su
bj

ec
t t

o 
ca

rr
y-

fo
rw

ar
d 

ru
le

s 

Q
ua

ra
nt

in
ed

 in
 tr

us
t a

nd
 

su
bj

ec
t t

o 
ca

rr
y-

fo
rw

ar
d 

ru
le

s 

Q
ua

ra
nt

in
ed

 in
 c

om
pa

ny
 

an
d 

su
bj

ec
t t

o 
ca

rr
y-

fo
rw

ar
d 

ru
le

s 

Q
ua

ra
nt

in
ed

 in
 fu

nd
 

D
is

po
sa

l o
f i

nt
er

es
t i

n 
en

tit
y 

In
di

vi
du

al
 ta

xe
d 

on
 d

is
po

sa
l o

f 
pa

rtn
er

sh
ip

 in
te

re
st

 
50

%
 d

is
co

un
t a

nd
 s

m
al

l 
bu

si
ne

ss
 C

G
T 

co
nc

es
si

on
s 

m
ay

 a
pp

ly
 

N
ot

 a
pp

lic
ab

le
 

In
di

vi
du

al
 ta

xe
d 

on
 s

al
e 

of
 

in
te

re
st

 
50

%
 d

is
co

un
t a

nd
 s

m
al

l 
bu

si
ne

ss
 C

G
T 

co
nc

es
si

on
s 

m
ay

 a
pp

ly
 

In
di

vi
du

al
 ta

xe
d 

on
 s

al
e 

of
 

in
te

re
st

 
50

%
 d

is
co

un
t a

nd
 s

m
al

l 
bu

si
ne

ss
 C

G
T 

co
nc

es
si

on
s 

m
ay

 a
pp

ly
 

N
ot

 a
pp

lic
ab

le
 

N
ot

es
: 

(1
) T

he
 tr

us
te

e 
is

 ta
xe

d 
if 

no
 b

en
ef

ic
ia

ry
 is

 p
re

se
nt

ly
 e

nt
itl

ed
 to

 s
om

e 
in

co
m

e 
of

 th
e 

tru
st

 o
r a

 b
en

ef
ic

ia
ry

 u
nd

er
 a

 le
ga

l d
is

ab
ili

ty
 is

 p
re

se
nt

ly
 e

nt
itl

ed
 to

 in
co

m
e 

of
 th

e 
tru

st
. 

 
(2

) S
pe

ci
al

 ru
le

s 
ap

pl
y 

if 
m

em
be

r i
s 

ag
ed

 le
ss

 th
an

 6
0 

ye
ar

s.
 

 
(3

) W
he

re
 a

 b
en

ef
ic

ia
ry

 re
ce

iv
es

 a
 p

ay
m

en
t o

f n
on

-a
ss

es
sa

bl
e 

in
co

m
e 

fro
m

 th
e 

tru
st

 it
 re

du
ce

s 
th

e 
co

st
 b

as
e 

of
 th

e 
in

te
re

st
 in

 th
e 

tru
st

 h
el

d 
by

 th
e 

be
ne

fic
ia

ry
. O

nc
e 

th
e 

co
st

 b
as

e 
re

ac
he

s 
 

ze
ro

 a
ny

 fu
rth

er
 n

on
-a

ss
es

sa
bl

e 
am

ou
nt

 le
ad

s 
to

 a
 ta

xa
bl

e 
ca

pi
ta

l g
ai

n.
 

 
(4

) I
f t

ru
st

ee
 is

 ta
xe

d 
be

ca
us

e 
no

 b
en

ef
ic

ia
ry

 is
 p

re
se

nt
ly

 e
nt

itl
ed

 to
 s

om
e 

tru
st

 in
co

m
e,

 tr
us

te
e 

is
 n

ot
 e

lig
ib

le
 fo

r C
G

T 
di

sc
ou

nt
. 

 
(5

) S
om

e 
sm

al
l b

us
in

es
s 

C
G

T 
co

nc
es

si
on

s 
ar

e 
su

bj
ec

t t
o 

cl
aw

ba
ck

. F
or

 th
os

e 
su

bj
ec

t t
o 

cl
aw

 b
ac

k,
 it

 o
pe

ra
te

s 
fo

r t
ru

st
s 

as
 d

es
cr

ib
ed

 in
 n

ot
e 

(3
) a

nd
 fo

r c
om

pa
ni

es
 a

s 
a 

co
ns

eq
ue

nc
e 

of
 

 
un

fra
nk

ed
 d

iv
id

en
ds

 b
ei

ng
 ta

xe
d.

 
 

(6
) 

If 
ca

pi
ta

l g
ai

n 
ar

is
es

 fr
om

 d
is

po
sa

l o
f a

 n
on

-p
or

tfo
lio

 in
te

re
st

 h
el

d 
in

 a
 fo

re
ig

n 
co

m
pa

ny
 w

ith
 m

or
e 

th
an

 9
0 

pe
r c

en
t a

ct
iv

e 
as

se
ts

, i
t i

s 
no

t t
ax

ab
le

 to
 th

e 
co

m
pa

ny
. F

or
 li

fe
 in

su
ra

nc
e 

 
co

m
pa

ni
es

, 3
3⅓

 p
er

 c
en

t 
di

sc
ou

nt
 a

pp
lie

s 
to

 c
om

pl
yi

ng
 s

up
er

an
nu

at
io

n/
fir

st
 h

om
e 

sa
ve

r 
ac

co
un

t 
bu

si
ne

ss
. F

or
 li

st
ed

 in
ve

st
m

en
ts

 c
om

pa
ni

es
, t

o 
th

e 
ex

te
nt

 th
at

 d
is

tri
bu

tio
ns

 r
ep

re
se

nt
 

 
ca

pi
ta

l g
ai

ns
, s

ha
re

ho
ld

er
s 

ef
fe

ct
iv

el
y 

ge
t t

he
 b

en
ef

it 
of

 th
e 

C
G

T 
di

sc
ou

nt
. 
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Ta
bl

e 
2.

16
: T

ax
 tr

ea
tm

en
t o

f t
yp

ic
al

 re
si

de
nt

 h
ol

di
ng

 e
nt

iti
es

 fo
r a

 n
on

-r
es

id
en

t i
nd

iv
id

ua
l i

nv
es

to
r 

Tr
ea

tm
en

t o
f e

nt
ity

’s
: 

D
ire

ct
/p

ar
tn

er
sh

ip
 

N
on

-fi
xe

d 
tr

us
t 

Fi
xe

d 
tr

us
t 

C
om

pa
ny

 
A

us
tr

al
ia

n 
so

ur
ce

 ta
xa

bl
e 

in
co

m
e 

 
 

 
 

bu
si

ne
ss

 in
co

m
e 

(a
ct

iv
e)

  
In

di
vi

du
al

 ta
xe

d 
at

 p
er

so
na

l r
at

e 
(1

) 
In

di
vi

du
al

 ta
xe

d 
at

 p
er

so
na

l r
at

e 
(2

) 
In

di
vi

du
al

 ta
xe

d 
at

 p
er

so
na

l r
at

e 
(2

) 
C

om
pa

ny
 ta

xe
d 

at
 3

0%
  

W
he

n 
di

st
rib

ut
ed

, n
o 

di
vi

de
nd

 
w

ith
ho

ld
in

g 
ta

x 
 

in
ve

st
m

en
t i

nc
om

e 
(p

as
si

ve
) 

In
ve

st
m

en
t i

nc
om

e 
m

ay
 b

e 
su

bj
ec

t 
to

 w
ith

ho
ld

in
g 

ta
x 

(o
th

er
w

is
e 

in
di

vi
du

al
 ta

xe
d 

at
 p

er
so

na
l r

at
e)

 

In
ve

st
m

en
t i

nc
om

e 
m

ay
 b

e 
su

bj
ec

t 
to

 w
ith

ho
ld

in
g 

ta
x 

(o
th

er
w

is
e 

in
di

vi
du

al
 ta

xe
d 

at
 p

er
so

na
l r

at
e)

 

In
ve

st
m

en
t i

nc
om

e 
m

ay
 b

e 
su

bj
ec

t 
to

 w
ith

ho
ld

in
g 

ta
x 

(o
th

er
w

is
e 

in
di

vi
du

al
 ta

xe
d 

at
 p

er
so

na
l r

at
e)

 

C
om

pa
ny

 ta
xe

d 
at

 3
0%

 
W

he
n 

di
st

rib
ut

ed
, n

o 
di

vi
de

nd
 

w
ith

ho
ld

in
g 

ta
x 

 

O
th

er
 in

co
m

e 
 

 
 

 

ta
x-

pr
ef

er
re

d 
in

co
m

e 
In

di
vi

du
al

 b
en

ef
its

 fr
om

 ta
x 

pr
ef

er
en

ce
 

In
di

vi
du

al
 b

en
ef

its
 fr

om
 ta

x 
pr

ef
er

en
ce

 
 

In
di

vi
du

al
 b

en
ef

its
 fr

om
 ta

x 
pr

ef
er

en
ce

 (3
) 

W
he

n 
di

st
rib

ut
ed

, s
ub

je
ct

 to
 d

iv
id

en
d 

w
ith

ho
ld

in
g 

ta
x 

at
 3

0%
 (t

yp
ic

al
ly

, a
 lo

w
er

 
ra

te
 a

pp
lie

s 
un

de
r a

 ta
x 

tre
at

y)
 

ca
pi

ta
l g

ai
ns

  
E

xe
m

pt
 u

nl
es

s 
ta

xa
bl

e 
A

us
tra

lia
n 

pr
op

er
ty

 (4
). 

If 
ta

xa
bl

e,
 in

di
vi

du
al

 c
an

 
be

ne
fit

 fr
om

 5
0%

 d
is

co
un

t 

E
xe

m
pt

 u
nl

es
s 

ta
xa

bl
e 

A
us

tra
lia

n 
pr

op
er

ty
 (4

). 
If 

ta
xa

bl
e,

 in
di

vi
du

al
 c

an
 

be
ne

fit
 fr

om
 5

0%
 d

is
co

un
t (

5)
 

E
xe

m
pt

 u
nl

es
s 

ta
xa

bl
e 

A
us

tra
lia

n 
pr

op
er

ty
 (4

). 
If 

ta
xa

bl
e,

 in
di

vi
du

al
 c

an
 

be
ne

fit
 fr

om
 5

0%
 d

is
co

un
t (

5 

C
om

pa
ny

 ta
xe

d 
at

 3
0%

 (6
) 

W
he

n 
di

st
rib

ut
ed

, n
o 

di
vi

de
nd

 
w

ith
ho

ld
in

g 
ta

x 
 

fo
re

ig
n 

so
ur

ce
  i

nc
om

e 
E

xe
m

pt
 

E
xe

m
pt

 
E

xe
m

pt
 

C
om

pa
ny

 e
xe

m
pt

 o
r t

ax
ed

 w
ith

 c
re

di
t f

or
 

fo
re

ig
n 

ta
x 

W
he

n 
di

st
rib

ut
ed

, n
o 

di
vi

de
nd

 
w

ith
ho

ld
in

g 
ta

x 
(c

on
du

it 
fo

re
ig

n 
in

co
m

e)
 

Lo
ss

es
 (o

th
er

 th
an

 c
ap

ita
l 

lo
ss

es
) 

In
di

vi
du

al
 c

an
 u

se
 to

 o
ffs

et
 o

th
er

 
in

co
m

e 
su

bj
ec

t t
o 

no
n-

co
m

m
er

ci
al

 
lo

ss
 ru

le
s 

Q
ua

ra
nt

in
ed

 in
 tr

us
t a

nd
 s

ub
je

ct
 to

 
ca

rr
y-

fo
rw

ar
d 

ru
le

s 
Q

ua
ra

nt
in

ed
 in

 tr
us

t a
nd

 s
ub

je
ct

 to
 

ca
rr

y-
fo

rw
ar

d 
ru

le
s 

Q
ua

ra
nt

in
ed

 in
 c

om
pa

ny
 a

nd
 s

ub
je

ct
 to

 
ca

rr
y-

fo
rw

ar
d 

ru
le

s 

D
is

po
sa

l o
f i

nt
er

es
t i

n 
en

tit
y 

E
xe

m
pt

 u
nl

es
s 

ta
xa

bl
e 

A
us

tra
lia

n 
pr

op
er

ty
 (4

) 
N

ot
 a

pp
lic

ab
le

 
E

xe
m

pt
 u

nl
es

s 
ta

xa
bl

e 
A

us
tra

lia
n 

pr
op

er
ty

 (4
) 

E
xe

m
pt

 u
nl

es
s 

ta
xa

bl
e 

A
us

tra
lia

n 
pr

op
er

ty
 (4

) 
N

ot
es

:  
(1

) W
he

re
 a

 ta
x 

tre
at

y 
ap

pl
ie

s,
 b

us
in

es
s 

in
co

m
e 

is
 o

nl
y 

ta
xa

bl
e 

to
 th

e 
ex

te
nt

 it
 c

on
st

itu
te

s 
bu

si
ne

ss
 p

ro
fit

s 
at

tri
bu

ta
bl

e 
to

 a
n 

A
us

tra
lia

n 
pe

rm
an

en
t e

st
ab

lis
hm

en
t. 

 
(2

) T
he

 tr
us

te
e 

is
 ta

xe
d 

if 
no

 b
en

ef
ic

ia
ry

 is
 p

re
se

nt
ly

 e
nt

itl
ed

. T
ru

st
ee

 m
ay

 a
ls

o 
be

 li
ab

le
 to

 ta
x 

on
 b

eh
al

f o
f a

 p
re

se
nt

ly
 e

nt
itl

ed
 n

on
-r

es
id

en
t b

en
ef

ic
ia

ry
. 

 
(3

) 
If 

th
e 

in
te

re
st

 i
n 

th
e 

tru
st

 i
s 

ta
xa

bl
e 

A
us

tra
lia

n 
pr

op
er

ty
 (

se
e 

no
te

 (
4)

), 
a 

pa
ym

en
t 

of
 n

on
-a

ss
es

sa
bl

e 
in

co
m

e 
(ta

x-
pr

ef
er

re
d 

in
co

m
e)

 f
ro

m
 t

he
 t

ru
st

 r
ed

uc
es

 t
he

 c
os

t 
ba

se
 o

f 
th

e 
 

in
te

re
st

 in
 th

e 
tru

st
 h

el
d 

by
 th

e 
be

ne
fic

ia
ry

. O
nc

e 
th

e 
co

st
 b

as
e 

re
ac

he
s 

ze
ro

, a
ny

 fu
rth

er
 n

on
-a

ss
es

sa
bl

e 
am

ou
nt

 le
ad

s 
to

 a
 ta

xa
bl

e 
ca

pi
ta

l g
ai

n.
  

 
(4

) 
Ta

xa
bl

e 
A

us
tra

lia
n 

pr
op

er
ty

 i
s,

 b
ro

ad
ly

, 
an

 i
nt

er
es

t 
in

 A
us

tra
lia

n 
la

nd
, 

a 
no

n-
po

rtf
ol

io
 i

nt
er

es
t 

in
 a

n 
A

us
tra

lia
n-

la
nd

-r
ic

h 
en

tit
y 

or
 a

 b
us

in
es

s 
as

se
t 

of
 a

n 
A

us
tra

lia
n 

pe
rm

an
en

t 
 

es
ta

bl
is

hm
en

t. 
 

(5
) I

f t
ru

st
ee

 is
 ta

xe
d 

be
ca

us
e 

no
 b

en
ef

ic
ia

ry
 is

 p
re

se
nt

ly
 e

nt
itl

ed
 to

 s
om

e 
tru

st
 in

co
m

e,
 tr

us
te

e 
is

 n
ot

 e
lig

ib
le

 fo
r C

G
T 

di
sc

ou
nt

. 
 

(6
) I

f c
ap

ita
l g

ai
n 

ar
os

e 
fro

m
 d

is
po

sa
l o

f a
 n

on
-p

or
tfo

lio
 in

te
re

st
 h

el
d 

by
 th

e 
co

m
pa

ny
 in

 a
 fo

re
ig

n 
bu

si
ne

ss
 w

ith
 m

or
e 

th
an

 9
0 

pe
r c

en
t a

ct
iv

e 
as

se
ts

, i
t i

s 
no

t t
ax

ab
le

 to
 th

e 
co

m
pa

ny
. 



Architecture of Australia’s tax and transfer system 

Page 76 

Table 2.17: Sources of state tax revenue, 2006-07 ($million)(a) 

 NSW VIC QLD WA SA TAS ACT NT Total 
Payroll tax 5,664 3,479 2,232 1,607 845 218 225 128 14,398 
Conveyance duty 4,166 2,961 2,542 2,158 721 157 242 107 13,054 
Motor vehicle taxes 1,980 1,280 1,176 825 395 123 96 40 5,915 
Gambling taxes 1,653 1,508 825 164 422 86 48 65 4,772 
Land tax 2,036 989 485 386 332 62 67 — 4,358 
Insurance taxes 1,443 1,095 421 335 301 51 43 23 3,714 
Other taxes 771 390 803 243 234 51 208 5 2,700 

Total state tax revenue 17,713 11,702 8,484 5,718 3,250 748 929 368 48,911 

Local government taxes 2,768 2,502 2,003 1,001 833 218 — 63 9,388 
(a) As there are no local governments in the ACT, rates are levied by the territory government. Other taxes for the ACT include 

$159 million in rates. 
Source: ABS Taxation Revenue, cat. no. 5506.0, 2006-07. 
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Overview of the tax-transfer system
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Architecture of Australia’s tax and transfer system
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Overview of the tax-transfer system
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Architecture of Australia’s tax and transfer system
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Attachment A: National Transport Commission rates 
Effective 1 July 2008 

Truck configurations 
Rigid truck (no trailers over 4.5t GTMR) 

• Type 1 (lower GVM limit) 

Number of truck axles Gross vehicle mass (GVM) up to: Configuration code Annual charge 
2 12.0t 1R2 $380 

3 16.5t 1R3 $652 

4 20.0t 1R4 $652 

5+ 20.0t 1R5 $652 

 

• Type 2 (higher GVM limit) 

Number of truck axles Gross vehicle mass (GVM) up to: Configuration code Annual charge 
2 12.0t 2R2 $652 

3 16.5t 2R3 $859 

4 20.0t 2R4 $859 

5+ 20.0t 2R5 $859 

 

• Short combination truck (up to and including 6 axles in combination) 

Number of truck axles Configuration code Annual charge 
2 SR2 $652 

3 SR3 $859 

4+ SR4 $1,593 

 

• Medium combination truck (more than 6 axles in combination)  

Number of truck axles Configuration code Annual charge 
2 MR2 $5,161 

3 MR3 $5,161 

4+ MR4 $5,574 

 

• Long combination truck (2+ trailers)a 

Number of truck axles Configuration code Annual charge 
2 LR2 $7,120 

3 LR3 $7,120 

4+ LR4 $7,120 
(a) Victoria has no such classification. 
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Prime mover configurations 

• Short combination prime mover (1 trailer only) 

Number of mover axles Configuration code Annual charge 
2 SP2 $1,000  

3 SP3 $3,930  

4+ SP4 $4,322 

 

• Medium combination prime mover (B-double) 

Number of mover axles Configuration code Annual charge 
2 MP2 $7,050 

3 MP3 $7,050 

4+ MP4 $7,755 

 

• Long combination prime mover (road train) 

Number of mover axles Configuration code Annual charge 
2 LP2 $7,050 

3 LP3 $7,050  

4+ LP4 $7,755 

 
Trailers 

Number of axles Configuration code Annual charge 
1 HT1 $380 

2 HT2 $760 

3 HT3 $1,140 

4-9 HT4-HT9 $1,520-$3,420 

 
Bus configurations 
• Bus (type 1 and 2) 

Number of axles Gross vehicle mass (GVM) Configuration code Annual charge 
2 (type 1) Up to12.0t 1B2 $380 

2 (type 2) Over 12.0t 2B2 $380 

3 (type 2) Over 4.5t 2B3 $2,087 

4+ (type 2) Over 4.5t 2B4 $2,087 

 

• Articulated bus 

Number of axles Configuration code Annual charge 
3 AB3 $380 

4+ AB4 $380 
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Bus configurations (continued) 
• Special Purpose Vehicle Configurations (Type P, T and O) 

Number of axles Configuration code Annual charge 
Any (Type P - Plant) PSV $NILa 

Any (Type T - Truck) TSV $248a 

1 (Type O - Overmass) OSV1 $310  

2 (Type O - Overmass) OSV2 $310  

3 (Type O - Overmass) OSV3 $620  

4 (Type O - Overmass) OSV4 $930  

5-12 (Type O - Overmass) OSV5-12 $1,240-$3,410 
(a) In Western Australia, the annual charges for PSV and TSV are $86. 
 

Notes: 
Vehicle configuration codes 

The first number/letter denotes configuration type (see definitions below) and the last number denotes 
the number of axles: 

1R = Rigid truck (type 1) 

2R = Rigid truck (type 2) 

SR = Short combination truck 

MR = Medium combination truck 

LR = Long combination truck 

SP = Short combination prime mover 

MP = Medium combination prime mover 

LP = Long combination prime mover 

HT = Trailers 

1B = Bus (type 1) 

2B = Bus (type 2) 

AB = Articulated bus 

PSV = Special purpose vehicle (type P) 

TSV = Special purpose vehicle (type T) 

OSV = Special purpose vehicle (type O) 
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Vehicle configuration definitions for charges 
Rigid truck types 1 and 2 A truck nominated not to haul a trailer over 4.5 tonnes gross trailer mass 

rating (GTMR) at any time. The difference between the types is that Type 1 
has lower gross vehicle mass (GVM) limits. 
Includes truck-based plant that is not SPVs. 

Short combination truck A truck nominated to haul one trailer, where: (a) the combination has six 
axles or less and (b) the maximum total mass that is legally allowable for the 
combination is 42.5 tonnes or less. 

Medium combination truck A truck, other than a short combination truck nominated to haul one trailer, 
where the combination has more than 6 axles and is over 42.5 tonnes. 

Long combination truck A truck nominated to haul two or more trailers. 

Short combination prime mover A prime mover nominated to haul a maximum of one trailer only. 

Medium combination prime mover 
(B-Double) 

A prime mover nominated to haul two semi-trailers where the second 
semi-trailer is mounted on the rear of the first semi-trailer. 

Long combination prime mover (road train) A prime mover nominated to haul two or more trailers, not including a 
medium combination prime mover. 

Trailer A load-carrying vehicle without motive power, with a GTMR or aggregate 
trailer mass (ATM) over 4.5 tonnes, designed to be hauled by another 
vehicle. 
Includes plant trailers that are not SPVs. 

Bus For New South Wales registration, a vehicle currently fitted to carry more 
than nine seated adults including the driver. 
For Federal Interstate registration, a vehicle currently fitted to carry more 
than twelve seated adults including the driver. 

Special purpose vehicle (SPV) A vehicle whose primary purpose for which it was built, or permanently 
modified, is not the carriage of goods or passengers. 

SPV — Type P (plant) 
(all axles within mass limits) 

Built, or permanently modified, primarily for: (a) off-road use; (b) use on a 
road related area; or (c) use on an area of road that is under construction or 
repair. 
Examples include: tractors, bulldozers, backhoes, graders and front end 
loaders. 

SPV — Type T (truck) 
(all axles within mass limits) 

Built, or permanently modified, primarily for use on roads and that has no 
axle or axle group loaded in excess of the mass limits. 
Examples include: mobile cranes, cherry pickers, concrete pumps and boring 
plants. 

SPV — Type O (overmass) 
(1 or more axles over mass limits) 

Built, or permanently modified, primarily for use on roads and that has at 
least one axle or axle group loaded in excess of the mass limits. 
Examples include: mobile cranes, concrete pumps and boring plants. 
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Attachment B: NSW gaming machine rates 
 
Annual club gaming machine rates 

Annual gaming revenue(a) ($) 

Marginal Tax 
Rates from 1 
September 

(%) 

Up to 
200,000 200,001 to 1,000,000 

1,000,001 
to 

5,000,000 

5,000,001 
to 

10,000,000 

10,000,001 
to 

20,000,000 

20,000,001
and above 

  
Clubs 

earning up 
to 1,000,000 

Clubs 
earning 

1,000,001 
and over(b) 

    

2007 0.0 0.0 10.0 21.0 26.0 29.0 30.9 

2008 0.0 0.0 10.0 21.0 26.0 29.0 30.9 

2009 0.0 0.0 10.0 21.0 26.0 29.0 30.9 

2010 0.0 0.0 10.0 21.0 26.0 29.0 30.9 

2011 0.0 0.0 10.0 21.0 26.0 29.0 30.9 
(a) For gaming revenue higher than $1,000,000, rates shown are before the 1.5 percentage point Community Development and 

Support Expenditure (CDSE) Scheme duty rate reduction. Under the CDSE Scheme, marginal duty rates on gaming 
revenue above $1,000,000 are reduced by 1.5 percentage points if clubs contribute 1.5 per cent of gaming revenue in 
excess of $1 million to eligible community projects. 

(b) For clubs earning gaming revenue above $1,000,000 a year from 1 September 2007 the benefit of the tax-free threshold in 
the $200,000 to $1,000,000 revenue range will be withdrawn dollar for dollar as gaming revenue exceeds $1,000,000, with 
complete withdrawal when revenue reaches $1,800,000. 

 
Annual hotel gaming machine rates 

Annual gaming revenue ($) 

Rates from 
1 July (%): 

Up to 25,000 25,001 
to 

200,000 

200,001 to 
400,000 400,001 to 

1,000,000 

1,000,001 
to 

5,000,000 

5,000,001 and 
above 

2007 5.4 15.4 21.1 28.2 33.2 41.8 

2008 5.3 15.3 22.4 28.8 33.8 44.5 

2009 5.1 15.1 23.7 29.4 34.4 47.3 

2010 5.0 15.0 25.0 30.0 35.0 50.0 
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Table 2.25: Community Development Employment Projects program (CDEP) 
Average per participant (APP) rates Eligibility conditions which need to be met include 

• For CDEP Participants living in Remote Locations: 
– Youth Participants — $189.70 per week; and 
– CDEP Participants who are not Youth Participants 

— $249.27 per week. 
• For CDEP Participants living in Non-Remote 

Locations: 
– Youth Participants — $180.60 per week; and 
– CDEP Participants who are not Youth Participants 

— $224.49 per week. 

• Gross quarterly income from sources other than CDEP 
Wage Funds must not be more than $5,166. 

• Gross quarterly income from CDEP Wage Funds must not 
be more than $5,166. 

• Gross quarterly income from a non−participant partner 
must not exceed $10,332. 
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3 The economic structure of the tax-transfer 
system 

Outline 

This section sets out an economic framework for assessing how the tax-transfer system 
affects the living standards of Australians through its impacts on the economic decisions of 
individuals and businesses and on the distribution of economic opportunities amongst 
individuals. 

Key points 

• There are many taxes in Australia, all of which are ultimately paid from the earnings 
from only three factors of production: labour, capital and land (including natural 
resources). 

• Individuals (rather than businesses) own these factors of production and therefore 
ultimately bear the burden of taxation. Who bears a tax or benefits from a transfer 
payment can be very different to who pays the tax or receives the payment. 

• All taxes affect choices by encouraging individuals to shift from higher taxed to lower 
taxed goods and services or activities and by lowering their available income. Similarly, 
transfers can impact on people’s choices by increasing available income in certain 
circumstances. The costs of the tax–transfer system include its impacts on these choices 
(economic efficiency) and the costs of administering and complying with the system. 
These costs are significant. 

• Equity is an important objective of the tax-transfer system. There is no unanimity about 
how best to assess equity but two fundamental principles are: horizontal equity, which 
requires that individuals in the same economic circumstances pay the same tax; and 
vertical equity, which is generally considered to mean that those with greater capacity 
pay more tax than those with less capacity. 

• The top 20 per cent of tax payers are estimated to receive around 46 per cent of wage 
and salary income. The distribution of capital income is more skewed, particularly 
dividend income and capital gains. The distribution of wealth is less equal than the 
distribution of income but this reflects lifecycle effects to a significant extent. 

• Australia’s tax-transfer system places a relatively greater net burden on those with 
higher incomes. It also redistributes income from the young working age population to 
the retired elderly. 
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3.1 The economic impacts of the tax-transfer system 

Many taxes but only three tax bases 
Individual tax bases are often described in terms of the nature of the tax and the things that 
are taxed. For example, payroll tax applies to the payrolls of business (subject to a threshold), 
land tax applies to land used for particular purposes, the GST applies to the consumption of 
particular goods and services and the queen bee levy applies to the production and export of 
queen bees. 

All taxes, whether payroll tax, land tax, GST or the queen bee levy, are ultimately borne by 
individuals on the earnings from only three factors of production: labour, capital and land 
(including natural resources). Taxes are levied either on the income derived from these 
factors or on the use of that income to consume goods and services. Individuals end up 
paying taxes in a range of ways, including as consumers through higher prices, as employees 
through lower wages, or as shareholders or investors through lower profits. Chart 3.1 
provides a schematic overview of how some of the main Australian taxes relate to income 
derived from these factors of production. 

Chart 3.1: Relationship between economic bases and taxes 
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It does not matter whether the taxes are levied on activities, entities, goods or transactions, 
all taxes are ultimately paid out of the incomes of individuals. See Box 3.1 for a discussion of 
the relationship between income derived from the three factors of production and the use of 
that income. 
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Box 3.1: The relationship between sources and uses of income  

The earnings from the three factors of production — labour, land (including natural 
resources) and produced capital — comprise the income of individuals. This includes 
income received by individuals in the form of transfers from the government, as such 
payments are derived from taxes levied on the earnings from the factors of production. 

The aggregate of each individual’s income from labour, land and produced capital 
represents the income of the nation. This income can be either consumed or saved to 
finance consumption in a later period (see Chart 3.2). 

Chart 3.2: Sources and uses of income 
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The equivalence of income to consumption and saving, means that in the long run taxes on 
consumption (such as the GST and excise) can be broadly thought of as taxes on labour 
(see Appendix B). For example, a payroll tax that reduces the after-tax income of a worker 
means the worker has less money to buy goods and services. The payroll tax can therefore 
be viewed as a tax on labour income or, equivalently, as a tax on the consumption of goods 
and services. In theory, a tax on goods and services and a payroll tax should therefore 
have similar effects on the incentive to work, since both reduce the goods and services that 
can be purchased through working. Indeed, all taxes — from small transaction based taxes 
to broad based income taxes — tax people’s jobs (by taxing their wage income), their 
savings (by taxing their return to saving) or the returns they derive from natural resource 
endowments. In practice, however, the impacts of direct taxes on labour income and taxes 
on goods and services may differ. This reflects imperfect information about the ultimate 
burden of different taxes and the tendency for individuals to make decisions about 
complex matters such as the burden of different taxes using relatively simple procedures. 

 
The aggregate of each individual’s income from these sources represents the income of the 
nation (see Box 3.2 for a discussion of alternative measures of national income). The exact 
breakdown of national income between the three factors is difficult to determine for a 
number of reasons. In particular, many small businesses only report overall income and it is 
difficult to determine how much of that reflects a return to invested capital and how much is 
a return to labour. Returns to land and resources are also difficult to distinguish from returns 
to capital. However, it is clear that more than half of national income comes from labour. 
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Box 3.2: Measuring national income 

The Australian Bureau of Statistics produces a number of indicators of national income. 
Different ways of measuring national income are suitable for different purposes. For 
example, there are important differences between income generated in Australia and the 
income actually accruing to Australians. Some of the key measures of national income are 
discussed below. 

Nominal gross domestic product (GDP) is the value of all goods and services produced in 
Australia. Nominal GDP is the major driver of revenue collections. However, it is not a 
good measure of wellbeing because it includes price changes, which can lift nominal GDP 
but not raise Australians’ actual spending power.  

Real GDP shows the volume of goods and services produced in the economy by removing 
price impacts from nominal GDP. Real GDP is a measure of the productivity and 
participation outcomes in the economy. However, by removing all price impacts, it ignores 
the income changes that arise from changes in the terms of trade (as Australia has 
experienced during the recent boom in export prices). 

Real net national disposable income (RNNDI) shows the amount of income accruing to 
Australians that can be consumed without diminishing the economy’s productive capital. 
It is derived through several adjustments to real GDP. Adjusting real GDP for the income 
effect of the terms of trade results in real gross domestic income (GDI), which has grown 
significantly faster than real GDP during the terms of trade boom. Net income accruing to 
foreigners is then subtracted (resulting in real gross national income (GNI)), reflecting the 
fact that this income is not available to raise Australian wellbeing. Net income accruing to 
foreigners has grown strongly during the recent terms of trade boom. Finally, depreciation 
of the capital stock is deducted to achieve RNNDI. As RNNDI is a real measure, it captures 
the capacity of Australians to consume actual goods and services.  

Chart 3.3: Alternative measures of Australian income and output 
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Source: ABS cat. no. 5206.0, National Income, Expenditure and Product, March 2008. 
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Tax and transfer incidence 
Who bears the burden of a tax bears the ‘incidence’ of a tax. ‘Legal incidence’ is borne by the 
person who is required to pay the tax to the administrative authority. ‘Economic incidence’ is 
borne by the person who ultimately bears the cost burden of the tax. The economic incidence 
of a tax is less apparent than its legal incidence, but it is the economic incidence that is 
important when considering the efficiency and equity implications of the tax-transfer system. 

Taxes can be shifted from one person to another through changes in the prices of inputs to 
the production process, through changes in the price of goods produced, or through changes 
in the distribution of the returns to economic activity. 

There is no authoritative view as to the economic incidence of our tax-transfer system. 
Determining precisely the economic incidence of a tax is extremely difficult. Further, the 
interrelationships between the influences that determine incidence need not be static, due to 
changing economic conditions and tax-transfer settings, so that the economic incidence of a 
tax may vary over time. 

While determining the exact incidence of the tax system or a specific tax is problematic, 
economic relationships provide insights into the likely economic incidence of at least some 
taxes (Box 3.3). Some generally accepted outcomes are that the economic incidence will fall to 
a greater extent on: 

• a good or factor, the demand or supply for which is unresponsive to a change in its price; 

• a good with no ready substitutes; and 

• a factor of production that is relatively immobile. 

Where a tax is levied on a good or factor which does not have these characteristics, or on a 
business entity, the burden of the tax will tend to be shifted to goods or factors of which the 
demand or supply is relatively less price responsive, less substitutable or less mobile. 

For example, foreign investment is generally considered to be more mobile than the resident 
labour force. It is generally accepted that for existing investment, the incidence of a change in 
company tax falls on shareholders in the short-run. However, in the longer run, it is more 
likely the incidence falls on land and labour, particularly where domestic consumers can 
substitute foreign goods for goods produced by the resident company. Under these 
conditions, a high rate of tax on capital income may discourage some new capital investment 
resulting in a smaller stock of productive capital. With reduced capital investment, average 
labour productivity could be expected to fall, and with lower labour productivity wages 
would be likely to be lower. It is through lower wages that, in the longer run, labour may 
bear the economic incidence of the company tax. 
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Similarly, it can be difficult to determine who ultimately benefits from some forms of transfer 
payment. In most cases the incidence of untied cash transfers to individual recipients is likely 
to fall on those individuals, with the possible exception of transfers to the elderly, which may 
also benefit future generations by allowing more savings to be passed on as bequests. Where 
cash payments are tied to the purchase of particular goods or services, as with rent assistance 
and public transport, part of the benefit of the concession may be captured by the provider of 
the goods or services in the form of higher prices to which the concession is applied, 
depending on the demand response. 
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Box 3.3 Understanding the economic incidence of taxes 

Consider a market for a factor (labour, capital or land, including natural resources) or for 
goods and services (intermediate or final). A tax, whether paid by the buyer or the seller, 
places a wedge between the buyer price (Pb) and the seller price (Ps). 

Chart 3.4: The effects of taxation 
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This results in: 

• a fall in quantity produced and consumed from Qo to Qt (unless one of demand or 
supply is perfectly inelastic — that is, unresponsive to a change in price) 

• a rise in the price paid by the buyer to Pb (unless supply is perfectly inelastic or demand 
is perfectly elastic) 

• a fall in the price received by the seller to Ps (unless demand is perfectly inelastic or 
supply is perfectly elastic) 

• a transfer of revenue to the government (of area A + B) 

• losses of economic value to buyers (of area A + C) and sellers (of area B + D)  

• a net loss of economic value (C + D — which is equal to the loss of producer and 
consumer surplus less the revenue transfer to the government), referred to as the 
‘efficiency cost’ of taxation. 

The share of the final economic incidence of the tax borne by buyers and sellers depends 
on the relative price responsiveness of the demand and supply curves, with the less elastic 
side bearing most of the final burden. To minimise the loss of economic surplus, taxes 
need to be higher on relatively inelastic goods. 

Note: Strictly speaking the demand curve represented in Chart 3.4 should be the compensated demand curve. 
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Incentive and income effects 
All taxes — whether on labour, capital or land and natural resource income — have two 
types of effects. 

• First, taxes affect individuals’ incentives by encouraging them to shift from taxed to 
untaxed activities and goods or from heavily taxed to lightly taxed activities and goods 
(that is, the substitution effect). For example, taxes on wages may discourage people from 
working additional hours, or encourage them to find alternative forms of remuneration 
that are not taxed. Taxes on capital income encourage people to save less or shift their 
savings into vehicles which are taxed less. The loss in economic value due to these 
incentive effects is what economists call the efficiency costs of taxation (see Box 3.4). 

• Second, taxes reduce individuals’ incomes, which can also affect their behaviour. For 
example, taxing wages might encourage an individual to work longer hours if they desire 
a given level of income to meet their spending requirements. Similarly, taxing the return 
to saving might encourage individuals to increase their level of savings to achieve a 
desired level of income in retirement. 

The incentive and income effects of taxes can interact in complicated ways. For instance, a 
higher tax on labour income would have an incentive effect of discouraging people from 
working, while the income effect may encourage more work, to ensure that the individual or 
family has enough after-tax income to meet their expenditure needs. 

Government spending, particularly on transfers to individuals, can also have important 
incentive and income effects. Transfers act like reverse taxes. Rather than raising money in 
ways that affect individuals’ incentives and reduce their after-tax incomes, transfers give 
money in ways that affect individuals’ incentives and increase their after-transfer incomes. 
For example, transfers can reduce the incentive to work, particularly means tested payments, 
and to save. 
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Box 3.4: Efficiency costs of taxes and transfers 

Tax revenue is used by government to fund goods and services, including transfers — 
past, present and future. The revenue raised by government is not a cost to society as a 
whole. Revenue collections are transferred from one set of Australians to another through 
the tax-transfer system and the broader functions of government. The impact of this 
transfer on wellbeing depends upon the value assigned by individuals to the goods and 
services provided by government. 

In contrast, efficiency costs represent losses to the Australian community. The vast 
majority of taxes and transfers affect the choices that individuals and businesses make by 
altering incentives to work, save, invest or consume things that are of value to them. 
Individuals and businesses generally respond to taxes by choosing more of lower taxed 
items and less of higher taxed items than they otherwise would. (They may respond to 
transfers in ways that increase the payment they receive.) These changes in behaviour can 
ultimately leave the economy and society as a whole worse off than if the revenue had 
been raised (or distributed) without affecting their behaviour. It is this consequential loss 
of value that is referred to by economists as efficiency costs. 

The size of these efficiency costs varies across different taxes and transfers. For example, 
taxes that alter production decisions will tend to have higher efficiency costs than taxes 
that alter consumption decisions. This is because such taxes alter both the mix of business 
inputs used to produce a good or service, as well as the final consumption choices of 
individuals. At a system level, the efficiency costs of taxation in Australia have been 
estimated to be around 6 per cent of GDP (Freebairn 1998). These estimates are broadly 
consistent with ‘rules of thumb’ developed from studies of the efficiency costs of taxation 
in the United States (Government Accounting Office 2005). Additional efficiency costs 
could be expected to result from the effects of the transfers system on individuals’ choices. 
However, it is the marginal efficiency cost of raising the last dollar of revenue from a 
particular tax that is relevant for comparing the efficiency of different taxes or additional 
spending. Some taxes, such as taxes on economic rent, are likely to have negligible 
marginal efficiency costs if well designed, whereas the marginal cost of other taxes can be 
high. 

There are also additional costs of raising revenue. These are the costs of administering the 
tax-transfer system and the costs to taxpayers and transfer recipients of complying with 
the requirements of the system. Administration and compliance costs are considered 
further in Section 11. 

The existence of these efficiency, administration and compliance costs does not 
automatically imply that reducing taxes will result in increased GDP or social wellbeing. 
Provided that the goods and services supplied by government are of sufficient value to 
society to offset these costs, the overall wellbeing of society is enhanced. It may, however, 
be possible to reduce efficiency costs by altering how some taxes are used to raise revenue. 
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Minimising efficiency costs through tax design 
In the absence of administration and compliance costs, and with perfect information, an 
optimal design for a tax system would be where the rate of tax is inversely related to the 
responsiveness of economic choices to the imposition of the tax. That is, minimising the 
efficiency costs of taxation would require higher tax rates on factors of production, the 
supply of which is relatively unresponsive to the rate of tax, and on goods and services for 
which demand is relatively unresponsive to the rate of tax. 

Such a tax system is impractical, due to deficiencies in our understanding of the efficiency 
impacts of individual taxes and because the considerable costs of administration and 
compliance associated with such an approach would likely outweigh much of the gain in 
economic efficiency. The principles underlying this approach are, however, applied in many 
aspects of tax design. For example, high rates of excise are applied to goods for which 
demand is relatively unresponsive to the rate of tax and for which there is a degree of control 
over the supply of untaxed production. Similarly there is a widely held view in academic 
circles that capital should be taxed at lower rates than labour or consumption, particularly 
for a small, open and geographically isolated country like Australia, because of the higher 
international mobility of capital relative to labour. 

It is also this general principle that has underpinned an OECD wide trend towards financing 
lower rates of tax by broadening the tax base and applying a uniform rate of taxation across 
the tax base. One rationale for this approach is that if all goods and services are taxed at the 
same rate, relative prices will be unaffected and therefore there will be less impact on the 
decisions of individuals and firms. A supporting rationale is that efficiency costs tend to 
increase more than proportionately with the rate of tax and, hence, for a given revenue target 
efficiency costs will be lower where revenue is raised across a broad base. 

In applying this approach, however, a key question is how widely the base to which a 
uniform rate of tax is applied should be defined. For example, is it more efficient to apply a 
uniform rate of income tax across all forms of income, or to have differentiated rates across 
different types of income, such as that accruing to labour, to the extraction of natural 
resources and to capital? 

If there were no limitations to our understanding of the efficiency implications of different 
tax settings and if economic efficiency were our only policy objective, it would be 
appropriate to differentiate the tax base so long as the efficiency benefits exceeded any 
additional administration and compliance costs. In reality, information constraints and other 
policy objectives will be important determinants of the extent of differentiation in the tax 
base. 

Inflation may also affect the efficiency of the tax system. Some of its impacts are outlined in 
Box 3.5. 
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Box 3.5: Inflation and the tax system 

A major issue in the Asprey Report (1975) was the adverse interaction between a nominal 
tax system and inflation on incentives, especially for savings and investment. This was at a 
time when inflation was over 10 per cent. The 1985 draft White Paper also had a significant 
focus on the impacts of inflation, including reasons why tax on income such as capital 
gains should exclude the inflationary component. There have been major developments in 
monetary policy over the last 20 years, including independence of the Reserve Bank in 
setting interest rates to target an inflation range of 2 to 3 per cent. This has helped reduce 
the negative interactions between tax and inflation, especially unanticipated changes in 
inflation. However, even with lower and more stable rates, inflation can have significant 
impacts on the incentives created in the tax system. Its impacts can be very different for 
labour and capital income. 

Australia does not have a formal system for annual indexation of income tax thresholds 
like many OECD countries but the frequent adjustments to thresholds over the last decade 
have more than compensated for inflation over the past two decades. Australia generally 
indexes its pensions and allowances to at least compensate for inflation. 

Inflation can represent a very significant part of the return to capital. For instance, with an 
inflation rate of 2.5 per cent and nominal interest rates of 6 per cent, inflation accounts for 
some 40 per cent of the amount assessed as income for tax purposes. This proportion has 
changed over time, varying from up to 90 per cent in the 1970s, through to around 
30 per cent in recent years. The inflation component of the return to capital does not 
increase the purchasing power of the investor. Taxing the inflation component under a 
nominal income tax results in an effective tax rate on the change in purchasing power that 
is higher than the nominal income tax rate. 

 

3.2 What does equitable distribution mean? 
There is no commonly accepted benchmark for what constitutes an equitable distribution of 
opportunity in an economy. Whether elements of the current tax-transfer system improve 
equity or not depends on a range of judgements. People put different degrees of emphasis on 
different priorities of a tax-transfer system and these priorities can sometimes conflict. For 
example, some people believe that high marginal tax rates on capital improve equity since 
they may help to redistribute income from rich to poor. Others believe that high rates harm 
equity because they may reduce the level of investment and capital income formation, and 
through that channel result in lower growth in wages, as well as imposing a higher tax rate 
on Australians who decide to save rather than consume. 

There are a number of perspectives on equity that people use to inform their assessments of 
the tax-transfer system, including: 

• inter-temporal equity, which looks at how the tax-transfer system impacts on longer term 
decisions of individuals, such as work, saving, family structure and education. Equity 
therefore requires some consideration of dynamic or future lifetime resources; 
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• intergenerational equity, which looks at how the decisions of today’s individuals affect 
future generations. In general, this includes the objective of ensuring that the wellbeing 
of future generations is at least no lower than the current generation; 

• spatial equity, which focuses on the degree to which the tax-transfer system should 
deliver individuals in different geographic areas similar consumption opportunities, at 
least for certain types of goods and services; 

• the opportunity and freedom of individuals to participate in society and to achieve the 
things they value. Considered here is the role of the tax-transfer system in providing 
individuals with capabilities and opportunities rather than specific outcomes; and 

• ‘rights based’ frameworks, which emphasise that the tax-transfer system should not 
violate fundamental rights and the procedural fairness necessary to sustain a liberal 
democracy. For example, the tax-transfer system needs to treat issues of privacy 
carefully and certain forms of inequality — such as direct discrimination on the basis of 
race, gender or sexual preference — should be ruled out altogether. 

While equity can mean different things to different people, there are some common concepts 
often used to discuss whether the tax-transfer system contributes to equity, or not, according 
to different equity perspectives; in particular, the beneficiary principle and the ability to pay 
principle. 

The beneficiary principle and ability to pay 
The beneficiary principle states that people should pay tax according to the benefits they 
receive from spending funded by tax revenue, regardless of their income. The principle 
could be appropriate for funding the public provision of services where it is possible for a 
user charge to apply (such as public transport, electricity and water). There are, however, a 
range of government-provided services where access to the service for one person has no 
impact on access for others: the services are ‘non-rival in consumption’. Examples include 
national defence, law and order, public health services and fire protection. The marginal cost 
of providing such services is usually close to zero, so excluding some people from 
consuming them can be inefficient. The beneficiary principle can, nevertheless, be used to 
justify higher tax burdens on groups that benefit disproportionately from public goods. For 
example, the principle may support progressive income taxation if higher income earners 
use relatively more public goods. It may also support taxing foreigners through company 
tax, as they benefit from government funded infrastructure, legal institutions, and a skilled 
workforce. 

The ability to pay principle states that those who are more capable of bearing the burden of 
taxes should pay more taxes than those with less ability to pay. For transfers, this principle 
suggests assistance should increase with the level of disadvantage. This principle requires a 
measure of ability to pay, such as overall wealth, income, or consumption. Ability to pay 
may vary considerably depending on the measure chosen. For example, a taxpayer’s ability 
to pay, measured by property and financial wealth, may differ significantly from his or her 
ability to pay measured by income. A taxpayer who works for many years and then retires 
may accumulate a significant amount of wealth relative to others, typically in the form of 
owner-occupied housing, but have a relatively low income. 
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The period of measurement and the choice of tax-transfer unit can also have a significant 
bearing on the redistributive implications of the tax-transfer system. Annual income may not 
be representative of the past or future consumption opportunities of individuals. For 
example, some students may have the same current income as chronically unemployed job 
seekers but are likely to have significantly better prospects and significantly higher lifetime 
consumption opportunities. Lifetime consumption opportunities may provide a better 
reflection of society’s view of equity but are more difficult to measure. 

The choice of unit — individual, family or household — also has implications for 
distribution based on measures of ability to pay. While some are critical of the individual as 
the unit of taxation, it avoids specifying a family structure that is preferred for tax purposes, 
and minimises workforce disincentives for secondary earners, such as mothers in families. 
See Box 3.6 for further discussion about the choice of unit. 

Box 3.6: Individual versus family unit 

The tax and transfer systems differ in terms of the unit of assessment to which they are 
applied. The individual is generally the unit of assessment for the taxation system. 
However, there are exceptions, as the Medicare levy surcharge and the senior Australians 
tax offset take into account the incomes of partners. 

The unit of assessment in the transfer system is the couple or family, based on the principle 
that providing targeted support should take into account other sources of financial 
support, including from close family members (spouse, parents of dependent children). 
The type of household also determines eligibility for assistance. 

The possibility of using the family unit to determine tax liabilities has been debated 
regularly. Some people consider that using the family as the unit of taxation better reflects 
the ability to pay of individuals in a family. Others argue that the individual unit of 
taxation avoids specifying what is a suitable family structure for tax purposes and 
promotes the autonomy of individuals within a family, particularly secondary earners. 

The family unit of taxation tends to reduce work incentives for secondary earners since the 
family’s tax rate reflects the income of the primary earner. This also increases the incentive 
for home production inherent in the tax system due to the exclusion of home production 
from tax. The individual tax unit of taxation is generally thought to be less complex to 
administer and comply with, but it may provide some opportunity for informal income 
splitting of unearned income. 

In Australia, the income needs of families are addressed through the transfer system as 
well as the tax system. Those with children in particular receive government support 
according to an assessment of the family’s income and circumstances. More broadly, many 
OECD countries have moved away from family based tax in favour of individual based 
systems (although the Czech Republic is an exception, introducing joint tax in 2005). 
Consistent with this direction, reform in Australia over the past decade and a half has been 
focused on facilitating the employment of secondary earners, where this is compatible 
with their personal circumstances. 
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Horizontal and vertical equity 
The concepts of horizontal and vertical equity are refinements of the ability to pay principle. 
Horizontal equity requires individuals in the same economic position to be treated the same 
by the tax-transfer system. Vertical equity is generally considered to mean that individuals in 
different economic positions should be treated differently, usually with those having greater 
economic capacity paying more. 

The ‘same economic position’ is often defined by reference to criteria such as individual 
income, family circumstances (such as the number of dependants) or geographic area. For 
example, Family Tax Benefit is sometimes justified on the basis of the demands on a given 
level of income for individuals who are raising children. 

Different perspectives on the ‘same economic position’ can lead to different judgements 
about whether a policy is horizontally equitable. Consider two individuals who earn the 
same amount of income but do so from different sources, such as wages and dividends. 
Taxing these two individuals in an equivalent manner may be considered horizontally 
equitable by some but others may consider it appropriate to tax wages less as this income is 
derived from an individual’s work effort while dividend income may be derived from 
inherited wealth. As noted in Section 7, the basis for determining ‘capacity to pay’ differs 
fundamentally between the tax system focus on the individual and the transfer system focus 
on the family. 

Vertical equity deals with differences in ability to pay. Subjective judgments about vertical 
equity are reflected in debates about the overall fairness of the following three types of 
personal tax rate structure: 

• progressive tax rates — where the tax liability as a percentage of a taxpayer’s income 
increases as their income increases; 

• proportional tax rates — where the tax liability as a percentage of income stays the same, 
regardless of the taxpayer’s income; and 

• regressive tax rates — where the tax liability as a percentage of a taxpayer’s income 
declines as their income increases. 

A progressive statutory rate structure for the personal income tax does not ensure that the 
overall tax system is progressive. Progressive statutory tax rates could be offset by other 
features of the tax system that reduce the average rate of tax paid by individuals with higher 
incomes. 

The transfer system provides a number of benefits, including pensions, allowances and 
income tested payments which affect the overall redistributive impact of the tax-transfer 
system. Whether people think higher or lower taxes will improve the distribution of income 
or consumption, it is generally acknowledged that both income and consumption need to be 
measured broadly and consistently to determine whether a system is vertically or 
horizontally equitable. 

Some further considerations regarding horizontal and vertical equity 
Importantly, the horizontal and vertical equity of the tax-transfer system depends on who 
actually bears a tax or benefits from a transfer. As noted above, the actual burden of a tax or 
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benefit of a transfer does not always fall on the people or businesses that actually pay the tax 
to the government or receive the transfer payment. Horizontal and vertical equity outcomes 
will also be influenced by the level of compliance with tax and transfer obligations and the 
ability of taxpayers to avoid the payment of tax or receive increased transfers through 
income planning arrangements. Many of the tax reforms introduced in the latter part of the 
1980s were intended to address a widespread perception that higher income individuals 
were able to reduce their tax liabilities through income structuring arrangements. The design 
of the tax-transfer system and the level of compliance enforcement are important 
determinants of the extent to which intended and actual equity outcomes align. 

3.3 The distribution of wealth, income and taxes 

The composition of wealth 
In 2005-06, the average value of household assets held by Australian households was 
estimated at $655,300. Owner-occupied dwellings accounted for 44 per cent of household 
assets (Chart 3.5). Personal use assets, including contents of dwellings and motor vehicles 
contributed around 11 per cent. Superannuation balances constituted 13 per cent of total 
assets, with other investment assets (non-owner occupied property, and financial assets) 
accounting for a further third of household assets. 

Chart 3.5: Composition of assets of households, 
average all households, 2005-06 
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(a) Includes value of shares (including own incorporated businesses) and value of trusts. 
(b) Includes value of debentures and bonds. 
(c) Includes value of own unincorporated entities. 
Source: ABS (2007a). 
 
Average household liabilities in 2005-06 were $92,500, consisting mainly of property loans 
(Chart 3.6). Loans relating to owner-occupied dwellings accounted for about half of the value 
of household liabilities, with other property loans accounting for a further third. Investment 
loans were the single most significant other liability, contributing around 6 per cent to 
household liabilities. All personal loans, including study loans, credit cards and car loans, 
accounted for 9 per cent of household liabilities. 
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Chart 3.6: Composition of liabilities of households, 
 average all households, 2005-06 
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(a) Includes study loans, credit cards, vehicle loans and other loans, nec. 
Source: ABS (2007a). 
 

The distribution of wealth 
Chart 3.7 shows the distribution of the net worth of Australian households by income and 
net worth quintiles (a quintile is 20 per cent of the population). The distribution of net worth 
by income quintile is more even than the distribution by net worth quintile. In part, this 
reflects differences in relativities between wealth and income across a person’s lifecycle. For 
example, retirees and pensioners tend to have low incomes but substantial assets in the form 
of equity in owner-occupied dwellings or superannuation. 

Chart 3.7: Net worth of Australian households by income and net worth 
quintiles, 2005-06 
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Source: ABS (2007a). 
 
The importance of lifecycle influences is illustrated in Chart 3.8. Households towards the 
right hand side of the chart (older households) have higher average net worth but lower 
average incomes than those towards the left hand side of the chart (younger households). 
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This profile is to be expected, with households saving part of their incomes and 
accumulating wealth through the early to middle parts of their lifecycle, and drawing on that 
wealth towards the end of their lifecycle. The higher incomes through to retirement age 
reflect the accumulation of human capital across the lifecycle. 

Chart 3.8: Net worth and mean weekly equivalised disposable income of Australian 
households by age of reference person, 2005-06 (per cent of household average) 
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Source: ABS, Survey of Income and Housing, FaHCSIA estimates. 
 

The distribution of income 
The distribution of wage and salary income and of capital income is important when 
considering the overall structure of our tax-transfer arrangements. 

For most households the principal source of income1 in 2005-06 was wages and salaries 
(59 per cent of households), followed by government pensions and allowances (26 per cent of 
households), incorporated business income (6 per cent of households), with other forms of 
income being most significant for 8 per cent of households. Less than one per cent of 
households reported no income or an overall net loss, due to business or property losses. 
Approximately 17 per cent of households relied on government pensions and allowances for 
at least 90 per cent of their income. These households were more likely to be composed of 
lone people or people aged 65 years and over than households with higher private income. 

Chart 3.9 plots the percentage of wage and salary income, and capital income, against the 
percentage of taxpayers, ranked according to their taxable income. Points along the 
45-degree line represent a proportional distribution of income, with a given percentage of 
income being earned by an equivalent percentage of taxpayers. The chart illustrates that both 
wage and salary income and capital income are skewed toward higher income earners but 
that capital income is more highly skewed (indicated by the greater curvature of the line at 
higher incomes). 

                                                      

1 The principal source of income is that source from which the most positive income is received. If total income 
is nil or negative the principal source is undefined. As there are several possible sources, the principal source 
may account for less than 50 per cent of gross income. 
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For example, the bottom 20 per cent of taxpayers accounted for very little salary and wages 
or capital income in 2005-06 (point A). This reflects the cluster of pension and beneficiary 
recipients at the lower end of taxable incomes and individuals with significant net losses, 
such as net business losses. In contrast, the top 20 per cent of taxpayers are estimated to 
receive around 46 per cent of salary and wage income (point B) and around 65 per cent of 
capital income (point C). The top 10 per cent of taxpayers receive 28 per cent of salary and 
wage income (point D) and 53 per cent of capital income (point E). Table 3.1 provides further 
comparisons of the distribution of wage and salary and capital income. 

Chart 3.9: Distribution of salary and wage income  
and capital income, 2005-06(a) 
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(a) Includes tax filers without a tax liability. 
Source: Australian Government administrative data. 
 
Table 3.1: Estimated distribution of wage and salary income and capital income in 
2005-06 

 Bottom Top 
 20 per cent 50 per cent  20 per cent 10 per cent 1 per cent 
Salary or wages 2.4 17.6  45.9 28.0 5.3 
Net rent 18.8 31.3  38.8 24.0 4.0 
Gross interest 8.4 34.7  39.4 28.2 9.4 
Dividend income 3.2 11.7  75.2 64.4 35.7 
Net capital gain 4.2 13.3  73.7 64.2 38.6 
Net business income -3.2 18.7  54.6 44.0 22.2 
Net partnership & trust income -1.3 15.0  62.9 46.8 23.1 
Capital income 0.4 15.8  65.2 53.0 28.5 

Source: Australian Government administrative data. 
 
There are also considerable differences in the distribution of the individual components of 
capital income — interest income, dividends, net rent, net capital gains, net business income 
and net distributions from partnerships and trusts (Chart 3.10). The bottom 20 per cent of 
taxpayers earned around 8 per cent of gross interest income but only around 3 per cent of 
dividend income and around 4 per cent of net capital gains. In contrast the top 10 per cent of 
taxpayers receive around 28 per cent of gross interest income but over 64 per cent of net 
capital gains and dividends. 
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Chart 3.10: Distribution of selected capital income items, 2005-06(a) 
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(a) Includes tax filers without a tax liability. 
Source: Australian Government administrative data. 
 

The distribution of tax paid  
The distribution of taxable income and the tax burden across individuals is shown in 
Chart 3.11 for 2005-06. While the distribution of taxable income is skewed toward those on 
higher incomes, the tax burden is even more skewed, indicating a progressive personal 
income tax system. The bottom 20 per cent of taxpayers accounted for 6.5 per cent of taxable 
income but only 2.0 per cent of tax paid. In contrast, the top 20 per cent of taxpayers 
accounted for 45 per cent of taxable income and 59 per cent of tax paid. 

Chart 3.11: Distribution of taxable income and tax paid, 2005-06(a) 
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3.4 The distribution of taxes and transfers through time 
The tax-transfer system also distributes income over a person’s life-cycle. That is, the 
tax-transfer system can treat the same people differently at different times in their lives. At 
different stages of their lives individuals may be net taxpayers (pay more in tax than they 
receive in transfers) or net recipients of transfers (receive more in transfers than they pay in 
tax). This is illustrated in Chart 3.12 at an aggregate level for different household types. Net 
tax paid is defined as tax paid less cash transfers received. 

Chart 3.12: Average weekly net tax for different household types in 2003-04 
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(a) Reference person under aged under 35. 
(b) Reference person aged 65 and over. 
Source: ABS (2007b). 
 
On average, younger households are net taxpayers. The average net tax paid by a single 
person aged under 35 in 2005-06 was relatively low, reflecting generally lower private 
incomes for this group, higher levels of unemployment and higher numbers of individuals in 
receipt of student allowances. Young single people working full-time would have a net tax 
burden above this average. Couples with children had a higher average tax burden than 
young single persons but a lower tax burden than young couples without children, in part 
because they receive family tax benefit and other child related transfers, such as higher rent 
assistance. Couples with older children, where the eldest child is aged 15 to 24, paid more tax 
than couples with younger children, primarily because they were likely to be more advanced 
in their careers and have higher net worth, and hence have higher average private incomes 
than young couples without children. Retired individuals and couples were net recipients of 
transfers, primarily reflecting the Age Pension and reduced private income. 

Cameos can also show the impact of the tax-transfer system over the life-cycle 

Chart 3.12 presented aggregate data on the effect of the tax-transfer system on different 
household types. Another way to explore the effect of the tax-transfer system on households 
as they age is to construct a set of hypothetical cameos of a household at different stages of 
its lifecycle. The following cameos describe the net tax position of the household in terms of 
the average net tax rate — defined as the net tax paid by the household as a proportion of 
household private income. 
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Box 3.7: A young single 

Jason is a single person who has just completed education. Given his lack of work 
experience he has a lower income than established workers. Jason earnt $42,000 in 2008-09, 
roughly 70 per cent of average ordinary time earnings. His average tax rate is 15.5 per cent. 
His disposable income (his income after tax and transfers) is $35,490. These figures take 
into account the small amount of low income tax offset (LITO) that Jason can claim and his 
liability to pay the 1.5 per cent Medicare levy. Jason deferred payment of his course fees 
and is therefore also required to repay his Higher Education Loan Program (HELP) debt at 
a rate of 4 per cent of his gross income. His overall net tax rate is 19.5 per cent. Through the 
superannuation guarantee scheme Jason is already building savings which will enhance 
his retirement income. 

 
If Jason lost his job he might be eligible for Newstart Allowance and possibly other 
supplementary payments such as Rent Assistance. These payments are also available to 
families, although in this case the family’s assets and income will be used to determine 
eligibility. Families with children also have interactions with family assistance, such as 
Family Tax Benefit. These benefits can significantly reduce average net tax rates. 

Box 3.8: Seven years later Jason has a young family 

Jason is earning $60,000 a year. His partner, Melissa, stays at home to look after their two 
young children aged 2 and 4. Jason is eligible for Family Tax Benefit Part A and Melissa 
can claim Family Tax Benefit Part B. Together these payments add $9,469 to Jason and 
Melissa’s income. After Jason pays income tax and Medicare levy, the family is left with a 
disposable income of $56,569, equivalent to a net tax rate of 5.7 per cent. 

Melissa is on unpaid leave from her job as a social worker. If she had returned to her job 
for three days a week, she would have been earning $27,000 a year. With their children in 
long day care for three days a week at $5.60 per hour, Jason and Melissa would be eligible 
to claim $12,404 in Child Care Benefit and Child Care Tax Rebate. The family’s private 
income would be $87,000 and their disposable income would be $70,568, giving them a net 
tax rate of 18.9 per cent. 

These outcomes depend on the age of Jason and Melissa’s children, because the amount of 
Family Tax Benefit they can receive depends on the age of the children. As a one-earner 
couple with $60,000 in wage income, Jason and Melissa would have $58,012 in disposable 
income and face a net tax rate of 3.3 per cent if their children were aged 11 and 13. 

 

Box 3.9: At 48 years of age Jason and Melissa are without dependent children 

As an established couple without dependent children earning $80,000 and $45,000, Jason 
and Melissa face a net tax rate of 21.4 per cent. Their household disposable income is 
$98,225. 
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Older people can qualify for the age pension, as well as Pharmaceutical Allowance, the 
senior Australians tax offset (SATO), the mature aged worker tax offset (MAWTO) and 
different Medicare levy thresholds. 

Box 3.10: Enjoying retirement 

Jason and Melissa have vigorously pursued a healthy work-life balance and are enjoying 
good health in their retirement. Aged 66 and 65 with private non-working income of 
$12,000 and $6,000 respectively, Jason and Melissa are able to claim a part pension, 
entitling them to a concession card. They face a net tax rate of less than negative 
100 per cent. That is, they receive a net transfer which more than doubles their disposable 
income. 

 

3.5 Measuring taxation of labour, savings and investment — 
analytical tools 

To assess the impact of taxes on the production and distribution of resources in the 
Australian economy it is necessary to look beyond statutory tax rates. For example, 
companies do not pay the company tax rate each year on all of their profits, as corporate 
financing policies, generally available deductions, concessions for particular industries or 
activities, and tax planning opportunities may impact on the amount of tax payable. 

To understand the impact of the tax-transfer system on labour supply, it is also necessary to 
consider the effects of tax and transfers on disposable income. A number of measures are 
available that take into account the effect of tax offsets and transfers, and the withdrawal of 
these transfers (which has the effect of reducing the return from work and/or saving). 

To describe accurately how much tax is actually paid, it is necessary to find alternative 
measures to the statutory tax rate. There are several other ways of measuring the tax rates on 
labour, savings and investment, each with its own advantages and disadvantages (see 
Table 3.2). 

Tax to GDP 
Tax to GDP ratios are commonly used for comparing the level of taxation across countries. 
These measures can be calculated for taxes paid by particular industries or under particular 
revenue heads and are calculated as the tax revenue expressed as a percentage of GDP. Tax 
to GDP ratios are a ‘backward’ looking measure of the tax burden, in that they are an 
estimate of taxes already paid. 

Average tax rate 
Average tax rates (ATRs) are commonly used to measure the tax burden on income. They are 
based on micro data and express tax paid as a percentage of an appropriate measure of 
income, such as profits from the annual accounts of a business or total income obtained from 
tax returns. ATRs incorporate most aspects of the tax system, such as variations in tax rates, 
deductions and offsets. ATRs also implicitly take into account impacts of tax planning, 
evasion and minimisation. 
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ATRs on labour can be structured in a number of different ways, for example, to measure tax 
as a proportion of total wage and salary income and transfers, or tax net of transfers as a 
proportion of earned income. 

Effective tax rates on labour 
Effective tax rates on labour take account of the complete wedge between gross income and 
disposable income, including any reductions in transfers, as well as income tax. The effective 
tax rate on an additional dollar of income is often referred to as an effective marginal tax rate 
(EMTR). Effective tax rates on larger increases in income (for example, an additional $100 per 
week) are often called effective average tax rates (EATRs), while the effective tax rate when 
moving into the workforce is referred to as the participation tax rate (PTR). 

For labour, EMTRs, EATRs and PTRs are measured in the same way, but over different 
ranges of income. EATRs measure the effect of the tax-transfer system over broader 
increments of income. 

These measures do not directly measure the incentive to work, but rather the return from 
additional work (labour supply elasticities would need to be coupled with the effective tax 
rates to determine incentives). They do, however, provide an indication of the magnitude of 
potential incentive effects. 

Effective tax rates on capital 
EMTRs on savings and investment measure the effect of taxation on the return to an 
investment in a marginal project. A marginal investment is one where the investor is 
indifferent between undertaking the investment or investing elsewhere (that is, where the 
expected net present value of the investment is zero). The EMTR is defined as the difference 
between the pre-tax and the post-tax return on the project as a proportion of the pre-tax 
return. 

EMTRs measure the tax burden on an extra dollar of marginal investment, and are indicative 
of the extent to which saving or investment is discouraged and of tax driven distortions in 
investment choices. They do not, however, show all the potential impacts on investment 
choices. For example, stringent preservation requirements for superannuation and lock-in 
effects in respect of assets with unrealised capital gains, are not captured in these measures. 

The EMTR is a forward looking measure because it calculates the tax burden on a 
hypothetical investment under the current tax system. As such, the EMTR can be used to 
estimate incentive effects arising from the tax system. 

In contrast to the EMTR, the EATR on savings and investment measures the effective tax 
burden on projects that earn more than the marginal rate of return (that is, projects 
generating so-called supernormal returns or economic rents). The EATR for a future 
investment project is calculated as the ratio of the future tax liabilities to the pre-tax financial 
profit (or some other parameter for the value of the firm over the estimated life of the 
project). 

The primary use of EATRs in the empirical literature has been in examining the effect of the 
tax system on managerial decisions such as investment location. 
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Table 3.2: Comparing measures of tax 
Method Advantages Disadvantages 

Statutory tax rates Simplest of all measures Is a primary component of other measures such 
as EATRs but does not reflect all aspects of 
actual burden (does not include base adjustments 
and does not include withdrawal of transfers) 

Tax to GDP Relatively simple to calculate 

Internationally recognised as a measure of 
comparing the level of taxation across countries 

Backward looking (does not identify incentive 
effects) 

Changes in the estimated rate may reflect 
variations in economic profit to GDP rather than 
tax changes 

Tax paid and GDP may not relate to same income 
year 

Problem with carried forward losses, tax 
expenditures 

Excludes tax at shareholder level with respect to 
corporate income tax 

Limited usefulness for analysing tax structures 
within a country 

Average tax rate Relatively simple to calculate 

Calculates rates for particular taxpayers, groups 
or industries 

Good estimate of the tax burden 

Backward looking (does not identify incentive 
effects) 

Issues with including loss making firms, upward 
bias 

Problem with carried forward losses 

Excludes tax at shareholder level with respect to 
corporate income tax 

Provides no indication of incentives at the margin, 
particularly in relation to labour taxation 

Effective tax rates 
(labour) 

EMTRs and EATRs measure returns to additional 
labour supply 

Calculates rates of tax and transfers for 
individuals and different family types 

Provides an indication of returns to increased 
labour supply — particularly when examined over 
ranges of income 

Focusing on EMTRs can lead to too great a focus 
on marginal return, when labour supply is ‘lumpy’ 
and effective rates over a broader range of 
income may illustrate returns more accurately. 

May not take into account all costs (for example, 
childcare)  

Provides only a static measure of the returns to 
labour (that is, excludes long-term returns of 
increased labour supply) 

Useful only for analysing substitution effect of 
taxes-transfers on labour, not the income effect 

Effective marginal tax 
rates (capital) 

Forward looking measure. Can incorporate taxes 
at shareholder level 

Calculates rates for particular taxpayers, groups 
or industries for various asset types and financing 
arrangements. Long-standing, internationally 
recognised measure 

Complex calculation 

Not appropriate if project/asset earns 
inframarginal gains 

Effective average tax 
rates (capital) 

Forward looking measure. Measure for examining 
location decisions for investments 

Measures the tax burden of an inframarginal 
investment 

Can incorporate taxes at shareholder level 

Complex calculation 

Problems with determining inframarginal gains 
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4 History of Australia’s tax-transfer system 

Outline 

This section provides an overview of the development of Australia’s tax-transfer system 
since federation and of the shifting balance between Australian government and state 
revenue powers. 

Key points 

• The development of the Australian tax system can be categorised into two distinct 
periods. In the first period, from federation to the mid-1970s, the focus was largely on 
revenue adequacy to fund increasing levels of social provision of goods and services. In 
the second period, since the mid-1970s, there has been a greater focus on improving the 
equity, efficiency and simplicity of the tax system. 

• Transfers have evolved from basic payments linked to war service and old age (with 
Age Pension age well above average life expectancy) to a more extensive system of 
social support. The principles of early pension payments set the social support scene for 
the future: funded from general government revenue; based on circumstances rather 
than past earnings; and means tested to target assistance. 

• Since federation the Australian government has been the predominant revenue raiser 
and revenue has been redistributed to the States. 

 

4.1 Historical trends in tax 
The Australian tax-transfer system has changed significantly since the end of the 
19th century. The six colonies raised the bulk of their tax revenue from selective customs and 
excise duties. The original design of the tax systems of the six colonies was driven largely by 
the feasibility of administration, rather than principles of equity or efficiency. Customs 
duties were easy to collect from the limited number of wharves where goods entered the 
colonies. Although highly regressive, customs and excise duties levied on necessities 
ensured a relatively secure source of revenue. They also acted as trade barriers between the 
colonies. One of the significant results of federation in 1901 was the removal of all duties on 
goods traded between Australian States. 

Since federation, developments in tax policy can be broadly classified into two periods. Up 
until the mid-1970s, the primary driver of significant changes to the tax system was 
expanding the revenue base to fund expenditure programs. Since then, the revenue 
requirement has been relatively stable. Increased attention has been paid to reforming the tax 
system to improve equity and efficiency and, more recently, attempting to reduce tax system 
complexity. 
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A revenue adequacy focus (1901 to mid-1970s) 
At the time of federation Australia’s tax to GDP ratio was around 5 per cent. This ratio 
remained reasonably constant until the introduction of the Australian government income 
tax in 1915, which was used to fund Australia’s war effort. Between the two World Wars, 
government expenditure and tax revenues grew significantly and by the beginning of the 
Second World War, Australia’s tax to GDP ratio was over 11 per cent (Chart 4.1). 

Chart 4.1: Australian government and state taxation 
(1902-03 to 2006-07) 
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Source: Budget Papers; ABS (2008a); ABS (2007a). 
 
When income tax was first introduced in 1915, companies were taxed on their profits after 
deduction of dividends — that is, only on retained profits. Subsequently, this deduction was 
changed to a rebate for shareholders. In 1940, with additional revenue needed to fund 
Australia’s involvement in the Second World War, the rebate of tax on dividends received by 
individual shareholders and non-resident companies was removed. The company tax rate 
was increased and an undistributed profits tax was imposed on public companies. 

By the end of the Second World War, tax revenue had grown to over 22 per cent of GDP. The 
further increase in tax largely reflected Australia’s involvement in the war and the 
introduction of government support programs, such as the Widows’ Pension in 1942 and 
Unemployment Benefit in 1945. This marked the beginning of the modern social security 
system which is discussed in more detail in Section 4.2. 

Tax revenues declined during the 1950s and by 1963-64 the tax to GDP ratio was around 
18 per cent. In the early 1970s, tax revenue increased significantly, partly driven by funding 
requirements for social programs such as the introduction of free higher education. 

Since the late 1980s Australia’s overall tax to GDP ratio has been relatively stable and is 
currently around 30 per cent of GDP. The majority of tax revenue, equivalent to 25 per cent 
of GDP, is raised by the Australian government with around 5 per cent raised by the state 
governments. 
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Improving efficiency, equity and simplicity (mid-1970s onwards) 
From the early 1970s, a growing concern about the equity of the tax system led to the 
establishment of the Taxation Review Committee (Asprey et al 1975). A key theme of the 
Asprey Report was the need to broaden the tax base. In 1985, the Australian government 
released a draft White Paper which recommended a broadening of the tax base through the 
adoption of a broad-based consumption tax, the introduction of a capital gains tax and 
comprehensive taxation of fringe benefits, and a broader foreign income tax base (Australian 
Government 1985). The capital gains tax and fringe benefits tax were introduced in the 
second half of the 1980s and the GST was introduced in 2000. 

The broadening of the foreign income tax base, in part driven by the opening of the 
Australian economy, was achieved initially by making most foreign income taxable with a 
credit for foreign tax paid. However, to reduce compliance costs and reflecting 
competitiveness concerns, in 1990 dividends from non-portfolio interests in foreign 
companies and active business profits of branches in comparable tax jurisdictions were made 
exempt from company tax. Further, to ensure residents could not defer tax by accumulating 
passive income offshore, attribution regimes (in particular, controlled foreign company and 
foreign investment fund regimes) were introduced in the early 1990s. 

The focus of reforms since the mid-1970s has been to improve the efficiency, equity and 
simplicity of the tax system. As such, a key element of the reform agenda has been to 
broaden the personal and business tax base and lower the rate of tax (Chart 4.2). 

Chart 4.2: Top personal income tax rate and company tax rate 
(1965-66 to 2007-08) 
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Source: Australian Treasury estimates. 
 
Until 1987, Australia maintained a classical company taxation system, under which profits 
were taxed at the company rate and at personal rates when distributed. In 1987 an 
imputation system was introduced. Under this system, resident shareholders receive a credit 
for tax paid at the company level, thereby eliminating double taxation of dividends. Where 
the resident shareholder’s marginal tax rate is below the company tax rate, the excess credit 
can be used to offset tax payable on other income (for example, wages and salary). Full 
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refundability of excess tax credits for most resident shareholders was introduced to the 
Australian imputation system in 2000. 

Under the imputation system, Australia’s company income tax system operates as a 
withholding tax on the income that Australian residents earn through Australian resident 
companies, and as a final tax on (primarily Australian source) income earned by 
non-residents through an Australian resident company or permanent establishment in 
Australia. 

A review of business taxation was conducted in 1999. Key elements of the review included: 
lowering the company tax rate; more concessional capital gains tax arrangements; replacing 
accelerated depreciation with effective life depreciation arrangements; revised ‘thin 
capitalisation’ rules to prevent profits being shifted offshore; and simplifying the tax system 
for small business. The New Tax System package was introduced from 2000. The GST was 
introduced as a replacement for the multi-rate wholesale sales tax and a range of inefficient 
state taxes. The GST revenue was provided to the States as a replacement for their state taxes 
and Australian government financial assistance grants. The package also included reductions 
in personal income and business taxes; reforms to the family payments system (outlined in 
more detail below); and reforms to the tax instalment arrangements for business income. 

In response to the 2002-03 Review of International Taxation Arrangements, a package of reforms 
was implemented to improve the competitiveness of Australian managed funds and 
companies with offshore operations, and reform other aspects of the international tax rules. 
The reforms included reducing the commercial constraints and compliance costs arising 
from the controlled foreign company and foreign investment fund rules, as well as extending 
the exemption for non-portfolio dividends and branch profits to all foreign countries. 

Retirement income taxation 

Prior to the 1980s, no tax was paid on contributions to superannuation funds, earnings of 
superannuation funds were tax exempt and tax was only imposed on 5 per cent of lump sum 
benefits. In contrast, benefits paid as pensions or annuities were generally taxed at the 
recipient’s marginal rates. 

Changes made in 1983 reduced the scope for tax minimisation that resulted from the 
concessional treatment of lump sum superannuation and termination payments, by 
introducing a tax regime for eligible termination payments (ETPs). Under these 
arrangements, the full value of ETPs was included as income, with the post-1983 component 
of the benefit taxed at a maximum rate of 30 per cent. For those aged 55 and over, this rate 
was reduced to 15 per cent on the amount up to a threshold. 

The superannuation taxation arrangements were restructured in 1988 to bring forward the 
receipt of tax revenue. This involved reducing tax on the post-1983 component of ETPs and 
imposing a 15 per cent tax on contributions and earnings of superannuation funds. A 
15 per cent rebate was also introduced for the specified component of annuities and pensions 
paid to persons aged 55 and over. 

In 1992, the superannuation guarantee was introduced which, enforceable through the 
Australian government’s taxation powers, required employers to make minimum 
contributions to a superannuation fund on behalf of their employees. A superannuation 
contributions surcharge was introduced in 1996 to reduce the concessionality of 



History of Australia’s tax-transfer system 

Page 195 

superannuation contributions for higher income earners, but was subsequently reduced in a 
number of stages until its removal in 2005. 

Reforms to superannuation in 2007 aimed to make superannuation easier to understand, and 
improve incentives to work and save. Under the reforms, superannuation benefits paid from 
a taxed fund to people aged 60 and over became tax free. The treatment of ETPs was also 
changed to differentiate between payments received from employers and those received 
from superannuation funds. 

4.2 Historical trends in transfers 
Before 1907, social security in Australia consisted of charitable relief provided by benevolent 
societies, sometimes with financial help from authorities. In 1907, the Harvester Judgment 
established the concept of an arbitrated ‘living wage’ — a non-market wage paid to a 
‘breadwinner’ wage earner for the support of themselves and dependants. This effectively 
introduced a model where welfare outcomes were pursued via wage-related benefits rather 
than tax assistance or transfers, either in cash or kind. 

From 1 July 1909, an Australian government old-age Pension replaced similar schemes 
operating in various states. An Australian government ‘invalid’ pension followed in 1910. 
The first form of family assistance, a non-means tested maternity allowance, began in 1912. 
Other than the maternity allowance, these payment programs focused assistance on those 
with no income and no capacity to work. The principles of these schemes set the Australian 
social security scene going forward, being: funded from general government revenue; based 
on circumstance ‘categories’, not past earnings; and means tested to direct assistance to those 
regarded as most in ‘need’. 

The establishment of the modern social security system (1940 to 1970s) 
The impact of the Second World War saw the expansion in scope of the social security 
system at the national level (Chart 4.3). The Australian government also progressively took 
over and expanded state transfers. This period saw the introduction of: 

• Child Endowment (1941) — a family allowance paid at a fixed rate with no means test;  

• Widow’s Pension (1942) — designed to provide support to those who could not 
reasonably be expected to work, due to either the care of a child or their own age; 

• allowances for the children of pensioners (1943) and allowees (1945); 

• unemployment and sickness benefits (1945); and 

• Special Benefit (1945) — to provide for people who had no other entitlement and were 
unable to provide for themselves. It was and is tightly means tested. 

These changes formed a basic social security architecture, the essential elements of which are 
discernible in the current income support payment structures. 

Over the next few decades the Australian social security system continued to expand. 
Additional assistance was introduced for those paying rent and for single adults with 



Architecture of Australia’s tax and transfer system 

Page 196 

children. Income support underwent changes to liberalise the means test, to raise single rates 
in recognition of the higher relative cost of living alone, to provide a common rate structure 
for pensions and allowances, and to index rates. 

In 1972 the Australian government provided its first funding for child care services. A 
‘universal’ Family Allowance was introduced in 1976, replacing Child Endowment and tax 
rebates for children. 

Chart 4.3: Australian government transfers as a proportion of GDP 
(1910 to 2007) 
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Towards a more ‘active’ system of social protection (1980 to mid-1990s) 
The Social Security Review was established in 1986, as recognition that economic, social and 
demographic change had created the need to establish a long term perspective on the 
priorities and directions of the system. The system was broadened from a predominant focus 
on poverty alleviation, to a system that also encouraged and rewarded self-provision 
(through work and saving) and that was better integrated with other social services and with 
economic, labour market and tax policies. 

The main changes from the review aimed to improve payments for low income families with 
children and encourage and facilitate economic and social participation of payment 
recipients. This was particularly aimed at people with disabilities, single parents, widows, 
partners of income support recipients and the long term unemployed (through improved 
labour market assistance). Family payment ‘benchmarks’ were introduced and later 
increased. The benchmarks represented the level of assistance required by a couple without 
private income to raise a child and achieve a similar living standard as a couple without a 
child. 

In the late 1980s and up to 1995, changes were made to social security payments to recognise 
the changing role of women in the labour force and the increased availability of part-time 
work. This included gradually increasing the Age Pension age for women; the phasing out of 
dependency based payments for women; and individual entitlement to income support for 
partners of income support recipients. The 1995 changes included the introduction of 
allowances without an obligation to seek work for partnered parents with a child aged 
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under 16 and for older widows and partners of income support recipients with a labour 
market disadvantage. Other claimants were generally required to claim an activity tested 
allowance payment. 

Also occurring in 1995 was the liberalisation of the allowance income test — the 100 per cent 
taper was reduced to 70 per cent to improve the reward for part-time work and couples 
became subject to an income test designed to improve work incentives for secondary earners. 

Other changes during this period included: an increase in the coverage and level of 
Rent Assistance; the introduction of an ‘earnings credit’ for pensioners and allowees to 
improve the rewards for part-time work; the implementation of the Child Support Scheme; 
and the introduction of child care fee relief. 

Increased assistance for pensioners and families and further 
work-related obligations (mid-1990s onwards) 
In 1997 the benchmarking of the single pension to 25 per cent of male total average weekly 
earnings was included in legislation. Since 1 July 2000, a pension supplement available to all 
Age Pension recipients increases the rate beyond 25 per cent of male total average weekly 
earnings. 

The Australian government established a reference group to consider and report on Welfare 
Reform in the late 1990s. The Australian government’s initial response to the report of the 
reference group was the Australians Working Together (AWT) package in 2001. This included: 
a ‘working credit’; the closing of Mature Age and Partner Allowances to new entrants; and 
new or improved supports and services for parents, people with a disability, the 
mature-aged and the long-term unemployed. 

Building on the AWT changes, the Welfare-to-Work changes were announced in 2005. These 
imposed obligations to work part-time or look for part-time work on parents with older 
children and on new claimants of the Disability Support Pension with a partial capacity for 
work. New claimants were paid Newstart Allowance rather than a pension. Existing single 
parents on a pension with older children also became subject to part-time activity 
requirements, whereas existing Disability Support Pensioners with a moderate capacity did 
not. The income test for allowances was also liberalised, with the 70 per cent taper being 
lowered to 60 per cent to improve part-time work incentives. 

This period was also characterised by further increases in support for families. In 2000, as 
part of The New Tax System package, the Family Tax Benefit (FTB) was introduced, replacing 
a range of pre-existing payments and increasing the assistance provided to families with 
children. Additional assistance for the direct costs of children was provided through an 
ad hoc increase to both the maximum and base rates of FTB Part A. FTB Part B further 
increased the level of assistance for single income families including single parents. 

In subsequent years, FTB supplements, more generous means testing, and the Maternity 
Payment resulted in significant increases in family assistance outlays. After a period of 
tightening, assistance for child care costs was also increased. 

In 2005 the Australian government accepted the main recommendations of the Ministerial 
Taskforce on Child Support. The recommendations were aimed at better aligning child 



Architecture of Australia’s tax and transfer system 

Page 198 

support with community attitudes and have been progressively implemented, with a new 
child support formula introduced from 1 July 2008. 

Retirement incomes policy was a strong focus in the mid to late 1990s, including the 
‘extended deeming’ of financial investments and changes to the treatment of retirement 
income stream products. Assistance to carers has increased and lump sum payments to both 
older Australians and carers have been used since 2000. 

4.3 Australian government and state revenue powers 
One of the challenges accompanying federation was the creation of a two-tier system of 
government that centralised control of some functions, while allowing each State sufficient 
autonomy to meet the social preferences of its constituency. The Australian Constitution 
specifically enumerates areas of legislative power to the Australian government, leaving the 
majority of expenditure responsibilities to the States as residual powers. Australian 
government powers were viewed as involving functions that the States were not able to 
conduct efficiently themselves, such as defence and foreign affairs. 

In 1901 uniform Australian government tariff and excise duties replaced state customs and 
excise duties, in part, to secure free interstate trade and ensure adequate protection for 
Australian industry (Groenewegen 1985). They largely applied to the goods that had been 
taxed by the former colonies — tobacco products, beer and spirits and some basic food and 
clothing. 

Although the States retained control of land and income taxes, at the time of federation 
customs and excise duties were by far the greatest source of tax revenue (Chart 4.4). The 
States were left with a shortfall of funding for their areas of expenditure responsibilities, 
whereas Australian government revenues exceeded the requirements of its limited role. To 
resolve this fiscal imbalance, the Constitution provided for a revenue sharing arrangement 
for the first 10 years following federation. The Australian government kept one quarter of 
customs and excise duty revenue with the remainder distributed to the States, along with 
any revenue that was surplus to Australian government needs. 
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Chart 4.4: Composition of Australian tax revenue 
(1902-03 to 2006-07) 
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It was not long after federation that fiscal inequality between the States led to federal 
funding in support of fiscal equalisation. In 1910-11 Western Australia requested fiscal 
assistance to compensate for the loss of tariffs, which had been its primary revenue source. In 
1911-12 Tasmania also received Australian government grants, and South Australia became a 
recipient in the 1920s. Over time, horizontal fiscal equalisation was formalised with an 
independent body recommending the distribution of Australian government grants based on 
fiscal need. 

The Australian government introduced its own income tax in 1915 to raise funds for 
Australia’s involvement in the First World War. The Second World War also saw 
fundamental changes to Australia’s tax system. In 1942, the Australian government assumed 
control of income tax, as a war-time measure, in exchange for government grants to the 
States. As a result the States’ tax base was reduced until 1971 when the Australian 
government ceded control of payroll taxes to the States to supplement their tax base with a 
‘growth’ tax. With the introduction of the GST in 2000, the States gained access to a further 
‘growth’ tax, as a replacement for Australian Government Financial Assistance Grants and a 
range of inefficient indirect state taxes. Horizontal fiscal equalisation is applied through the 
distribution of the GST revenue to the States.  

The role of the High Court and its interpretation of the Australian Constitution has been a 
significant contributor to determining the current distribution of taxing powers across levels 
of government. Both during and after the Second World War, the States unsuccessfully 
challenged, in the High Court, the means by which the Australian government, as a practical 
matter, excluded the States from the field of income tax. In a series of cases the High Court 
has considered the ability of the States to impose various kinds of indirect taxes (such as 
business franchise fees), in the context of the Australian government’s exclusive power to 
impose duties of excise. The ‘wide view’ of excise duties adopted by the High Court in the 
late 1990s has meant that the power of the States to impose such taxes is severely limited. 
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5 International comparison of Australia’s 
tax-transfer system 

Outline 

This section provides an international comparison of some key aspects of Australia’s 
tax-transfer system. 

Key points 

• Australia is a low tax country by OECD standards but our tax to GDP ratio is above that 
of our immediate neighbours, reflecting the greater role of government in our economy. 

• While Australia’s mix of direct and indirect taxation is broadly comparable to other 
OECD countries, its composition differs in several respects. Australia is one of two 
countries, with New Zealand, that do not levy a social security tax and which have a 
dividend imputation system. Our reliance on broad-based consumption taxes is below 
the OECD average, while our reliance on revenue from taxes on property is greater. 

• Although Australia’s top personal income tax rate is typical of the OECD, the absence 
of a social security tax means that Australia has a high tax burden on capital income 
relative to comparable OECD countries, taking into account differences in capital tax 
settings. 

• Australia’s corporate tax rate is the eighth highest in the OECD and above the OECD 
average. Corporate tax revenue as a percentage of GDP is the fourth highest in the 
OECD. 

• Australia’s taxes on fuel are low in comparison to other OECD countries. 

• Australia’s tax-transfer system is highly redistributive by OECD standards. 

 

5.1 Australia’s tax to GDP ratio by OECD standards 
Australia’s tax to GDP ratio is the eighth lowest in the OECD and substantially below the 
OECD average of 36.2 per cent (Chart 5.1). Government spending in Australia is the third 
lowest of all 30 OECD countries (Chart 5.2). 

The gap between Australia’s tax to GDP ratio and the OECD average has remained relatively 
constant at around 5.5 percentage points of GDP since 1965. Compared with the nine most 
comparable OECD countries (see Box 5.1), Australia’s tax to GDP ratio is about average. 
However, two of the nine countries with lower tax to GDP ratios than Australia also run 
significant fiscal deficits (the United States and Japan). 
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Chart 5.1: Tax revenue as a percentage of GDP — OECD 2005 
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Chart 5.2: Size of government — OECD 2007(a)(b) 
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(a) Data for Mexico and Turkey not available. 
(b) Revenue refers to receipts of tax and non-tax revenue. 
Source: OECD (2008a). 
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Box 5.1: Comparator countries — the OECD-10 

In the International Comparison of Australia’s Taxes (Australian Government 2006) nine 
OECD countries were identified as being more suitable for drawing comparisons about 
specific tax settings. A key determinant of the countries selected was that they had broadly 
similar revenue to GDP and government spending to GDP ratios, as well as a similar role 
of government in their economies. One country, the Netherlands, was also included on the 
basis that it has strong investment and trade links with Australia and offered some 
interesting comparisons in terms of its capital tax settings. These nine countries — Canada, 
Ireland, Japan, the Netherlands, New Zealand, Spain, Switzerland, the United Kingdom 
and the United States — are also used in this paper to draw international comparisons of 
Australia’s tax settings, in addition to the broader 30 OECD countries.  

 

5.2 Tax to GDP ratios in other countries including our 
immediate neighbours 

As a percentage of GDP, tax revenue in Australia is significantly higher than most ASEAN 
countries, as shown in Chart 5.3. While tax revenue in Brunei Darussalam is around the same 
as that of Australia as a percentage of GDP, 95 per cent of this comes from oil and gas 
companies. For many of these countries non-tax revenues, such as land sales and official 
development assistance, contribute a more significant proportion of overall government 
revenue. The role of government also tends to be more limited. When considering 
investment decisions, tax is only one of a range of factors, including: macroeconomic 
stability; a supportive legal and regulatory framework; skilled labour and labour market 
flexibility; and well-developed infrastructure. It is plausible that as these economies grow 
and the standards of living of our immediate neighbours rise, the role of government and the 
level of taxation in these countries will expand, as has been the case across most OECD 
countries over past decades. 

The chart also shows a range of other countries, including Brazil, China, India, Russia and 
South Africa. Brazil, China, India and Russia represent around a quarter of world GDP and 
are increasingly integrating into the world economy. China and India are important trading 
partners and competitors for Australia. Brazil and Russia are significant commodity 
exporters, particularly in agricultural and resource commodities. South Africa is also an 
important commodity producer and exporter, particularly of minerals. 

Relative to Brazil, China and India, Australia’s tax to GDP ratio is high. It is more 
comparable with that of Russia and South Africa. In part, this reflects differences in the role 
of government expenditure. In Russia and South Africa, social expenditure as a proportion of 
total government expenditure is more comparable with Australia. 
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Chart 5.3: Tax and non-tax revenue as a percentage of GDP 
Australia, ASEAN and selected other countries (2005)(a) 
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(a) Unless otherwise indicated, data reflect revenues at all levels of government. 
(b) Data for 2004. 
(c) Brazilian central government only. 
Source: OECD (2007a); International Monetary Fund country reports; national governments; Australian Treasury estimates. 
 

5.3 Australia’s tax mix compared with other OECD countries 
The Australian tax mix is broadly comparable with most OECD countries. Like most of these 
countries, Australia raises the majority of its tax revenue (64 per cent) from direct taxes on 
incomes. The OECD average is 62 per cent (Chart 5.4). The remaining 36 per cent of 
Australia’s tax revenue is raised through indirect taxes including GST, excise and customs 
duties, and property taxes. 

Chart 5.4: Direct and indirect taxes as a proportion of total tax revenue 
OECD 2005 
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While the share of direct and indirect taxes in Australia is broadly comparable with the 
OECD average, there are some distinguishing features in terms of its composition. Australia 
is one of two OECD countries that do not raise tax revenue from social security contributions 
(Chart 5.5). The contribution of corporate income tax is higher for Australia than for most 
OECD countries. 

Chart 5.5: Components of direct taxation — OECD 2005 
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(a) Disaggregated income tax data for Mexico not available. 
Source: OECD (2007a). 
 
As with direct taxes, there are differences between the components of consumption tax in 
Australia and in other OECD countries. The most significant is the contribution to total tax 
revenue from general consumption taxes, which include value added taxes like the GST. In 
Australia, general consumption taxes (mainly the GST) contribute 13 per cent of tax revenue 
compared with an OECD average of 19 per cent (Chart 5.6). 

Chart 5.6: Components of consumption taxation — OECD 2005 

 

0

10

20

30

40

50

60

U
ni

te
d 

S
ta

te
s

Ja
pa

n
S

w
itz

er
la

nd
B

el
gi

um
Fr

an
ce

C
an

ad
a

S
w

ed
en

Ita
ly

N
or

w
ay

S
pa

in
A

us
tri

a
Lu

xe
m

bo
ur

g
G

er
m

an
y

U
ni

te
d 

K
in

gd
om

C
ze

ch
 R

ep
ub

lic
Fi

nl
an

d
N

et
he

rla
nd

s
N

ew
 Z

ea
la

nd
D

en
m

ar
k

K
or

ea
G

re
ec

e
P

ol
an

d
Ire

la
nd

P
or

tu
ga

l
H

un
ga

ry
S

lo
va

k 
R

ep
ub

lic
Ic

el
an

d
Tu

rk
ey

M
ex

ic
o

O
E

C
D

 a
ve

ra
ge

0

10

20

30

40

50

60

General consumption(a) Specific goods and services(b) Other consumption

Per cent of taxation revenue Per cent of taxation revenue

A
us

tr
al

ia

 
(a) Includes value added taxes. 
(b) Includes excises. 
Source: OECD (2007a). 
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Property taxes contribute just under 9 per cent of total Australian tax revenue compared 
with an OECD average of just under 6 per cent (Chart 5.7). Australia’s property taxes come 
from two main sources. Taxes on immovable property contribute around 4.5 per cent to total 
tax revenue compared with an OECD average of around 3 per cent. Taxes on financial and 
capital transactions, which include conveyancing stamp duties, contribute around 4 per cent 
of tax revenue, compared with an OECD average of around 2 per cent. 

Australia is one of 17 OECD countries that does not levy wealth taxes. This is an important 
source of revenue for only two countries — Switzerland (4.5 per cent of total tax revenue) 
and Luxembourg (6.2 per cent of total tax revenue). Australia is one of four OECD countries 
that does not levy estate, inheritance or gift taxes. However, in those countries that do, these 
taxes make a negligible contribution to total tax revenue, with an average across the OECD 
of around half of one per cent. 

Chart 5.7: Components of property tax — OECD 2005 
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5.4 Australia’s top personal tax rate 
Chart 5.8 compares Australia’s top marginal tax rate and threshold (as a multiple of the 
average wage) with other OECD countries in 2007. Australia’s top marginal tax rate is 
average for the OECD. 

Australia’s top personal tax rate threshold was 2.6 times the OECD’s measure of average 
wages — comparable with the OECD average of 2.5 times the average wage. The top 
threshold is within the same range as other OECD-10 countries. Increases in the top 
threshold over the past five years have improved Australia’s relative position. This position 
may change again with the 1 July 2008 increase in this threshold. However, the relative 
position will depend on changes in other OECD countries. 
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Chart 5.8: Top marginal tax rates and thresholds for employees — OECD 2007 
(unweighted averages) 
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5.5 Approaches to taxing retirement savings 
In Australia, retirement savings vehicles are subject to tax. Superannuation contributions and 
earnings are generally taxed at a flat rate of 15 per cent and benefits from a taxed fund are 
paid tax free from age 60 (see Section 2 for further detail). 

Warburton and Hendy (Australian Government 2006) found that it was not possible to draw 
a conclusion about the relative ranking of the concessionality of the taxation arrangements 
applying to Australian retirement savings, owing to the lack of data and methodological 
issues with the various studies on the subject. However, their study found that Australian 
retirement savings are taxed concessionally compared to other savings. Section 8 compares 
the nominal effective marginal tax rate of superannuation with other assets and financing 
arrangements. 

Australia’s approach to taxing retirement savings follows a comprehensive income tax 
model, although generally at concessional rates of tax on contributions and earnings 
compared to the rates applied to income. In contrast, most retirement savings systems across 
the world follow variants of the expenditure tax model (Box 5.2). 
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Box 5.2: Definitions of alternative taxation regimes 

In the academic literature, retirement savings tax regimes are generally classified by three 
letters which indicate the point(s) at which taxation is imposed. The presence of a ‘T’ 
reflects the imposition of tax, while an ‘E’ indicates an exemption from taxation. It does not 
reflect the overall burden of the tax imposed (for example, a system that imposes 1 per cent 
tax on contributions, 1 per cent tax on earnings, and 1 per cent tax on benefits would be 
described as ‘TTT’). 

An expenditure tax model exempts contributions and earnings from tax, and taxes benefit 
payments (‘EET’). In contrast, a comprehensive income tax model taxes contributions and 
earnings, and exempts benefit payments from tax (‘TTE’). 

From a theoretical perspective, a TEE model produces an equivalent retirement income 
outcome to an EET model (for the same value of ‘T’). Similarly, an ETT model produces an 
equivalent retirement income result to a TTE model. 

 

5.6 Comparisons of the top personal tax rate on capital 
income 

Chart 5.9 shows the top personal tax rate for the OECD-10 countries for three major classes of 
capital income, with Panel D showing tax on dividends at the marginal tax rate for the 
average worker. 

Among the OECD-10 countries, Australia has one of the higher top personal tax rates on 
capital gains, notwithstanding the 50 per cent discount available for gains on assets held for 
at least 12 months. There is significant divergence between countries in the treatment of 
capital gains (Panel A). New Zealand does not impose capital gains tax (CGT) and of those 
that have a CGT regime, some have a flat rate, two have a stepped rate (as the holding period 
increases the tax rate decreases), and others (such as Australia and Canada) use a discount 
system for taxing capital gains (that is, only a proportion of the gain is taxable). For shares, 
Switzerland does not tax capital gains and the Netherlands only does so for gains on 
substantial holdings (greater than 5 per cent ownership). 

Notwithstanding its comparable top personal income tax rate, Australia has a relatively high 
rate of tax on interest income compared with other OECD-10 countries. Many countries in 
the OECD-10 have a lower tax rate on interest income compared to the personal tax rate on 
wages and salaries. This generally arises because social security contributions apply to wage 
and salary income and not to capital income. For the Netherlands, a lower tax rate on capital 
income is a key feature of their schedular approach to tax. Half of the OECD-10 treat interest 
income as ordinary personal income for taxation purposes, namely: Australia; Canada; New 
Zealand; Switzerland; the United Kingdom; and the United States. Ireland, Japan and Spain 
impose final withholding taxes on interest at source while the Netherlands, which uses a 
schedular tax system, taxes an imputed return on deposits (Panel B). 
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Chart 5.9: Comparative tax rates on capital income, OECD-10 (2007) 
A: Capital gains on shares B: Interest from ordinary bank accounts 
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C: Dividends, top marginal tax rate taxpayer D: Dividends, average wage taxpayer 
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Source: OECD Tax Database, unpublished OECD estimates, International Bureau of Fiscal Documentation, national tax 
administrations, Australian Treasury estimates. 
 
Panels C and D illustrate tax rates on distributions of domestic source income to a resident 
individual shareholder, including corporate income tax, personal income tax and any type of 
integration or relief to reduce the effects of double taxation. The charts show that Australia’s 
top overall tax rate on dividends sourced from domestic profits is in the middle of the range 
of other OECD-10 countries for high income earners, and relatively low for average income 
earners. 

For Australia and New Zealand, the charts highlight the use of a full imputation system 
(where the credit depends on company tax paid). For the majority of the remaining 
countries, the top overall tax rate on dividends is greater than the top marginal personal tax 
rate, which primarily reflects their integration systems only providing partial relief of the 
double taxation of dividend income. The imputation system also has different equity 
implications as indicated by the change in Australia’s ranking from fifth lowest for high 
income earners to second lowest for average income earners. 
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5.7 OECD comparison of Australia’s corporate tax rate 
Australia’s corporate tax rate is above the OECD average. In 2001, following the reduction in 
the company tax rate from 36 per cent to 30 per cent, Australia’s corporate tax rate was 
ranked 9th lowest in the OECD, equal to Demark, Iceland and the United Kingdom. The 
OECD average was 32.5 per cent (Panel A of Chart 5.10). In 2008, the corporate tax rate was 
21st lowest, equal with New Zealand and Spain, and above the OECD average of 
26.6 per cent (Panel B of Chart 5.10). 

Since 2001 the unweighted average corporate tax rate for OECD countries has decreased by 
around 6 percentage points. This reflects the trend among OECD countries toward lower 
corporate tax rates driven, in part, by concerns about global capital mobility and economic 
efficiency. 

Chart 5.10: Statutory corporate tax rate — OECD(a) 
Panel A: 2001 
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Panel B: 2008 
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(a) Rates are full (national, sub-national and surcharge) statutory corporate tax rates. 
Source: OECD Tax Database. 
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Australia’s corporate tax revenue as a proportion of GDP is the fourth highest in the OECD 
and significantly higher than the OECD average of 3.7 per cent (Chart 5.11). This largely 
reflects structural differences in the composition of the incorporated sector in Australia 
compared with other OECD countries, the imputation system, as well as the strong 
performance of the Australian corporate sector in recent years. 

Chart 5.11: Corporate tax revenue as a proportion of GDP — OECD 2005 
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(a) Data for Mexico not available. 
Source: OECD (2007a). 
 

5.8 Taxes on fuel 
All OECD countries impose taxes on petrol (Chart 5.12). The latest comparable data (first 
quarter 2008) show that Australia’s petrol taxes are lower than the OECD average. The 
percentage of the total price attributable to taxes in Australia is the fourth lowest of the 
28 OECD countries for which data are available. 
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Chart 5.12: Taxes as percentage of unleaded petrol price in 28 OECD countries 
Includes excise/VAT-GST/sales taxes 

0

20

40

60

80

100
M

ex
ic

o
U

ni
te

d 
S

ta
te

s
C

an
ad

a
A

us
tra

lia
Ja

pa
n

N
ew

 Z
ea

la
nd

G
re

ec
e

S
w

itz
er

la
nd

S
pa

in
Lu

xe
m

bo
ur

g
H

un
ga

ry
C

ze
ch

 R
ep

ub
lic

Ire
la

nd
K

or
ea

S
lo

va
k 

R
ep

ub
lic

P
ol

an
d

A
us

tri
a

Ita
ly

D
en

m
ar

k
B

el
gi

um
P

or
tu

ga
l

Tu
rk

ey
Fr

an
ce

N
or

w
ay

N
et

he
rla

nd
s

S
w

ed
en

Fi
nl

an
d

G
er

m
an

y
U

ni
te

d 
K

in
gd

om

0

20

40

60

80

100

Unweighted average (52 per cent)

Per cent Per cent

 
Source: International Energy Agency (2008). 
 

5.9 OECD comparison of Australia’s tax-transfer system 
Compared with other OECD countries the Australian tax-transfer system is highly 
redistributive to those with least means. Australia’s spending on social security is below the 
OECD average (Chart 5.13). This reflects a range of factors, including benefit levels that are 
unrelated to previous earnings, employer rather than public provision of sick leave and other 
important structural differences from most OECD countries. 

Chart 5.13: Social welfare spending as a percentage of GDP in 2001(a) 
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(a) 1999 data for Turkey for 2000 and 2001 OECD averages. OECD averages exclude countries where data are not available 

for related time series. OECD-21 exclude Austria, Czech Republic, Hungary, Iceland, Korea, Mexico, Norway, Poland and 
Slovak Republic. 

Source: Whiteford (2007). 
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Despite Australia’s relatively low level of aggregate spending, of the 27 OECD countries for 
which data are available, it has the highest proportion of public transfers flowing to the 
quintile of the population with the lowest private incomes (Chart 5.14). It also has the lowest 
rate of direct taxation on this quintile of the 19 countries that provide these data. This reflects 
the highly targeted nature of the Australian tax-transfer system. 

Chart 5.14: Proportion of cash transfers received and direct taxes paid by 
households in the bottom quintile of the private income distribution — OECD 2005 
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(a) Tax data not available. 
Source: Whiteford (2005). 
 
International comparisons of transfers can be complex because of the extent to which some 
countries often have short-term income related payments. However, the fundamental social 
assistance component of Australia’s support to working aged families and individuals in 
periods of unemployment or other joblessness, provides a much higher replacement rate of 
income than most other OECD countries. Of the four family types for which the OECD 
publishes data, Australia has the highest replacement rate, relative to median disposable 
household income, for three family types, including both family types with children 
(Chart 5.15). 

The highly targeted nature of the tax-transfer system has resulted in Australia having higher 
effective tax rates (ETRs) for certain household types than in other OECD countries. In three 
of the four household types with children, Australia has ETRs above the OECD average 
(OECD 2007b). 
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Chart 5.15: Net incomes of social assistance recipients relative to median 
household disposable income — OECD 2005(a) 
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(a) The OECD data for Australia is based on people receiving allowances. The replacement rates will be higher if the particular 

family type shown is receiving a pension. 
(b) Data for Italy and Turkey not available. 
(c) The lone parent family shown has two children aged four and six years. 
Source: OECD (2007c), FaHCSIA estimates. 
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6 The mix of taxes on work, investment and 
consumption 

Outline 

This section examines the mix of taxes in Australia on labour income, capital income and 
consumption and compares this with outcomes in other OECD countries. 

Key points 

• Most countries have a tax system based on a mix of taxes on labour income, capital 
income and consumption. 

• Australia’s tax mix is slightly skewed toward direct taxes on labour income. This 
accounts for around 40 per cent of tax revenue. Taxes on capital income account for 
about 33 per cent, while taxes on consumption account for 27 per cent. 

• Compared with other OECD countries, Australia has a low share of tax revenue from 
labour income and the highest share from capital income. In part, this reflects the 
relatively greater contribution of corporate income taxes to total tax revenue. 

• As a share of GDP, the total tax burden in Australia on capital is around 11 per cent (the 
fourth highest in the OECD). The total burden on labour is 12 per cent (the fourth 
lowest in the OECD), and the total burden on consumption is 9 per cent (also the fourth 
lowest in the OECD). 

 
Most countries have a tax system comprising a mix of taxes on labour income, capital income 
and consumption. A key issue when considering the mix of taxes is whether some forms of 
tax impose larger efficiency costs than others. A key theme in tax literature over the past 
30 years has been whether tax systems should be based on the concept of comprehensive 
income or the taxation of expenditure (see Box 6.1). 

The OECD (Johansson et al 2008) has recently undertaken a cross-country study of the effects 
of different taxes on economic growth. The indications from this analysis are that property 
taxes have the least detrimental impact on growth, followed in order by taxes on 
consumption, taxes on labour income and taxes on capital income. The OECD analysis only 
looks at the issue of the tax mix from the perspective of economic efficiency. Considerations 
about the distributional impacts of the tax structure also need to be taken into account when 
considering the findings of that study. Further, as the authors note, the general findings of 
the study need to be considered carefully within the context of each country’s tax system and 
broader economic structure. 
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Box 6.1: The income tax versus expenditure tax debate 

A key debate is whether tax systems should be based on the concept of comprehensive 
income (‘Haig-Simons’ income, defined as consumption plus the change in the real value 
of net assets) or the taxation of expenditure (which excludes saving from the tax base). 

• The comprehensive income base referred to by economists is based on real income — 
that is, the inflationary elements should be excluded from taxation. 

• Two types of expenditure tax have been identified in the literature — the so-called 
pre-paid expenditure tax based on direct taxation of labour income with an exemption 
for saving and the so-called post-paid expenditure tax based on the taxation of a direct 
measure of expenditure or of goods and services. Apart from the point of taxation, a 
key difference between these two approaches is the generally accepted view that only 
under a post-paid expenditure tax are the returns to pure economic rent and good luck 
taxed. 

Proponents of the expenditure tax argue this approach delivers greater economic efficiency 
because taxing the return to saving under an income tax results in future consumption 
being taxed more heavily than present consumption. This reduces the incentive of 
individuals to save, which can in turn reduce the level of investment in the economy, the 
size of the capital stock and the return to labour. It can also affect equity issues, by 
increasing the level of tax on those that wish to save for items such as education and 
retirement. Proponents of an income tax have generally argued that the efficiency gains 
from an expenditure tax are diminished by the need to levy the tax at a higher rate to 
achieve a given revenue target and that an income tax is more equitable because the 
distribution of wealth is greatly skewed. 

Since the Meade Report (1978), where the arguments in favour of expenditure taxes were 
considered clear, more recent literature has cast doubt on the premise that expenditure 
taxes are necessarily superior to income taxes. However, the view of the literature is that 
capital income should be taxed at a lower rate than labour income solely from the 
perspective of efficiency considerations (Diamond and Banks 2008). 

 
A second key theme in the tax literature has been concerned with the definition of the tax 
base, particularly in terms of its comprehensiveness. It is generally accepted that within any 
appropriately defined base, a broad tax treatment will impose fewer efficiency costs on the 
economy, because of the neutral treatment of alternative sources of income or expenditure 
and a lower average tax rate for a given revenue objective. In practice it is extremely difficult 
to assess the comprehensiveness of a tax base defined as broadly as labour income, capital 
income or consumption. Where different rates are applied to different goods, a judgement 
needs to be made as to whether these represent different sub-components within the labour, 
capital and consumption tax bases, or deviations from the comprehensive base. There are 
parallels between this and the benchmark issues surrounding the identification of tax 
expenditures (see Box 2.7). 
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6.1 Australian government and state taxes on labour, capital 
and consumption 

Australia’s tax mix is slightly skewed towards the direct taxation of labour income, 
accounting for around 40 per cent of revenue raised (Chart 6.1). This includes taxes on salary 
and wages and fringe benefits, taxes on superannuation contributions and payroll taxes. 
Taxes on capital income account for around a third of revenue, while taxes on consumption 
account for slightly more than a quarter. Taxes on capital include company tax, taxes on 
individual capital income (interest, dividends, capital gains and some business income), the 
petroleum resource rent tax, crude oil excise and taxes on property such as land taxes and 
stamp duties on conveyances. Taxes on consumption include the GST, excises on tobacco, 
alcohol and fuels and other taxes on consumer goods. 

The allocation of revenue according to capital, labour and consumption differs between the 
two levels of government (Chart 6.1). At the Australian Government level the contribution 
from taxes on labour is around 50 per cent higher than the contributions from taxes on 
capital and consumption. At the state government level, the contribution from taxes on 
consumption and labour are roughly equal, while taxes on capital are around 50 per cent 
higher. 

Chart 6.1: Tax revenue from labour, capital and consumption 
Australian Government and States — 2006-07 
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Source: ABS (2008a); Australian Treasury estimates. 
 

Australian Government tax mix — recent history 
The boom in the terms of trade is estimated to have generated around $87 billion in 
additional revenue over the five years to 2008-09 (Australian Government 2008a). Around 
$33 billion is expected to accrue in 2008-09 (Chart 6.2). 

The components of this estimated increase in revenue are shown in Panel B of Chart 6.2. In 
2008-09, company tax revenue is estimated to be $10.7 billion, or 14 per cent, higher than 
would otherwise be the case. This reflects higher company profits flowing from increased 
bulk commodity prices. Personal tax collections have also increased as a result of higher 
income tax payments from individuals arising from higher wages and employment. 
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Chart 6.2: Estimated increase in tax revenue due to the terms of trade boom 
A: Tax revenue impact of terms of trade B: Additional tax revenue by source 
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Source: Australian Treasury estimates, Australian Government (2008a), Statement 5, see Box 2. 
 
Relative to 2006-07, the Australian Government share of revenue from individuals’ income 
and fringe benefits tax is projected to decline, to be around 43.5 per cent by 2011-12 
(Chart 6.3). This reflects the recent and announced future cuts in the personal income tax 
scales. Company income tax is expected to account for a higher share of Australian 
Government tax revenue in 2011-12 than in 2006-07, along with taxes on superannuation 
funds and resource taxes. GST revenue is also projected to increase slightly as a share of 
Australian Government revenue, but overall, indirect taxes are expected to decline slightly in 
importance. 

Chart 6.3: Shares of Australian Government tax revenue in 2006-07 and 2011-12 
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6.2 Taxes on labour, capital and consumption — Australia in 
the OECD 

Chart 6.4 shows the balance of taxes on labour, capital and consumption in OECD countries. 
In this chart, taxes on labour include taxes on labour income, social security contributions 
and payroll taxes. Taxes on capital include company tax, taxes on personal capital income 
and property taxes.1 Taxes on consumption include value added taxes (like the GST) and 
excises, as well as taxes such as motor vehicle stamp duties and gambling taxes.  

The position of a country in the chart shows its relative reliance on revenue from the taxation 
of labour income, capital income or consumption. A position on the vertical axis in the centre 
of the chart represents an equal weighting between revenue from taxes on labour and taxes 
on capital. To the left of the vertical axis, relatively more revenue is derived from labour 
taxes than capital taxes while the converse is true to the right of the vertical axis. The closer 
the country is to the horizontal axis, the lower its reliance on taxes on consumption. For 
example, the United States (Point ‘USA’ in Chart 6.4) derives a greater share of its revenue 
from taxes on labour income than from taxes on capital income and has the lowest share of 
revenue derived from taxes on consumption. 

Compared with other OECD countries, and the OECD-10, Australia has a relatively low 
reliance on tax revenue from labour, representing around 37 per cent of tax revenue by this 
measure. In other OECD countries, the reliance on labour taxation is significantly greater. 
This reflects the significant use of social security contributions in other countries, which are 
levied on wages, salaries and similar income. Social security contributions represent a 
significant source of revenue for many OECD countries. For many, this is a larger source of 
revenue than personal income taxes, in some cases contributing up to 40 per cent of total tax 
revenue. Australia’s closest taxes are the payroll taxes levied by the States, which account for 
around 5 per cent of tax revenue. 

Australia’s reliance on consumption taxes, such as the GST and excise, is around the middle 
of the OECD-10 countries but at the lower end of the OECD as a whole. 

                                                      

1 There are some differences in the classification of taxes on capital income and labour income between 
Charts 6.4 to 6.6 and Chart 6.1, due to differences in available data. 
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Chart 6.4: Estimated tax mix, Australia (dark dot), OECD-10 (light dots) and  
other OECD countries (squares) — 2005(a) 
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(a) Does not include Mexico. For Korea, Iceland, Switzerland and Turkey the share of personal income tax revenue derived 

from capital has been estimated using the average share of other OECD countries. 
Source: OECD (2007a); Eurostat (2008), national governments; Australian Treasury estimates. 
 
Chart 6.5 provides a perspective on the relative weight given to capital taxation in Australia. 
It is a surprising result in a globalising world with increasingly mobile capital flows for a 
small open economy to have the highest weight given to the taxation of capital income. 

This overall result for Australia flows from a combination of the relatively high contribution 
of company tax to total tax compared with other OECD countries (driven by a relatively 
broad base and Australia’s superannuation arrangements), a relatively high share of tax 
revenue from property, and relatively high taxation of personal capital income. The 
contributions of company and property taxes to total tax revenue are discussed in Section 5 
and shown in Charts 5.5 and Chart 5.7. A comparison of top personal tax rates on capital 
income is also included in Section 5. 

The relative contribution of taxes on labour, capital and consumption is indicative of the 
distribution of the tax burden but it does not necessarily give an indication of the absolute 
size of the tax burden on labour, capital or consumption. While Australia’s reliance on 
capital taxes as a share of total tax revenue is the highest in the OECD (Chart 6.5), the total 
tax burden, measured in terms of tax to GDP, is relatively low (Chart 6.6). 

Nevertheless, as a share of GDP, the total tax burden on capital is around 11 per cent, which 
is the fourth highest in the OECD. The total burden on labour is around 12 per cent of GDP 
(the fourth lowest in the OECD) and the total burden on consumption is around 9 per cent of 
GDP (also the fourth lowest in the OECD). 
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Chart 6.5: Estimated capital taxation revenue in 2005(a) 
OECD-30 and OECD-10 countries  
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(a) For Korea, Iceland, Switzerland and Turkey the share of personal income tax revenue derived from capital has been 

estimated using the average share of other OECD countries. 
(b) Data for Mexico not available. 
Source: OECD (2007a); Eurostat (2008), Treasury estimates. 
 

Chart 6.6: Estimated contribution of capital, labour and consumption taxes 
to total tax burden — OECD 2005(a) 
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(a) For Korea, Iceland, Switzerland and Turkey the share of personal income tax revenue derived from capital has been 

estimated using the average share of other OECD countries. 
(b) Disaggregated data for Mexico not available. 
Source: OECD (2007a); Eurostat (2008), national governments; Australian Treasury estimates. 
 
Chart 6.4 and Chart 6.6 indicate the relative contribution to tax revenue from taxes on labour 
income, capital income and consumption. However, differences in the weightings do not 
necessarily imply differences in tax competitiveness across countries. The amount of tax 
revenue derived from a particular base and its relative contribution to total revenue will be a 
product not only of the rate of tax and the comprehensiveness of the tax base but also of size 
of the activity of the base to which the tax applies. For example, while Australia has one of 
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the highest levels of corporate tax as a percentage of GDP among OECD countries, and this 
ratio has increased in recent years, the average effective rate of tax on corporate income, 
which is a better measure of competitiveness, has not increased markedly (Chart 6.7). The 
increase in the corporate tax to GDP ratio has been due primarily to strong growth in 
corporate income, particularly in the resource sector. However, there is no readily available 
data on how average effective rates of tax on corporate income have moved in other OECD 
countries. These may or may not have shifted downwards relative to Australia in line with 
the reductions in the statutory company tax rate. 

Chart 6.7: Measures of the effective corporate tax rate in Australia 
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Source: Australian Treasury estimates. 
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7 The personal tax-transfer system 

Outline 

This section examines the way in which the personal tax and transfer systems interact to 
affect the disposable income of individuals and families, and their incentives to work, save 
and invest (including in skills). 

Key points 

• The tax and transfer systems combine and interact to be targeted, progressive and 
redistributive. There are many families and individuals who receive transfers and pay 
tax in the same year and from one year to the next. 

– Successive tax cuts since 1985 mean that taxpayers at all income levels pay less tax 
than if the tax thresholds had been indexed for inflation. 

• The Australian tax and transfer systems are separate systems. There are different bases 
of assessment between and within the two systems, including the definition of income, 
the unit of assessment, the period of assessment and the basis of eligibility. These 
differences largely exist to achieve a targeted system, but a result is that the system as a 
whole is complex. 

• Significant demographic change, including ageing of the population, will influence the 
affordability of the transfer system in the future. Participation and productivity 
increases may offset some of the impact of demographic change. 

– Some workers appear to be more responsive to incentives than others. For example, 
part-time workers seem to be more responsive than males working full-time hours. 

• In combination, the tax and transfer systems determine the disposable income of an 
individual or family. They also affect their incentives to participate in paid work and to 
acquire skills, and their decisions about when and how to save. 

– The adequacy of transfers is determined by the sum of income support payments, 
supplementary payments, in-kind benefits and concessions.  

 

7.1 The role of Australia’s personal tax-transfer system 
The primary roles of the tax-transfer system are revenue collection and income 
redistribution. Income is redistributed to Australians through the combination of a 
progressive tax system and targeted transfers. The personal tax system raised around 
45 per cent of total Australian Government revenue in 2006-07. Under Australia’s 
progressive tax system, those with a higher capacity to pay bear a greater than proportional 
share of the tax burden. Tax offsets and exemptions are also used to target assistance to 
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individuals and families with lower means or to assist individuals in particular 
circumstances.  

On average, taxpayers with taxable incomes of $10,000 or less in 2005-06 paid 4.4 per cent of 
their income in income tax (Chart 7.1). Those with taxable incomes over $250,000 paid 
42.4 per cent of their income in tax on average. 

Chart 7.1: Average tax rates by income range in 2005-06(a) 
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(a) Excludes taxpayers with nil taxable income. 
Source: Australian Government administrative data. 
 
Spending on the transfer system by the Australian Government amounted to over 
25 per cent of revenue collected in 2006-07. Transfers provide financial assistance to 
individuals who are unable, or not expected, to fully support themselves, and to families to 
help meet the costs of raising children. 

The net effect of the personal tax-transfer system is to reduce the incomes of higher income 
households, and increase the incomes of lower income households (see Chart 7.2). The 
combined effect of taxes and transfers is to make the distribution of income across 
households more equal. The ABS reports that there was no significant change in income 
inequality from the mid-1990s to 2005-06 (ABS 2007d). This is despite a more pronounced 
increase in private incomes at higher income levels than the increases for those on low and 
middle incomes. 
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Chart 7.2: Average weekly private and disposable incomes in 2003-04(a) 
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(a) Household equivalised incomes. Equivalised incomes take account of different household sizes and structures by identifying 
the amount needed to provide an equivalent standard of living to that of a single person. 

Source: ABS (2007b). 
 

7.2 How individuals interact with the personal tax-transfer 
system 

The components of the personal tax–transfer system affect a household’s disposable income 
and impact on incentives to work, save and develop skills. Marginal tax rates and means test 
tapers affect the financial return from additional work and the return from savings and 
investments. Transfers, tax exemptions for some forms of income, and tax offsets add to 
disposable income and can reduce incentives to work. Superannuation is facilitated through 
a mixture of compulsory saving and tax concessions which are designed to improve 
retirement income.  

Chart 7.3 shows the elements of the personal tax-transfer system and how it interacts with an 
individual or family unit. Other effects outside the Australian Government tax-transfer 
system, such as the state tax-transfer systems, also impact on the individual or family unit 
but are not included in this chart. 
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Chart 7.3: Personal tax-transfer system 

General features
System based on taxable income

Progressive tax rates
(w ith taper rates for offsets)

Generally assessed on individual income

Calculated annually
(may be assessed more frequently)

ATO decides w hether interaction is
required

General features
System based on various income

definitions

Flat payment rates
(w ith progressive taper rates)

Assessed on family incomes and some
on assets

Generally paid fortnightly

Individuals elects w hether to interact

State personal
tax-transfer system

Other effects

ATO

Personal tax system

Marginal tax
rates

Individual

Income support and
supplementary payments

Personal Income Tax and
Superannuation

Deductions

Non-tax concessions

Transfer system

Pensions

Supplementary and family payments

FAO

Medicare
Australia

Centrelink DVA

Offsets and concessions

Child Support
Agency

Australian and State
tax concessions

Allow ances

 
 
Individuals interact with different agencies depending on whether they pay tax or they are 
eligible for transfers (the left and right sections respectively of Chart 7.3). The type of 
interactions can also differ between the agencies. This can lead to increased compliance costs 
for individuals depending on how many agencies they must deal with during a year. 

The tax and transfer systems have different objectives which influence how the agencies 
administer their part of the system. Differences between the tax and transfer systems include: 
the financial basis of assessment (income versus income and assets); the income unit 
(individual versus family); and frequency (annual assessment versus fortnightly assessment) 
as outlined in Box 7.1. 

The measurement of income is a particular area of difference (Table 7.1). Income support 
(pensions and allowances) are assessed on a social security definition of income, while only 
taxable income is used to assess the senior Australians tax offset and the low income 
phase-in of the Medicare levy. Differences in what is assessed can also relate to the 
calculation period — fortnightly for income support and annually for tax assessment and 
family assistance. Another way in which income definitions vary is whether they are applied 
to an individual or a couple. 
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Box 7.1: Different characteristics of the personal tax-transfer system 

Individual versus family 

The individual is generally the unit of assessment for the taxation system. However, there 
are exceptions where income tested programs are applied to individuals taking into 
account their spouse’s income and/or family circumstances, such as the senior Australians 
tax offset and the Medicare levy surcharge. 

The unit of assessment in the transfer system is the couple or family, based on the principle 
that the provision of targeted support should take into account other sources of financial 
support, including from close family members (spouse, parents of dependent children). 
The type of household also determines eligibility for assistance. 

Income and assets tests 

The income definitions  used to assess the appropriate level of taxation and transfers differ 
within and between the two systems (see Table 7.1). ‘Taxable income’ in the tax system 
permits a range of deductions, while ‘ordinary income’ used for income support payments 
is a far more comprehensive definition of income. 

Eligibility for most transfers is subject to means tests that target assistance based on an 
assessment of need. Income support payments are subject to both income and assets 
testing, with more generous assets test limits for those who do not own a home. Family 
assistance and the Commonwealth Seniors Health Card are tested on income but not 
assets. 

Assessment periods 

Tax is assessed on annual financial year income1, though amounts are withheld and 
remitted to the ATO on a regular basis through the pay as you go (PAYG) withholding 
arrangements.2 The effect of these arrangements is to remove employees from the majority 
of transactions occurring in the tax system. Income support payments are assessed and 
paid on a fortnightly basis, to provide timely support to recipients. Income support means 
tests are therefore highly responsive to short–term changes to an individual’s or family’s 
circumstances. Family assistance is provided to the majority of recipients on a fortnightly 
basis, with the income test based on annual income. 

Agency assessment versus self-assessment 

The personal taxation system is generally based on self-assessment — particularly in 
relation to deductions and non-salary income sources. The transfer system is based on 
self-identification — an individual needs to apply for most payments and allowances. 
Eligibility is assessed by an agency based on information provided by the individual.  

1 Primary producers, artists and composers can average their income over a number of years.  
2 Some people pay quarterly instalments, such as sole traders and people with investment and business income.  
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Table 7.1: Selected definitions of income in the tax-transfer system 
 Income base Key components of the income base 

  Employer 
fringe 
benefits 

Salary 
sacrifice-superannuation 
contributions(a) 

Net losses 
(rental 
property and 
financial)(b) 

Tax exempt 
income 
(including 
superannuation, 
foreign, defence 
income) 

Pensions Ordinary income Non-grossed 
fringe 
benefits 
included 

Not included, except when 
over age pension age 

Losses 
cannot reduce 
other 
assessable 
income 

Some forms 
included 

Allowances Ordinary income Non-grossed 
fringe 
benefits 
included 

Not included, except when 
over age pension age 

Losses 
cannot reduce 
other 
assessable 
income 

Some forms 
included 

Family 
Assistance 

Adjusted taxable 
income 

Non-grossed 
reportable 
fringe 
benefits 
included 

Not included Net rental 
property 
losses added 
back 

Some forms 
included 

Commonwealth 
Seniors Health 
Card 

Taxable income 
with adjustments 

Assessable 
fringe 
benefits 
included 

Not included Net rental 
property 
losses added 
back 

Some forms 
included  

Child support Taxable income 
with adjustments 

Grossed-up 
reportable 
fringe 
benefits 
included 

Not included Net rental 
property 
losses added 
back 

Some forms 
included  

Superannuation 
co-contribution 

Assessable 
income with 
adjustments 

Grossed-up 
reportable 
fringe 
benefits 
included 

Not included Losses not 
deducted from 
assessable 
income  

Not included 

Personal income 
tax 

Taxable income Not included Not included Losses 
included in 
taxable 
income 

Not included 

Higher 
Education Loan 
Program 

Taxable income 
with adjustments 

Grossed-up 
reportable 
fringe 
benefits 
included 

Not included Net rental 
property 
losses added 
back 

Some forms 
included 

Medicare levy 
surcharge 

Taxable income 
with adjustments 

Grossed-up 
reportable 
fringe 
benefits 
included 

Not included Losses 
included in 
taxable 
income 

Not included 

Senior 
Australians tax 
offset 

Taxable income Not 
included(c) 

Not included Losses 
included in 
taxable 
income 

Not included 

(a) To be included in most programs from 1 July 2009. 
(b) To be included in some programs from 1 July 2009. 
(c) To be included from 1 July 2009. 

Definitions 
‘Ordinary income’ for social security purposes includes salary, wages, net business income, rent and deemed income on 
financial investments. It also includes certain periodic payments such as some gifts and allowances, and payments to 
employees for particular purposes such as relocation or travel, where the employee has the discretion whether to spend the 
money on that purpose. Exceptions to ordinary income include emergency or like assistance, payments by States or Territories 
to assist a person to purchase or build their own home, payments made to a person for a dependent child, or insurance or 
compensation payments made for the loss or damage to buildings, plant or personal effects. 
‘Adjusted taxable income’ is taxable income, adjusted fringe benefits, target foreign income, net rental property losses, tax free 
pensions or benefits, less any deductible child support paid. 
‘Assessable income’ is ordinary income plus statutory income (provided it is neither exempt nor non-assessable non-exempt). 
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Interactions within the year 

As people’s circumstances change, their interactions with the personal tax-transfer system 
also change. In some cases only the tax system will affect income, while in others it is the 
transfer system. There will also be times when people are paying tax as well as receiving 
transfers or paying tax on a transfer. This is referred to as ‘churning’, as the total payments 
received offset part or all of the tax they pay. 

Analysis of churning is highly sensitive to the time period in question. Income support 
payments are targeted on the basis of an immediate current need, such as unemployment, 
and are mostly assessed fortnightly. In such cases, the transfer system is responsive to an 
immediate set of circumstances for which people typically cannot cover their costs. The tax 
system has an annual basis, with some expectation that individuals can manage variations in 
income over the period. As an individual’s or couple’s earnings increase, transfers are 
recouped through payment withdrawal. Tax liabilities also increase. 

While churning is a consequence of a targeted redistributive system, it can be costly. One set 
of costs relates to the separate administration of the tax-transfer system, to the extent that a 
similar outcome could be achieved with less churn. Another set of costs relates to the 
compliance costs on individuals, who are subject to different information and compliance 
requirements from the combined effects of the two systems. 

At an aggregate level, Australia has a low level of churn by international standards, as the 
personal tax-transfer system is tightly targeted, highly progressive and substantially 
redistributive. OECD estimates (Whiteford 2005) indicate that Australia has the lowest level 
of churn of any OECD country, on the basis of direct taxes and transfers. Widening the 
assessment to include indirect taxes and non-cash benefits does not significantly change this 
analysis (Harding et al, 2006). 

Individuals experience churn in two main ways. Many families who receive family 
assistance (Family Tax Benefit (FTB) or child care assistance) also pay income tax. Families 
can choose whether to receive FTB after their taxable income has been assessed at the end of 
the year. However, fewer than 10 per cent of families choose this option, instead preferring 
fortnightly payments despite the associated churn. Historically, redistribution of family 
assistance from breadwinners to primary carers within couples has been an important reason 
why governments have supported direct payments rather than delivery of assistance for 
children through the tax system. 

Individuals and families also experience churn when they receive income support and have 
low to moderate levels of private income. For example, a person on a part–rate Newstart 
Allowance with an ongoing part-time job is in both systems at the same time. If they move 
off Newstart into full-time work, they would still be in both the tax and transfer systems over 
the course of the income year. Similarly, older Australians with savings may also receive the 
Age Pension and still pay tax even after the operation of the low income tax offset (LITO) 
and the senior Australians tax offset. Churning of income support recipients with private 
income has increased since the 1980s, as income support payments have risen from below 
the tax free threshold to well above it. While a relatively low tax free threshold increases this 
form of churn, a higher tax free threshold would have the disadvantage of increasing 
opportunities for tax planning.  
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Interactions over time 
Charts 7.4 and 7.5 show how the personal tax-transfer system interacts to determine an 
individual’s disposable income for two single income family types — one with no children 
and one with a partner and two children aged three and eight. Point A shows the effect of 
the tax-transfer system at an income of $10,000. Point B shows the effect where the level of 
earned income is $45,000. They also show the extent of ‘churn’ which can occur in the 
system.  

Chart 7.4: Transfers and taxes, by level of income 
Single income no children (2008-09) 
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Source: Australian Treasury estimates. 
 

Chart 7.5: Transfers and taxes, by level of income 
Single income family, two children aged 3 and 8 (2008-09) 
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Source: Australian Treasury estimates. 
 
The amounts above zero show the components of the personal tax-transfer system which 
have a positive effect on disposable income. These are Newstart Allowance, 
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Parenting Payment (Partnered), LITO and Family Tax Benefit A and B. The items below zero 
reflect the individual’s tax and Medicare levy liability. As the individual earns more income 
they start to lose their payments and offsets and pay more tax. The effect on disposable 
income is shown in Tables 7.2 and 7.3. 

Table 7.2: Disposable income based on family type — $10,000 earned income 
(2008-09) 

 Individual — 
no children 

Single income couple — 
children 3 and 8 

Earned income $10,000 $10,000 

Newstart $6,946 $5,825 

Parenting Payment (Partnered)  - $10,369 

Gross income $16,946 $26,194 

Gross tax (Medicare levy threshold not reached) $1,642 $2,129 

- less beneficiary tax offsets $142 $655 

- less LITO $1,200 $1,200 

Net tax payable $300 $274 

Family Tax Benefit Part A + B (tax exempt income) - $11,789 

Total disposable income $16,646 $37,709 

 

Table 7.3: Disposable income based on family type — $45,000 earned income 
(2008-09) 

 Individual — 
no children 

Single income couple — 
children 3 and 8 

Earned income $45,000 $45,000 

Gross taxable income $45,000 $45,000 

Gross tax on gross income (including Medicare levy) $8,175 $8,175 

- less LITO $600 $600 

Net tax payable $7,575 $7,575 

Family Tax Benefit Part A + B (tax exempt income) - $12,469 

Total disposable income $37,425 $49,894 

 
The interactions between the components of the personal tax-transfer system mean that some 
individuals and families will not become net taxpayers until their private income is well 
above the tax–free threshold of $6,000. This point is sometimes called the ‘net tax threshold’ 
and represents the point where cash transfers equal tax paid. After this point the individual 
or family will become net taxpayers. As shown in Table 7.4, the net tax threshold differs for 
different family types.  

Table 7.4: Net tax threshold for different family types (2008-09) 
Family types Net tax threshold 
Single person, no children $19,448 
Single income couple, no children $33,864 
Dual income couple (75-25 split), no children $35,579 
Sole parent, two children aged 3 and 8 $53,819 
Single income couple, two children aged 3 and 8 $53,819 
Dual income couple (75-25 split), two children aged 3 and 8 $59,367 

 
Over a lifecycle, people receive greater subsidies at times of higher need, such as when they 
have young children and in old age, and pay higher levels of tax at times when they can 
better afford to do so, such as in later working years when their children have left home. In 
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this way, the tax-transfer system ‘smooths’ income through more difficult periods and bears 
some of the risks associated with unemployment, illness and other life contingencies.  

Inflation and the personal tax-transfer system 
The personal income tax settings affect a person’s real disposable income (income adjusted 
for changes in inflation). Where a progressive tax scale is not adjusted over time, wage 
increases can result in an individual paying a higher average tax rate on the same level of 
real income. This can reduce the progressivity of the tax system and is known as bracket 
creep or fiscal drag.  

Australia has returned fiscal drag through regular (though unscheduled) tax cuts in the form 
of changes to rates, thresholds and adjustments to LITO. Compared to 1985, successive tax 
cuts have meant that taxpayers at all income levels pay less tax than they would have if the 
thresholds had been indexed to the consumer price index (CPI) or even to wages growth.  

Table 7.5 shows the effect on average tax rates of the return of fiscal drag since 1985 for a 
single person earning half average weekly earnings (AWE), AWE, and twice AWE. For 
example, if the tax thresholds had only been indexed to CPI or wages, an individual earning 
AWE would have an average tax rate today of 22.8 per cent and 21.4 per cent, respectively. 
The changes to personal tax thresholds since 1985 have meant that this individual has an 
average tax rate of 18.1 per cent.  

Table 7.5: Fiscal drag has been more than returned since 1985 
  Average tax rate in 2008-09 if the 1985-86 personal tax 

thresholds had been indexed to: 
Earnings Actual average tax rate in 

2008-09 
Inflation Wage growth 

Half AWE ($24,070) 7.8 14.7 13.5 

AWE ($48,140) 18.1 22.8 21.4 

Twice AWE ($96,280) 27.0 37.2 34.8 
Assumes CPI/AWE indexation applies to personal tax thresholds, LITO amount and threshold, and the Medicare low-income 
threshold. 
Source: Australian Treasury estimates. 
 
Inflation can also affect the purchasing power of transfers through the effects on payment 
rates and thresholds. The combination of the indexation to CPI and benchmarking of Age 
and Service Pensions to male total average weekly earnings (MTAWE) has resulted in 
increased purchasing power over time, while the indexation of allowances to CPI has sought 
to ensure that the value of these payments is not eroded by changes in consumer prices. The 
indexation of income support payments is discussed in more detail in the next section.  

7.3 Important impacts of the personal tax-transfer system 

Adequacy of support 
The personal tax–transfer system plays a key role in the social support of individuals. The 
primary source of income for the majority of Australians is earnings from work. The tax 
system provides concessions to reduce the tax paid by lower income earners, particularly 
those receiving transfers. The transfer system plays the societal function of providing 
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support for people who are transitioning into the workforce or are unable to work, or not 
expected to work (due to age, disability, study or carer responsibilities).  

A central issue for the personal tax-transfer system is the level of support that it should 
provide to people with lower resources. This is usually expressed in terms of the ‘adequacy’ 
of the rate of assistance.  

There are many views on what constitutes adequacy, and how it should be measured. 
Common adequacy measures include the use of fixed and relative benchmarks, such as 
replacement rates, budget standards, wellbeing outcomes and poverty lines (see Box 7.2). 
Measuring the adequacy of income support against these benchmarks can give different 
results.  

Adequacy measurements that look solely at the base level of income support can 
misrepresent the total level of support provided to individuals and families. Supplementary 
payments, other sources of income and in-kind benefits are also important determinants of 
the overall level of support.  

The issue of adequacy of income support payments is dealt with in more detail in the 
companion document to be issued by FaHCSIA. 
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Box 7.2: Types of adequacy benchmarks 

Common measurements of adequacy of income support payments include: replacement 
rates; budget standards; wellbeing outcomes and poverty lines. 

Replacement rates 

There are two main types of replacement rates. The first compares an individual’s 
post-retirement spending power with their spending power before retirement. The other 
compares the income of an individual with that of a particular group (for example, a 
comparison of the income of an Age Pensioner to a person who earns the average wage). 
An increase in the proportion of income support to wage income suggests an income 
support recipient has become relatively better off.  

Budget standards 

Budget standards are used to estimate the budget to fund the goods and services a person 
or family needs to achieve a particular standard of living. The Social Policy Research 
Centre at the University of New South Wales has developed budget standards for two 
levels, a ‘median living standard’, for households somewhere around the median standard 
of living in Australia, and a ‘low-cost’ budget which requires frugal management but still 
allows social and economic participation consistent with community standards. 

Financial stress indicators 

These are determined by survey responses to questions on financial wellbeing. The 
responses enable comparisons of income support recipients to the community as a whole. 
A series of financial stress indicators has been included in the ABS’s Household 
Expenditure Survey. 

Poverty lines 

Poverty lines set a benchmark income below which a person or household is considered to 
be living in poverty. A commonly used line is 50 per cent of average or median household 
income. An equivalence scale is often used to adjust the income of different household 
types to that of a standard household type used for the poverty line. 

Adequacy benchmarks are dealt with in more detail in the companion document to be 
issued by FaHCSIA. 

 

Measuring the level of support 
Many transfer recipients receive an amount which is greater than the base rate of payment. 
The total income support package received depends on both the type of payment and the 
supplementary amounts available with that payment. The recent introduction of Utilities 
Allowance and ‘one-off’ lump sums, in addition to Telephone and Pharmaceutical 
Allowance and support for carers, has increased the total cash benefits well above the base 
rate of payment for carers and pensioners. These supplements have also significantly altered 
the relationship between various income support packages. Chart 7.6 illustrates the different 
levels of support given to recipients, which for a single person can range from 
$11,364 per annum for a Newstart allowee to $19,715 for a Carer pensioner of Age Pension 
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age. Further support of up to $2,782 a year is available for private renters through 
Rent Assistance. 

Chart 7.6: Income support packages for selected single recipients — March 2008 
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Excludes non-cash benefits and tax expenditures. 
Source: FaHCSIA estimates, rates as at 20 March 2008. 
 

Beyond cash payments 
The support provided by governments to individuals and families also includes government 
services, concessions and in–kind benefits. ABS estimates show that, for welfare dependent 
households receiving the Age Pension, the average equivalised1 value of these benefits is 
$203 per week. This is almost equal to the average value of income support cash payment 
($247 in 2003-04 dollars). These in-kind benefits therefore are an important part of the total 
support provided to households and individuals (Chart 7.7). 

                                                      

1 Equivalised incomes seek to identify the equivalent level of income households need to achieve a comparable 
level or pattern of consumption to a single person. 
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Chart 7.7: Components of final income of income support dependent households 
Classified by main type of payment in 2003-04(a) 
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(a) Households reliant upon income support for 90 per cent or more of disposable income classified by main income support 

payment, equivalised components of final income. 
Source: FaHCSIA estimates derived from ABS (2006a). 
 

Many households that receive income support have private sources of income and wealth. 
This is particularly the case for Age pensioners where a growing number of recipients are 
retiring with increasing levels of wealth, including superannuation savings. This trend is 
expected to continue as more people retire with higher levels of superannuation. However, 
the proportion of people receiving the Age Pension is not expected to decrease significantly. 
Projections prepared for the second Intergenerational Report (Australian Government 2007b) 
indicate that even with the maturation of the superannuation guarantee (SG), there will only 
be a modest increase in the proportion of older Australians who will not receive at least a 
partial Age Pension. However, the proportion of retirees on full-rate pensions will fall from 
over two thirds to less than half. 

Replacement rates 
One approach to measuring adequacy is to consider the value of income support as a 
replacement for earnings — defined as the level of income that payments provide relative to 
the take-home pay of an employed person. Using this approach, the replacement rate for a 
single allowee, such as a person on Newstart Allowance, is currently 46 per cent of the net 
earnings of a minimum wage earner, while a single Age pensioner receives 60 per cent. In 
comparison with a male on average wages, a single allowee receives 25 per cent, while an 
Age pensioner receives 33 per cent.2 

Further discussion of benchmarks of adequacy can be found in the companion document 
prepared by FaHCSIA. 

                                                      

2 ‘Net earnings’ are after-tax earnings of a single adult who receives this rate over the entire tax year. The 
average wage comparison is based on net MTAWE. Pension rates include Telephone, Pharmaceutical and 
Utilities allowances, but exclude bonuses. Pension and allowance rates both exclude Rent Assistance. 
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Changes to the real value of basic income support over time 
Both pensions and allowances are indexed by the CPI to maintain their purchasing power in 
the face of price increases. In addition, pensions are benchmarked to earnings as measured 
by MTAWE. This means that pension recipients benefit from productivity growth in the 
economy.  

The rate and indexation of pensions and allowances has changed over time (Chart 7.8). In the 
past 10 years, the real value of the pension has increased. Over the same period, allowances 
have remained flat in real terms, being linked to the CPI. The difference in real value partly 
reflects the different rationale for allowances which have historically been designed to 
provide temporary assistance and pensions which are for longer-term assistance. Chart 7.8 
illustrates this divergence for the case of couples. Allowances such as Newstart are estimated 
to be 50 per cent of the pension by 2035 under current indexation arrangements if real wages 
continue to grow at their long term average rate.  

Chart 7.8: Real rates of selected pensions and allowances 1970-2008(a)(b) 
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(a) Annualised rates of assistance applying as at 1 January, adjusted by the All Groups Consumer Price Index. 
(b) Rates include Telephone, Pharmaceutical and Utilities allowances, but exclude bonuses. 
Source: FaHCSIA estimates. 
 
The value of assistance provided to families has increased substantially, as has its role in 
complementing the earnings of low income working families. Over the last 21 years, 
transfers have increased the disposable income of a single income family earning the 
minimum wage by 67 per cent (Chart 7.9). In contrast, there has been little change in the real 
value of the minimum wage over that period. 
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Chart 7.9: Real income components — minimum wage single income family(a) 
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(a) Couple family with a single income earner on the minimum wage with two children aged 3 and 8 and receiving full Rent 

Assistance. 
Source: FaHCSIA estimates. 
 

Maintaining value over time 
The effect of the SG on future retirees’ income will be significant. The SG commenced in 1992 
and did not reach the maximum rate of 9 per cent until 2002. The influence of the SG on an 
individual’s retirement income will depend on when they retire, whether the individual has 
made voluntary contributions and how long they are in paid employment. 

Under a fully mature SG system, an individual who earns 75 per cent of Average Weekly 
Ordinary Time Earnings (AWOTE) (approximately $43,000) is estimated to have a 
replacement rate3 of 78.4 per cent. The same individual earning AWOTE (approximately 
$58,000) will have a replacement rate of 68.5 per cent. Although the replacement rate is lower 
for the individual earning AWOTE, their actual retirement income will be higher. If there 
was no SG and these individuals retired only on a full-rate Age Pension, the replacement 
rates would be 48.5 per cent and 38.1 per cent respectively. 

Affordability 
In 2007-08, transfers constituted approximately $70 billion or over a quarter of total 
Australian Government expenditure. 

The affordability and sustainability of the personal tax-transfer system is influenced by a 
range of factors, including: workforce patterns, such as shifting patterns of part-time, 
full-time and unpaid household employment; the levels of different payments; and other 
non-financial policy settings. In addition, the size of the budget (now and in the future) and 
competing priorities for government expenditure will affect overall policy settings. 

                                                      

3 This includes income from the Age Pension and superannuation and assumes a male who works for 35 years 
and retires at age 65, income indexed at 4 per cent per annum, net earnings of 7 per cent per annum and 
inflation of 2.5 per cent per annum. 
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Demographic trends will play a significant role through their impact on the aggregate level 
of income support payments and the number of people in the workforce who will support 
these payments through the tax system. 

The second Intergenerational Report (Australian Government 2007b) estimates that the 
ageing of Australia’s population, coupled with higher life expectancies, will drive a net 
increase in payments to individuals from 6.7 per cent to 7.1 per cent of GDP over the next 
40 years. Notwithstanding the maturation of the SG arrangements and the expected 
reduction in the proportion of individuals receiving a full-rate Age Pension, Age Pension 
outlays are expected to increase from 2.5 to 4.4 per cent of GDP. 

Non-working age people as a proportion of working age people will increase as the 
population ages. This is reflected in the dependency ratios illustrated in Chart 7.10. 

Chart 7.10: Past and projected total dependency ratios in Australia 
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Note: The dependency ratio is the ratio of the dependent population (those aged less than 15 or 65 or more) to the working age 
population. 
Source: Australian Treasury projections for Australian Government (2007b). 
 

7.4 Workforce participation 
Taxes on earned income are a significant source of government revenue. An increasing 
dependency ratio will affect the ability of the working age population to support 
government programs. This gap can be filled by increased participation of people in the 
workforce and increased productivity. 

The personal tax-transfer system can affect workforce participation decisions by altering the 
financial rewards of working — that is, disposable incomes. Where transfers are high enough 
to meet an individual’s needs, their incentives to work longer hours are reduced. Tax, 
together with reductions in transfers as people earn more income, reduces the financial 
rewards from work, making it less attractive. Policy settings thus need to consider 
participation goals alongside other concerns such as adequacy and affordability. 
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Workforce participation is an important driver of economic growth and has benefits for 
broader social inclusion. While the proportion of the population in paid work is currently at 
an all time high, the increased prevalence of part-time work and employment of female 
workers have increased the importance of personal tax-transfer settings that encourage 
participation. These groups seem more responsive to incentives than are males working 
full-time hours, as they tend to have more flexible patterns of participation and are more 
affected by interactions with the personal tax-transfer system. 

Another reason incentives are becoming more important is population ageing, which will 
drive down the participation rate in the future. 

Financial incentives, however, are only part of the story. An individual’s responsiveness to 
them will depend on the role played by other factors that influence participation. There are 
also non-financial incentives such as activity tests for certain income support payments 
which can play a significant role for some. Individuals take into account many other 
considerations, such as: meeting basic financial needs; their work ethic; caring 
responsibilities; their health and disability status; level of wealth; social expectations; the 
availability of child care; working conditions; and the benefits of remaining attached to the 
labour market as it affects career prospects and expected future earnings. 

One way of assessing financial incentives to work is to measure the amount by which an 
individual’s gross pay is reduced by the personal tax-transfer system. The proportion of an 
individual’s gross pay that is taken as tax or is offset by a reduction in payments is called 
their effective tax rate (ETR). There are various types of ETRs. An individual who moves into 
the workforce will keep only part of their gross pay after tax is taken out and transfers are 
reduced. These are often called participation tax rates. If an individual takes on some extra 
work, they will only keep a proportion of their extra gross pay. These are called effective 
marginal tax rates for an additional dollar earned and effective average tax rates for a larger 
increase in earnings (for example, another day’s work). If ETRs are too high, some people 
may decide it is not worth their while to take a job, or work extra hours. Other people in 
certain circumstances might decide to increase hours of work to ensure their ongoing 
commitments are met. See Section 3.5 for a discussion of participation tax rates and ETRs. 

Chart 7.11 provides an example of the ETRs faced by a secondary earner with two 
school-aged children. The chart considers ETRs when moving into work, and also when 
earning an additional dollar. It is important to consider ETRs on a range of different 
increases in income, as people generally can only increase (or decrease) their hours in blocks. 
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Chart 7.11: Effective tax rates faced by a secondary earner  
With a partner earning average weekly earnings with children aged 6 and 7 
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ETRs for 2008-09. Children are aged 6 and 7, partner is earning $57,900. 
Source: Australian Treasury estimates. 
 
A secondary earner who enters the workforce in a job paying $280 a week (about three days 
at the Federal Minimum Wage) loses 30 per cent of their pay (the light blue line). Once they 
are in the workforce the impact of the tax-transfer system on an additional dollar of earnings 
can be significant. For example, if they move from gross earnings of $900 a week to $901 a 
week, the tax-transfer system takes 65.5 cents of this increase. 

Some households face high ETRs on earning an additional dollar of private income. Research 
for AMP (AMP.NATSEM 2006) found that over the decade to 2006-07 there had been a 
reduction in the number of working age Australians facing very high ETRs of over 
80 per cent. However, it found there had been a pronounced increase in the overall number 
of people facing ETRs of greater than 50 per cent (from 4.8 to 7.1 per cent). Almost two-thirds 
of these people were members of couples with dependent children. This was due to the 
extension of eligibility for family assistance to a greater proportion of people. 

Calculating rewards for working can be complex. They can be influenced by the cost of 
getting to work, purchasing appropriate clothing and equipment and the costs of child care. 
While elements of the personal tax-transfer system assist with the cost of child care, child 
care tends to be relatively ‘lumpy’ — it is generally purchased in blocks of days per week, 
rather than in amounts corresponding to additional hours worked. Similarly, people can lose 
various concessions as their earnings increase. These have different values to different 
people depending upon their circumstances and consumption patterns. 

There are also questions about the importance of financial incentives that do not have an 
immediate effect on an individual’s disposable income. For example, the net return from 
working is reduced by the withdrawal of LITO. However, half of this withdrawal is not 
calculated until the end of the year when the individual submits their tax return. As the full 
effect of the withdrawal is not seen in an individual’s regular pay packets it may play less of 
a role in affecting their decision to do additional work. 
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A targeted social security system, which reduces payments as incomes increase, necessarily 
reduces financial incentives. Lower taper rates can be used to improve incentives by 
reducing the amount of a payment that is lost for a given increase in income. However, this 
means that access to some of the payment is provided to people on higher incomes as the 
taper range will be longer. This can then affect the new recipients’ incentives, as additional 
work will reduce the payments they would receive under the lower tax rate. Attempts to 
increase participation at certain incomes can therefore adversely affect the incentives of other 
income earners. 

Chart 7.12 shows how lower taper rates have affected payment cut-outs over time. For 
example, in 1978 an unemployment benefit recipient would lose all their payment working 
only 18 hours a week at the minimum wage. In 2008 they can work 29 hours a week before 
losing their payment. The cut-out point for pensions has increased even more dramatically. 

Chart 7.12: Pension and allowance cut-out points as a percentage 
of the minimum wage(a) 
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(a) Excludes supplementary payments such as Rent Assistance. 
Source: DEEWR estimates. 
 
The position of ETRs along the income scale is also important. High ETRs lower down the 
income scale can act as a disincentive to move into paid work. High ETRs further up the 
income scale can make it less attractive to take on full-time or better paid work or invest in 
education. Disincentives at certain income levels, such as around the Federal Minimum 
Wage, are of particular interest since they may impact on people whose decision to 
participate in the workforce is sensitive to the financial return. 

While participation is important, some parts of the personal tax-transfer system are designed 
to enable people to stay out of the paid workforce. The provision of Age, Carer and 
Disability Support pensions and Carer Payment reflects a community decision that certain 
people should not or cannot be expected to rely on paid work for income. There are also 
measures to support people taking time out of paid work for shorter periods, such as 
students or carers of young children. In recognition of the longer term value of these 
activities, the community bears some of the short term costs. 
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7.5 Savings and investment incentives 
Australia’s total savings (or national savings) is made up of the private savings of 
households and businesses (retained earnings) plus public savings (government budget 
surpluses or deficits). 

The savings of individuals and households fulfil three important functions: 

• to provide a means for them to smooth their income over time — in particular, between 
the individual’s working life and their retirement; 

• to meet transitory adverse shocks such as sickness and unemployment; and 

• to finance investment in capital that can be used to improve productivity, leading to 
higher incomes. 

The decisions made by individuals and households in apportioning income between 
consumption and saving affect their wellbeing now and in the future. The tax–transfer 
system impacts on these consumption/saving decisions in three ways: 

• through marginal tax rates and access to transfers (including the means testing of 
savings); 

• by providing tax concessions to some savings vehicles; and 

• through compulsory savings for retirement (the SG). 

These mechanisms can have a complex set of behavioural outcomes: 

• the existence of income support as a guarantee of income may reduce the incentive to save 
for periods when earned income is expected to be lower (for example, unemployment and 
old age); 

• incentives associated with different savings vehicles may lead to a change in saving 
preferences rather than a change in the level of aggregate saving; and 

• incentive effects may differ at different income levels. 

The empirical literature on the effectiveness of tax-preferred retirement savings plans in 
encouraging savings is mixed, with researchers finding effects ranging from significant 
impacts on savings to little or no effect (OECD 2004). If the concession results mainly in a 
switching of savings from one vehicle to another there may be no increase in overall 
household savings. Indeed, national savings may decrease if the value of additional savings 
is less than the cost of the concession to governments. 

The OECD (OECD 2007d) considers that the distribution of concessions is an important 
indicator of the success of such savings vehicles. In this regard, the success of a policy in 
encouraging new savings depends on the level of take-up by moderate-income households. 
Higher income households are more likely to respond by switching their existing savings. 

Means testing of income support payments can also affect the incentives to save or dissave 
by reducing existing savings. These effects are likely to be stronger where the level of savings 
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results in a reduction in income support entitlements. As a result, they tend to be more 
significant for low to middle income earners. 

Means testing is also likely to affect the savings decisions of individuals who have more 
frequent contact with the income support system — for example, an individual with an 
intermittent attachment to the workforce. For these individuals, the decision to save may be 
influenced by a tighter assets test and a liquid assets waiting period which forces some 
allowees to run down their savings before accessing income support. Overall, the effects on 
saving need to be considered in the context of Australia’s targeted income support system. 

Australia’s tax-preferred savings vehicles 
Australia’s principal tax–preferred savings vehicles are owner-occupied housing and 
superannuation. Owner–occupied housing is generally exempt from capital gains tax and 
taxation on the value of rent saved from owning a home. Consistent with this treatment, 
expenses such as interest costs and maintenance costs are not deductible. In the transfer 
system, the owner-occupied home is exempt from asset testing. 

Unlike the returns on most other taxable savings, savings invested in superannuation are 
generally not taxed according to the individual investors’ personal tax rates. Benefits from a 
taxed superannuation fund are paid tax free from age 60. Superannuation contributions and 
earnings are generally concessionally taxed. The value of superannuation tax concessions 
provided to contributions and earnings is estimated to be over $27 billion in 2008-09, 
increasing to over $31 billion in 2010-11 (Australian Government 2007a). 

The changes to personal income tax rates since 2000 have had a significant impact on the 
concessions received by low-income and middle-income earners. Based on the 2008-09 tax 
rates, it is estimated that around 1.2 million individuals do not receive a personal income tax 
benefit4 from the tax rate applied to their concessional superannuation contributions. In 
addition to the number without any concession on contributions, an estimated 1.2 million 
individuals only have a concession equivalent to 1.5 percentage points (the Medicare levy) 
in 2008-09. 

Chart 7.13 shows the effective marginal concession on superannuation contributions for a 
single income earner with no children at different levels of income. The higher the effective 
rate, the higher is the value of the concession. Concessions for higher income earners have 
been relatively stable since contributions were first taxed in 1988. However, the effective 
concession for people earning lower incomes has fluctuated over this time.  

                                                      

4 The number of individuals where the net tax paid on their contribution and other taxable income is greater 
than or equal to the amount that would have been due had the contribution been taxed at their personal 
marginal income tax rate.  
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Chart 7.13: Effective marginal concession on superannuation contributions 
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Assumptions: Single income earner with no children. The value of the concession at lower incomes would be higher for an 
individual with children, who would be affected by the phase-out of transfers. Rates may change depending on family type. 
Source: Australian Treasury estimates. 
 
These fluctuations reflect changes in the arrangements for the phase-out of the LITO and the 
phase-in of the Medicare levy. From 2010-11 a person earning a third of AWOTE will receive 
a concession of 1.5 percentage points on their concessional superannuation contributions. 
This compares to a concession of 16.5 percentage points for a person earning AWOTE and 
31.5 percentage points for someone earning three times AWOTE. 

The government superannuation co-contribution is intended to provide access to more 
concessions for low and middle income earners. Under this scheme, post-tax contributions 
are matched at $1.50 for every dollar up to a maximum contribution of $1,500. The maximum 
contribution is available for individuals with total income below $30,342 and phases out at 
the upper threshold of $60,342 (2008-09). 

It is estimated that around $1.1 billion of co-contributions will be paid in 2008-09 in respect of 
post-tax contributions made in 2007-08. Approximately 1.4 million individuals will receive a 
co-contribution, which represents around 20 per cent of those individuals who would be 
eligible if they contributed. 

7.6 Incentives to improve skills 
In the same way the personal tax-transfer system can influence an individual’s decision to 
work, it can also influence the decision as to the type of work an individual undertakes. 
Skills and education are a major determinant of the hourly rate of earnings. Acquiring these 
skills and education is costly, both in terms of forgone income while learning and in direct 
costs of tuition. Improving skills is therefore an investment decision, and the tax transfer 
system acts both to subsidise the cost of this investment (directly and indirectly) and to 
reduce the after-tax return from it. 

Youth Allowance, Austudy and ABSTUDY are the main means of supporting an individual’s 
participation in education and training. Youth Allowance, Austudy and ABSTUDY are 
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means tested payments that provide some $2 billion annually and support 320,000 students 
(as at June 2008). There are many other ways in which both the States and the Australian 
Government subsidise the more direct costs of education and skill acquisition. In the 2006-07 
financial year, the Australian Government provided the university sector alone $5.86 billion 
while the States provided $508 million (ABS 2008b). The Higher Education Loan Program is 
also important for many people choosing to undertake further study. 

As noted in Section 2, self-education expenses that are directly linked to the individual’s 
existing career are deductible. In 2005–06 over $834 million was claimed as self–education 
expenses (Chart 7.14). These costs are not deductible if the new skills are for a new career 
direction. 

Loss of income can be seen as a form of personal investment, the cost of which is in effect 
deductible (equivalent to a post-paid expenditure tax — see Box 6.1) and so treated 
concessionally relative to other forms of capital investment, especially when subsidies are 
included. 

Chart 7.14: Total self-education expenses  
(average claim and percentage of claimants per income range in 2005-06)(a) 
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(a) Average deduction does not include taxpayers who do not claim self-education expenses. 
Source: Australian Government administrative data.  
 
The net effect of the personal tax-transfer system on the return to the individual from 
improving their skills and hence the incentive to invest in skill formation is very difficult to 
determine. 
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8 Taxation of saving and investment 

Outline 

This section provides a framework for analysing the often complex ways in which the tax 
system interacts with saving and investment choices in an open economy. It analyses a 
range of efficiency issues. 

Key points 

• The tax system has diverse impacts on savings and investment incentives. These occur 
because of the interaction of our tax treatment of different assets, different forms of 
financing, and different types of entities. The different tax treatments would be 
expected to affect savings and investment decisions across the economy. 

• Rapid growth in cross-border investment has increased the importance of international 
factors in considering how we tax savings and investment. Other countries’ company 
income tax rates continue to fall. There are ongoing challenges to our ability to tax 
residents on their foreign source income, and non-residents on their income from 
investing in Australia. 

 

8.1 Savings and investment choices facing individuals 
The importance of investment and savings to our society reflects their role in enhancing the 
level of retirement incomes and future consumption of individuals, the productive capacity 
of the economy, and the returns to other factors of production, particularly labour. 

Individuals and businesses tend to make savings and investment choices based on a number 
of factors including the tax treatment of the investment. Therefore, tax settings can have an 
impact on the choices people make, which ultimately determine investment in productive 
assets and individual sectors in the economy. 

Australia has a rich asset base compared to the vast majority of countries in the world. These 
assets include: 

• our human wealth reflected in a highly skilled workforce (sometimes called human 
capital); 

• our political, institutional and legal settings that contribute to the development and 
maintenance of social capital; 

• our natural resource wealth including our extensive mineral resources as well as our 
native forests, our limited water supplies, our marine resources (including fisheries), the 
quality of our air, and our national parks; and 

• financial and non-financial assets such as bank accounts, shares, factories and patents. 
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The focus of this section is on the latter two elements of our asset base, in part reflecting 
better information and tools of analysis. 

How taxes affect saving and investment decisions 
The level and form of tax affects incentives to save (and hence the level of saving), whether 
investments are made in Australia or overseas, the type of entity used to invest the savings, 
the financial structure for funding investments, and the allocation between different types of 
assets. 

As noted in earlier sections, Australia collects more of its total tax take through taxes on 
capital, relative to other OECD countries (see Chart 6.5). The tax paid on the returns from 
saving and investment accounts for around a third of total government tax revenue. It is 
collected through a variety of taxes on income, land and resources, and capital transactions 
levied by the different levels of government. The impact of taxes on savings and investment 
in an open economy such as Australia’s can usefully be described through the model in 
Chart 8.1. 

Chart 8.1: Savings and investments in an open economy 
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Starting from the left-hand side of Chart 8.1, individuals make an initial choice about how 
much to save. This is affected by several factors, ranging from holding some funds to pay for 
everyday needs or some ‘lumpy’ purchases such as a vehicle, through to decisions to save for 
a future family home or for retirement. Much of the analysis of savings and investment is 
based on an analysis of incentives between spending earnings now (consumption) and 
deferring that spending to some future point in time (saving). The impact of the tax-transfer 
system on the incentives of individual Australians to save is discussed in Section 7.5. 

Once decisions have been made on the level of savings, resident savers then choose whether 
to invest that saving in Australia or overseas (the two right-facing arrows in the chart). 
Within Australia, the saver can choose to invest their savings directly in assets such as homes 
or rental properties, or through financial intermediaries such as banks, companies, 
superannuation funds or trusts (described as the ‘holding entity’ in Chart 8.1). In Australia, 
apart from housing, holding entities own most of the physical assets (such as machinery) and 
non-physical assets (such as patents) that add to the country’s productive capacity. Resident 
savers and holding entities also make decisions about how to finance the purchase of these 
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assets, such as through borrowing funds or raising capital on the stock market (determining 
the financial structure of the asset acquisition). 

Non-residents, such as foreign corporations or pension funds, also make decisions about 
whether to invest in Australia or other countries. Australia’s tax system can influence these 
decisions. 

8.2 Differences in the tax treatment of different assets and 
financing arrangements 

When examining the tax treatment of savings and investment, including through different 
assets and financing arrangements, it is important to understand the different components of 
income that can be earned from an asset (Chart 8.2). 

The return to capital can be split into four components: 

• the inflationary component — which compensates for rising prices; 

• the compensation for deferring consumption — sometimes described as the ‘return to 
waiting’. Combined with the inflationary component, this represents the ‘normal’, or 
risk-free, return to capital; 

• the risk premium — for projects with uncertain returns; and 

• the ‘supernormal’ return — an additional return arising from access to a unique asset or 
idea, a patent, or other factors. 

In addition, for a particular investment, there can be a difference between the expected 
return at the start of an investment and the actual return. This uncertainty about the return 
can be called good or bad luck. Across the economy and over a sufficient period of time, this 
would be expected to net to zero. 

Chart 8.2: Components of the return to capital 
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The inflationary component compensates the investor for the reduction in purchasing power 
arising from inflation, so that the investor is able to purchase the same quantity of goods and 
services in the future as they could when they decided to save. In other words, this part of 
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the return does not add to the purchasing power of the investor, unlike the remaining 
components of the return, often referred to as the real return to capital. 

A nominal income tax base includes the inflationary component. Even at low rates of 
inflation there can be large differences in the effective rate of tax on the change in the 
purchasing power of the investor depending upon whether the inflation component is taxed. 

For example, consider a taxpayer with $1,000 in a bank account earning 6 per cent interest, 
and inflation at 2.5 per cent. Under a nominal income tax the full $60 would be subject to tax, 
whereas if the inflation component were excluded, only $35 would be subject to tax. Taxing 
the entire return to capital results in a higher effective tax rate on the $35 increase in 
purchasing power, than if only the $35 were taxed. Importantly, the relativities between the 
real and nominal return to capital vary through time and across different types of assets. For 
example, the inflation component represents a larger proportion of the return to lower 
yielding assets such as bank deposits. 

Australia notionally has a comprehensive nominal income tax base, but in practice it 
represents a hybrid income/expenditure base. This is similar to all other OECD countries 
which have concessions for particular types of savings and returns to investments. For 
Australia, deviations from a comprehensive nominal income tax base include: 

• the exclusion of the returns from owner-occupied housing (including imputed rent) and 
other personal use assets (such as vehicles), and their related expenses from taxation; 

• concessional treatment of investments in superannuation; 

• the taxation of gains in asset values only when an asset is sold, with capital gains tax 
(CGT) discounts of 33⅓ per cent for superannuation funds and 50 per cent for individuals 
on assets held for at least 12 months; 

• faster rates of write-off for some depreciating assets than the actual fall in their nominal 
value; and 

• rules that limit the use of losses (negative income returns), especially for new businesses. 

In addition to income tax, other transaction and wealth type taxes are applied to savings and 
investment. In particular, conveyancing stamp duties are applied to transactions on houses, 
and local rates and land taxes are based on the wealth holdings of some land (see 
Section 2.5). The tax treatment of housing is discussed further in Box 8.1. 

For individuals who receive income support, the effective returns on savings and 
investments are also affected by income and assets tests used to target that support. The 
degree to which returns are affected depends on an individual’s personal circumstances. 

Effective marginal tax rates by type of asset and financing 
The variation in tax treatment for different assets and financing arrangements can be 
illustrated by calculating effective marginal tax rates (EMTRs) — see Section 3.5 for more 
information on options for measuring the impact of taxes. Given the complexities in 
modelling the interactions with the transfer system, the EMTRs presented in this section do 
not take account of the implicit taxes arising from income and asset testing. 
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EMTRs can be calculated for the nominal return to an investment or for the real return. The 
following analysis incorporates both the impacts of the different tax treatment of different 
assets (the ‘no gearing’ cases) and the impacts of different financing decisions (reflected in 
the differences arising from the ‘gearing’, where 70 per cent of the investment is assumed to 
be funded from borrowings). 

Chart 8.3 shows nominal EMTRs for investments commonly made by individuals. As the 
entire nominal return from interest bearing deposits and from bonds is included in a 
taxpayer’s income, the nominal EMTR is equivalent to the taxpayer’s marginal tax rate. This 
outcome is consistent with a comprehensive nominal income tax. Relative to interest bearing 
deposits, owner-occupied housing, rental properties, listed shares, and concessional (pre-tax) 
contributions to superannuation are favourably taxed. 

Chart 8.3: Nominal EMTRs by asset type and financing arrangement 
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Assumptions: Calculated for an individual taxpayer on a 46.5 per cent marginal tax rate. Assets held for seven years. Inflation 
2.5 per cent, 6 per cent nominal return. Gearing 70 per cent — not applicable to bank/bonds and superannuation. Tax on debt 
providers is disregarded. For property, 70 per cent of the return is attributable to capital gains and 30 per cent to rent. A 
3 per cent conveyancing duty is assumed on the acquisition value, and annual rates are applied at 0.6 per cent of the value. 
Land tax applies to rental property at the same rate as annual rates. The ‘listed share’ is a company holding an asset taxed on 
an accruals basis. The company retains 50 per cent of its profits each year. There is no duty on the purchase or sale of the 
listed share and accrued franking credits are assumed to be fully valued by the market. For superannuation, the taxpayer makes 
a one-off contribution at the beginning of the period out of pre-tax income and is eligible for a tax-free payout at the end of 
seven years. 
Source: Australian Treasury estimates. 
 
The positive EMTRs for owner-occupied housing and for geared rental property arise from 
the general operation of the income tax law as well as various housing and land specific 
taxes. The chart also shows the impact on the EMTR from borrowing to finance rental 
properties and listed shares and deducting the interest expense (at the taxpayer’s marginal 
tax rate).  

For concessional superannuation, the ability to invest out of pre-tax income produces a 
negative EMTR. For non-concessional (post-tax) contributions the EMTR is 15 per cent. 
Around a third of the flow into superannuation is made up of such contributions. The 
effective rate would be lower where the taxpayer receives superannuation co-contributions 
from the government of up to $1.50 for every dollar invested, to a co-contribution limit of 
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$1,000 a year. The results are also sensitive to the assumptions used, particularly for 
concessional (pre-tax) contributions to superannuation. For example, for these contributions 
the EMTR changes from -105 per cent for a seven year investment period to -26 per cent for 
20 years. 

Where EMTRs are calculated for the real (inflation-adjusted) return, their absolute values 
increase (Chart 8.4). On this basis, the extent of the non-neutralities between different assets 
and financing arrangements is greater. 

Chart 8.4: Real EMTRs by asset type and financing arrangement 

-200

-150

-100

-50

0

50

100

Bank/bonds Owner occupied
home

Rental property Listed share Superannuation (out
of pre-tax income)

-200

-150

-100

-50

0

50

100

No gearing Geared

Per cent Per cent

 
Assumptions: as for Chart 8.3. 
Source: Australian Treasury estimates. 
 
The above calculations do not take into account interactions with the transfer system. As 
noted in Section 7, these are complex and generate very different patterns of effective tax 
rates based on factors such as family circumstances. Tax-transfer effective tax rates will also 
apply to any capital income derived by individuals. For example, for a single income couple 
on average weekly earnings with two children aged three and eight with a personal income 
marginal tax rate of 31.5 per cent, the combined nominal EMTR on a bank account could be 
around 56 per cent and the real EMTR could be around 96 per cent. 

As a general observation, the high EMTRs arising from the interaction of the tax and transfer 
systems will tend to be reflected in disincentives to save, just as they are in disincentives to 
participate in the workforce. On the other hand, these higher tax-transfer EMTRs also tend to 
mean that the value of tax concessions for capital income (including superannuation) may 
also be greater for some low and middle income families than for higher income families. 
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Box 8.1: The taxation treatment of housing 

The imputed rent and capital gains of owner-occupied housing are exempt from income 
tax. The cost of financing the purchase and other expenses are not deductible. Rental 
properties are subject to income tax, including CGT and are eligible for a 2.5 per cent 
annual depreciation allowance on the construction cost of the building. Further, the cost of 
financing is deductible and can be offset against income from other sources. It is not 
included as part of the cost of the asset when determining the net capital gain for CGT 
purposes. 

Investment in residential property is taxed in the same way as some other assets, but the 
returns vary, as noted above. 

Residential property is also subject to a range of state taxes, with a range of rates and 
thresholds. Sales of residential properties are taxed through stamp duty on conveyances, 
and rental properties are subject to ongoing land taxes. Local governments (and the 
Australian Capital Territory) also tax residential property through municipal rates. 

Stamp duty is levied on housing transactions. While paid by the buyer, the incidence of 
stamp duty is likely to be shared and partly fall on sellers by lowering the after-tax price 
received though sale. As a tax on transactions, stamp duties can discourage turnover and 
influence housing decisions. They may also encourage some home-buyers to buy larger 
houses in order to avoid further stamp duty from subsequent moves into family-sized 
homes. Similarly, stamp duties may affect decisions of existing home owners. Some people 
wishing to upsize may choose to renovate their existing home rather than move. For those 
who would prefer downsizing to a smaller house, stamp duties can pose an additional 
difficulty in the relocation process, by increasing the required return on the property sale 
before they are able to move. These impacts are partly ameliorated by concessions that the 
States offer to first home buyers and to pensioners who move to homes that better suit 
their needs. 

Other aspects of the tax-transfer system can also generate ‘lock-in’ effects that may 
discourage sales of housing. The principal place of residence is generally given a 
concessional treatment under income support assets tests. This means that moving from 
owner-occupied housing to rental accommodation can lead to lower pension payments for 
older people, as their assets are reallocated into non-concessionally treated categories. 

Land tax is levied on the unimproved value of land, with investment properties subject to 
the tax and owner-occupied property exempt. In addition to favouring owner-occupied 
housing over investment housing, land taxation affects housing investment decisions in 
two ways. Most land tax regimes have progressive scales, which can discourage large scale 
investment in land. This impact can be significant. Averaging across jurisdictions, a single 
company holding ten land parcels worth $300,000 would pay five times more land tax than 
if the same parcels were held in separate hands. This encourages property investment by 
small-scale investors, who pay less tax per property than larger entities. Land tax is also 
likely to encourage greater investor participation in properties where land is a low 
proportion of total property value (such as apartments) than in detached houses. 
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Further issues arise in respect of the treatment of net losses on investments and aspects of the 
treatment of capital gains and of depreciating assets. These issues are not fully reflected in 
the EMTR calculations above and are discussed below. 

The tax treatment of losses 
The tax treatment applying to losses can impact on incentives to invest in risky assets. 
Australia and comparable OECD countries typically have an asymmetric treatment of gains 
and losses overall. 

There is some variation in the treatment of losses across the OECD. While no country 
provides full refundability, a number of arrangements are used to improve loss utilisation. 
Some countries, including the United States, United Kingdom, Canada, Ireland and the 
Netherlands, allow revenue losses to be ‘carried back’ and used against profits of previous 
years. The length of the carry-back is typically around one to three years. These 
arrangements, however, are of limited use to new companies. 

A number of countries also provide flow-through arrangements for some companies. These 
arrangements allow losses or expenditure to flow through to investors. Examples include: 

• S-corporations in the United States, which provides both partnership taxation treatment 
and limited liability protection for certain companies with no more than 100 individual 
resident or citizen shareholders; 

• loss attributing qualifying companies in New Zealand, which can allocate company losses 
to specific shareholders, if the company has five or fewer shareholders who elect to 
become personally liable for any income tax not paid by the company; and 

• flow-through shares in Canada, which can transfer expenses in relation to mining, 
petroleum and certain types of renewable energy to investors. 

Taxing gains on a realisation basis 
Capital gains are typically taxed upon disposal (a realisation basis). Taxing gains on a 
realisation basis is considered more practical than accruals taxation due to potential 
difficulties in measuring gains as they accrue and the cash-flow problems that an annual 
accruals tax could cause for some taxpayers. However, there are elements of accruals 
taxation in the income tax system. For example, tax depreciation provides deductions for the 
decline in value of assets that are used up in production. An accruals method is also part of 
the proposed regime for the taxation of financial arrangements. 

Taxing gains on realisation creates a tax ‘deferral’ advantage, as the asset holder is not 
required to pay tax on any gains until the asset is disposed. It may also induce a ‘lock-in’ 
effect, whereby investors are discouraged from switching assets due to the requirement to 
pay tax on the accrued gain at the time of disposal. 

Depreciation 
Capital income may be generated by assets that decline in value as they age and are used up 
in production. The decline in value is known as economic depreciation. Consistent with an 
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income tax benchmark, where the assets are used in the production of income, the decline in 
value can be offset against income over time. 

Such depreciation deductions can apply to both physical assets (for example, plant and 
equipment) and intangible assets (for example, industrial property). The ‘uniform capital 
allowance’ regime provides different deductions for certain types of capital expenditure, 
including immediate deductions for small value items. 

The introduction of effective life depreciation as part of the Review of Business Taxation 
reforms, coupled with the introduction in 2006 of the 200 per cent rate for the diminishing 
value method, has resulted in a greater alignment of tax depreciation with economic 
depreciation. 

The income tax system also provides for caps or upper limits on the lives of a number of 
assets for depreciation purposes. The caps represent a departure from economic depreciation 
and give rise to a significant tax expenditure (estimated to be $385 million in 2008-09). To the 
extent that different assets have different depreciation treatments, investments can be biased 
towards concessionally taxed assets, rather than those that generate the greatest pre-tax 
returns. 

Changes to depreciation arrangements have also been a feature in other OECD countries. 
Corporate tax rate reductions in many OECD countries, (including Australia in 2000 
and 2001) have been partly financed by corporate tax base broadening measures, including 
the implementation of less generous tax depreciation allowances (OECD 2007f). 

8.3 The treatment of different holding entities 
This section covers another element of Chart 8.1 — how holding assets through different 
entities can affect incentives. Apart from investments in housing, personal use assets and 
bank accounts, individuals predominantly invest in businesses and assets through entities 
such as superannuation funds (including through compulsory superannuation guarantee 
payments), ordinary life insurance companies and other companies (through share 
purchases), trusts and partnerships. In turn, superannuation funds and life insurance 
companies predominantly invest through other companies and trusts. 

Of the various types of business entities, companies are the most common and most 
significant in terms of net income (Chart 8.5). They differ from partnerships and trusts in that 
significant tax is collected at the entity level ($57.1 billion in 2006-07, measured on a cash 
basis). 
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Chart 8.5: Numbers and net income of companies, trusts, superannuation funds  
and partnerships(a) 
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(a) The final year of figures does not include all returns. 
(b) Net income excludes distributions received from an entity of the same type (for example, net income of companies does not 

include dividends received). 
Source: Australian Taxation Office (2008). 
 
The treatment of partnerships represents a fully integrated ‘flow-though’ approach to taxing 
an entity, with partners taxed directly on partnership income and also able to use the losses 
of the entity against other income they might have. In contrast, superannuation funds are 
taxed separately from their members. The treatment of companies and trusts falls between 
these two points. Company income tax is partially integrated with shareholders’ personal 
income tax through dividend imputation. Beneficiaries of trusts are generally taxed on the 
taxable income of trusts. As with superannuation funds, losses of these entities are retained 
at the entity level and may only be offset against income of the entity. (See Table 2.15 and 
Table 2.16 in Section 2 for a more detailed comparison.) 

The different treatments of companies, trusts and partnerships can result in different 
effective tax rates for a given investment of an individual taxpayer (Chart 8.6). 
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Chart 8.6: Nominal EMTRs for an individual taxpayer investing in assets, 
directly or through a business entity 
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Assumptions: As for Chart 8.3, except that: at the end of the seven years the company sells the underlying asset and distributes 
all current and retained earnings. The trust distributes income annually. ‘R&D equipment’ has an effective life of eight years and 
the company is eligible for a 125 per cent R&D tax concession. 
Source: Australian Treasury estimates. 
 
For higher income individuals, investing in bank accounts and bonds through companies is 
marginally preferred over other entities or investing directly. This reflects the tax deferral 
benefit that arises because the company tax rate is lower than the assumed marginal personal 
tax rate. For investment in equipment for research and development (R&D), companies 
benefit from a tax concession not available to non-corporate businesses. However, when 
dividends are paid to shareholders and taxed in their hands, the benefit of the company level 
concession is partially clawed back. 

For rental property held by a company, stamp duty, land tax and rates result in estimated 
EMTRs above an investor’s personal tax rate. For investors in rental properties and CGT 
assets, a company is not the preferred entity as no CGT discount is available when the 
company sells the asset. In contrast, individuals can obtain a 50 per cent CGT discount on 
assets held for at least 12 months, either directly or through a trust. If, however, the 
shareholder sold his or her shares (so receiving the 50 per cent CGT discount) instead of the 
company selling the rental property or asset and distributing the proceeds to the shareholder 
as a dividend, the EMTR for a rental property would fall to 40 per cent, and for a CGT asset, 
to 20 per cent, depending on the market valuation of the shares. 

In practice, both small and large businesses will often own assets and operate businesses 
using a combination of entities for both tax and non-tax reasons, and will choose distribution 
and asset disposal strategies that best suit the particular entity or entities used. Box 8.2 
discusses some of these issues from a small business perspective. 
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Box 8.2: Multiple business entity structures for a small business 

In deciding on a business structure, small businesses will consider a range of issues, both 
non-tax (protecting valuable assets from business risk, succession planning, and allowing 
outside equity investments) and tax (income splitting and access to various tax 
concessions, including CGT concessions). Different businesses will attach varying 
importance to different factors based on the nature of the business and the circumstances 
of the owners. Where no single entity alone meets all requirements, small businesses 
generally use a combination of entities to achieve a desired outcome (Chart 8.7). 

Chart 8.7: Illustrative small business structure 

Partnership
Business

Company
Beneficiary

Individuals
Beneficiary

Non-fixed trust
Assets

Company 
Trustee

Non-fixed trust
Partner

Other Partners

 
 
For example, a business may operate through a partnership to allow for outside 
investment, business succession, and losses to flow through to partner level. Partnership 
interests may be held by non-fixed trusts (such as discretionary trusts) to allow for income 
splitting, with a company among the trust beneficiaries to allow income to be retained in a 
company when advantageous. Another non-fixed trust may own the partnership business 
assets to protect them from business risks and maximise access to the CGT concessions. In 
addition, trustees may themselves be companies to limit the trustee’s liability. 

 

The above EMTR calculations also do not incorporate a range of special treatments for small 
businesses, summarised in Box 8.3. 
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Box 8.3: Small business tax concessions 

Targeted concessions for small business are a relatively common feature in tax systems, 
and those in Australia are described briefly below. The principal reasons given for special 
concessions are that small businesses are important to the economy in creating wealth, 
stimulating competition and creating jobs. Other reasons commonly given are: 

• the need to counteract market failures; 

• the desirability of countering inherent disadvantages of being small, such as the 
regressivity of compliance costs (compliance costs as a proportion of total turnover are 
greatest for small business) and the asymmetry of taxable profits and losses; and 

• the need to ensure that small businesses can survive family and other events which 
might threaten to break them up. 

Payroll tax 

All the States provide an exemption from payroll tax for annual gross wages below a given 
threshold. The threshold varies significantly between States, ranging from $550,000 to 
$1,500,000. For example, in NSW where the payroll tax rate is 6 per cent and the exemption 
threshold $623,000, a small business with an annual wages bill of $500,000 would receive 
an annual payroll tax concession of $30,000. 

Income tax 

Small businesses with an annual turnover less than $2 million may qualify for a range of 
tax concessions. A small business unable to satisfy the turnover test in an income year may 
still be able to access available CGT concessions if the business meets a $6 million 
maximum net asset value test. 

Small business CGT concessions 

15 year exemption: a capital gain on a business asset is exempt if the taxpayer has owned the 
asset continuously for at least 15 years and is at least 55 years old and retiring, or is 
permanently incapacitated. 

50 per cent active asset reduction: the taxable value of capital gains on active assets is reduced 
by 50 per cent. This concession applies in addition to the generally available 50 per cent 
CGT discount for assets owned for at least 12 months by individuals or trusts. 

Retirement exemption: a capital gain on a business asset is exempt, up to a lifetime limit of 
$500,000, if the individual is 55 or over, or, if under 55, the money from the sale of the asset 
is paid into a complying superannuation fund, an approved deposit fund or a retirement 
savings account. 
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Box 8.3: Small business tax concessions (continued) 

Roll-over relief: if a small business sells an asset and buys a replacement, the CGT liability is 
rolled over until disposal of the replacement asset. 

Depreciation rules 

Asset pooling is available with generally concessional depreciation rates and an immediate 
deduction is available for most depreciating assets costing less than $1,000. 

Trading stock valuation 

If the difference between the value of opening stock and a reasonable estimate of closing 
stock is $5,000 or less, a small business does not have to account for changes in the value of 
trading stock, or do stocktakes for tax purposes. 

Immediate deduction for certain prepaid business expenses 

A small business can claim an immediate deduction for prepaid business expenses where 
the payment covers a period of 12 months or less that ends in the next income year. 

Entrepreneurs’ tax offset 

The entrepreneurs’ tax offset can reduce tax payable by up to 25 per cent where the 
business has a turnover of less than $75,000. The 2008-09 Budget announced that a family 
income test will be applied to the entrepreneurs’ tax offset from 1 July 2008. 

Goods and services tax 

Registering and collecting goods and services tax is optional for businesses with an annual 
turnover of up to $75,000. A number of compliance cost saving arrangements are also 
available. 

 
As well as affecting the effective tax rate on the underlying investments, the various tax 
treatments of different entities affect other choices made by individuals and business — most 
obviously, the choice of holding entity or entities, but also entity financing decisions, 
individuals’ investment portfolio choices and whether to invest in Australia or overseas. 

Given the importance of companies relative to other business entities, and their importance 
as the principal means by which non-residents make equity investments in Australia, they 
merit further consideration in their own right. 

Companies — the role and purpose of company income tax 
Company income tax has two basic roles: 

• as a withholding tax on income earned by Australian residents, through shares in a 
resident (Australian) company; and 

• as a final tax on (generally Australian source) income earned by non-residents, through 
shares in an Australian company or a non-resident company’s branch in Australia. 

The design of Australia’s company income tax system has historically taken account of both 
these roles. This has influenced decisions about the company income tax rate, base and other 
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rules, and the interaction of company income tax with the taxation of resident and 
non-resident shareholders. 

A withholding tax on residents 
Company income tax reduces or removes potential tax advantages for residents from 
earning income through a company and deferring personal income tax until such time as 
company profits are paid out as a dividend, or the shares are sold. The income potentially 
sheltered from personal income tax can be either income from investments or labour income 
from the labour of owner-managers, subject to personal services income rules. 

Where a shareholder’s personal tax rate (including consideration of income support 
payments) exceeds the company income tax rate, there can be tax deferral advantages from 
earning income through a company and retaining it there. 

The net benefit from deferring tax is, however, smaller than the gross amount of tax 
deferred. An indicative estimate of the net benefit would be a return of around 3 per cent 
per annum on the amount of deferred tax. The potential value of the tax deferral benefit is 
also only one part of a more complex story. For example, the cash-flow needs of an 
individual or family may preclude significant deferral, and the costs of creating and 
maintaining a company also need to be considered. 

By providing a credit to shareholders for company tax paid on the profits from which 
dividends are paid, dividend imputation is the mechanism that converts company income 
tax into (in effect) a withholding tax rather than a separate (final) tax. Australia is one of only 
a few countries that still has a dividend imputation system but many other countries provide 
some form of relief to resident shareholders (for example, by exempting all or part of the 
dividend, or taxing dividends at reduced rates). 

As discussed below, dividend imputation may also impact on company financing and 
overseas investment decisions. The relevance of resident shareholder tax arrangements for 
the decisions of many companies may be declining as non-residents become a more 
important source of capital. 

A final tax on non-residents 
Non-residents own around 32 per cent of the shares in Australian companies. Company 
income tax is the primary means by which the returns to non-residents from their equity 
investments in Australia are taxed. Collecting tax from non-residents is of direct benefit to 
Australia but has the potential to reduce total investment and so reduce the productivity of 
Australian workers and, in turn, their real wages. 

A simple, commonly used measure of Australia’s international tax competitiveness is the 
statutory company income tax rate. While Australia’s company income tax rate has fallen in 
recent decades, this has largely mirrored a world-wide trend and, in recent years, Australia’s 
relative position in the OECD has slipped (Chart 8.8 and see also Chart 5.10). 
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Chart 8.8: Statutory corporate income tax rates of OECD countries 
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Note: Rates are top national statutory corporate tax rates until 2000 (that is, they exclude local and state company taxes 
imposed in some countries) and full corporate tax rates thereafter (that is, they include company taxes from all levels of 
government). Averages are unweighted. 
Source: Australian Treasury estimates, OECD Tax Database; KPMG (various years); OECD (2006b); Deloitte (2006); national 
governments. 
 
The company income tax rate is, however, only part of a more complex set of tax 
arrangements that together determine the effective rates of tax on investments into and out 
of Australia. Issues regarding cross-border investments are discussed further below. 

Company financing decisions and the debt/equity distinction 
Companies can finance an investment by using retained earnings (taxed or untaxed profits 
that have not been distributed to shareholders), raising new equity capital (for example, by 
issuing new shares) or by borrowing (debt). As at March 2008, the debt to equity ratio for 
Australian non-financial corporations was 0.78. This reflects liabilities, other than accounts 
payable, of $935.3 billion and equity, including retained earnings, of $1,199 billion 
(ABS 2008c). The method of financing investment will be influenced by a company’s profit 
distribution policy. That is, whether it retains profits and invests them, or distributes them as 
dividends or by other means to shareholders. 

From the perspective of residents investing in an Australian company (particularly start-ups 
and fast-growing companies that rely on raising new equity), dividend imputation provides 
a tax treatment of returns on equity investment that is generally comparable to returns on 
debt. This neutrality between debt and equity is recognised as a significant advantage of 
Australia’s shift to an imputation system in 1987. Some biases in the choice of financing new 
investment still remain, driven by differences between the company income tax rate and the 
tax rates applying to individual and superannuation fund investors, and the operation of 
CGT, which in effect acts as a tax on retained earnings. Other countries have explored 
different systems that improve the neutrality between debt and equity treatments, or at least 
reduce their differential impacts. These are discussed in Box 8.4. 
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Box 8.4: Other countries’ approaches to taxing capital income  

Under a dual income tax, or schedular, approach, as adopted to varying degrees by 
countries such as Sweden, Norway and the Netherlands, capital income is taxed at a (low) 
flat rate, while returns to labour are subject to progressive rates of tax. Given the lower rate 
of tax applying to capital income, efforts are also made to tax company or business income 
that is attributable to the labour of owner-managers at the progressive rates of tax 
applying to labour income. 

A few other countries have moved to not tax the normal required return on equity, 
particularly at the company level. Doing so has moved their systems closer to a post-paid 
expenditure tax treatment of capital (see Box 6.1) and provides for a more consistent 
treatment of equity and debt financing. A range of methods to achieve these outcomes 
have been developed, including the following. 

• Allowance for corporate equity (ACE): under an ACE, a deduction is provided for the 
deemed normal return on equity, equivalent to that provided for interest on debt. As 
measured equity is reduced by the depreciation allowed for tax purposes, changes to 
depreciation rates produce offsetting changes to the deduction allowed for equity. 
Hence, debt and equity are treated equally, and the tax depreciation schedules rendered 
irrelevant. Belgium and Brazil have adopted such arrangements. 

• Cash-flow type taxes: in its simplest form, a cash-flow tax applies to the sales of goods 
and services net of purchases, including an immediate deduction for all capital 
expenditure. No deduction for interest expense is provided. Rather, the immediate 
deduction of capital expenditures provides a tax benefit equivalent to interest 
deductibility and also provides an equivalent deduction for equity. More complicated 
cash-flow tax variants adjust for, or rely on, certain cash-flows associated with financial 
assets and liabilities. Australia’s petroleum resource rent tax (PRRT) is a variant on a 
cash-flow tax, and Estonia’s corporate tax can also be seen as an example. 

An opposite approach to equalising the treatment of debt and equity, not yet adopted by 
any country, is a ‘comprehensive business income tax’ (or CBIT). The CBIT was developed 
by the United States Treasury in the early 1990s, and is otherwise like a normal company 
income tax base but with no deduction provided for interest paid. By not providing a 
deduction for debt, a CBIT ensures that the full return for debt, as well as equity, is taxed. 
Unlike the ACE, the CBIT represents a significant broadening of the tax base. This broader 
base means a lower tax rate can be applied to generate the same level of revenue. 

 
Unlike resident investors, non-resident investors in Australian companies receive only a 
limited benefit from imputation credits — an exemption from any dividend withholding tax. 
Dividend imputation is therefore less relevant to the financing and investment decisions of 
Australian companies for which non-residents are a major source of finance — in particular, 
the Australian subsidiaries of foreign companies or internationally traded Australian 
multinationals. 

The different treatment of non-resident shareholders also creates incentives to pay franked 
dividends to resident shareholders and dividends that are not franked to non-resident 
shareholders (dividend streaming), or otherwise transfer imputation credits to residents 
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(franking credit trading). Guarding against these practices involves significant complexity in 
the tax law and compliance costs. 

8.4 The treatment of cross-border investments 
The past two decades have seen substantial increases in the levels of both inbound 
investment into Australia and outbound investment from Australia, which today represent 
146 per cent and 80 per cent of GDP respectively. The compositions of inbound and 
outbound investment, however, are very different (Chart 8.9). The levels of inbound and 
outbound equity investment are roughly comparable, but Australians borrow significantly 
more from overseas than they lend. The tax treatment of the different components of 
inbound and outbound investment, as categorised in the national accounts, is summarised in 
Tables 2.13 and 2.14 in Section 2. 

Chart 8.9: Stock of inbound and outbound investment Australia 
A: Outbound investment B: Inbound investment 
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Source: ABS (2008d). 
 
Australian residents are, as a general rule, taxable on their world-wide income. Non-residents 
are only taxable on their Australian source income. Behind these basic principles of 
‘residence’ and ‘source’ is a set of complex exceptions, multiple rates of tax and rules 
designed to enforce these taxing rights. Developments that have accompanied the growth in 
cross-border investments have, however, placed increased pressure on both residence-based 
and source-based taxation that may reduce the amount subject to tax (Boxes 8.5 and 8.7). 
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Box 8.5: Residence taxation and its challenges 

Residence is concerned with the allegiance a taxpayer has with a jurisdiction. In 
establishing residence for individuals, countries generally have regard to either a person’s 
physical presence in the country or other facts and circumstances linking them to that 
country (covering family and other relationships, economic activity and assets). The 
residence of other entities (companies and trusts) is determined generally with regard to 
the place of incorporation or management or, in limited cases, the location of shareholders. 

Taxing residents on their world-wide (capital) income has become a more significant issue 
with the increased mobility of capital. Doing so may have global efficiency benefits 
(see Box 8.6) and better align with community benchmarks regarding equity in assessing 
ability to pay (see Section 3). However, it can result in complexity (given the need to deal 
with flows and transactions overseas, foreign legal entities, and interactions with other 
countries’ tax systems), practical enforcement difficulties (both from tax evasion and from 
avoidance through complex international arrangements) or taxpayers changing their 
country of residence. Residence taxation can also be problematic for resident companies to 
the extent they are owned by non-residents. 

In practice, countries (including Australia) exclude much foreign source income from 
taxation or only tax it as it is received, rather than as it accrues. Most tax administrations, 
(including Australia’s), have responded to the enforcement challenges by seeking 
enhanced international tax cooperation and information exchange — for example, through 
tax treaties and tax information exchange agreements. Other countries have also sought to 
meet the challenges by reducing domestic tax rates on capital income, either across the 
board (in ‘dual income tax’ systems), for particularly mobile capital income (such as 
interest), or for more mobile individuals (for example, expatriates). 

 

Taxing the outbound investments of resident companies and residents 
The tax treatment of outbound investments by Australian residents, including resident 
companies, varies depending on the nature of the outbound investment, the resident entity 
and the underlying investors (for example, shareholders). The different taxation treatments 
can be mapped against various efficiency benchmarks that guide policy on the taxation of 
cross-border (primarily offshore) investments (Box 8.6). 

Most foreign income earned by Australian companies is not taxed at the Australian company 
level. This treatment is preserved on distribution by specific conduit foreign income rules. As 
a result, non-resident owners of Australian companies are generally not liable to tax on 
foreign income. This outcome is consistent with ‘capital ownership neutrality’ (Box 8.6) and 
enhances the ability of Australian multinational companies to obtain foreign equity. 

For resident owners, it is at the shareholder level that Australian tax is typically collected. 
The exemption for most foreign income derived by resident companies means the company 
income tax does not generally operate as a withholding tax on offshore income. Rather, 
resident shareholders are effectively taxed on foreign income (net of foreign taxes) when 
they receive the income as a dividend or realise a capital gain by selling their shares. This is 
because dividend imputation only credits Australian company income tax. 
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The lack of a credit for foreign tax paid can offset incentives that could otherwise exist to 
invest offshore in low-tax jurisdictions and defer taxation at the resident shareholder level 
(Chart 8.10). This approach is consistent with achieving ‘national neutrality’. Dividend 
imputation also provides an incentive to pay Australian company income tax in preference 
to foreign tax and, hence, to allocate profits where possible to an Australian company 
especially where franking credits are valued. As discussed above, neither of these biases may 
be operative where non-resident investors are the marginal source of funds for an Australian 
company. 

Chart 8.10: Nominal EMTRs for an Australian parent company investing 
in a foreign or domestic subsidiary(a) 
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(a) For outbound investments, EMTRs are calculated for an individual resident shareholder on a 46.5 per cent personal tax 

rate, investing in an Australian company which invests in a subsidiary located either in Australia or a foreign destination. The 
subsidiary invests in an asset that provides a 6 per cent nominal rate of return (with inflation 2.5 per cent) and retains all 
profits. Profits are distributed after seven years. 

Source: Australian Treasury estimates. 
 
The decision to exempt foreign income requires rules around the deductibility of related 
interest expenses. Australia’s approach is to allow deductions for interest expenses in respect 
of most foreign income (thereby avoiding practical difficulties of applying a ‘tracing 
approach’). The outbound ‘thin capitalisation’ rules, which are broadly based on the level of 
debt an entity can use to fund assets used in its Australian operations, are then the primary 
means by which Australia seeks to limit excessive allocation of debt to Australian operations. 

Another significant aspect of cross-border investment is the growing importance of collective 
investment vehicles. World-wide, these entities hold assets worth more than $29.7 trillion as 
at December 2007 (Investment Company Institute 2008). In Australia, the most significant 
form of collective investment vehicle is managed funds (largely trusts, including 
superannuation funds), which have assets under management in excess of $1.3 trillion at 
December 2007 (ABS 2008e) of which around 20 per cent is invested overseas. 

Income from such offshore portfolio investment (and non-portfolio investment when not 
undertaken by a company) is generally subject to tax either when earned (including under 
the anti-tax-deferral rules) or on repatriation, with a credit provided for certain foreign taxes 
paid (such as dividend withholding taxes). This is broadly consistent with a ‘capital export 
neutrality’ benchmark (Box 8.6) as it limits the impact of source country taxation. However, 
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as is the case with direct offshore investment undertaken by Australian companies, generally 
no credit is given for foreign taxes paid by foreign entities. 

Box 8.6: Efficiency benchmarks for the taxation of cross-border investments 

A number of efficiency benchmarks have been identified for the taxation of cross-border 
investments. The benchmarks focus on achieving a non-distorting (neutral) outcome for 
particular aspects of cross-border investments and savings, with a view to improving the 
efficiency of the national or global economy. 

Capital export neutrality aims for neutrality in international investment decisions so that the 
allocation of investments between countries is unaffected by tax considerations. It could be 
achieved by countries taxing their residents on all their income from offshore investments 
as it accrues, with a full credit for foreign tax paid. Capital export neutrality has previously 
been an objective for some countries moving to more comprehensively tax outbound 
investment income. 

Capital ownership neutrality aims for neutrality in the allocation of capital to companies so 
that the most efficient and productive companies attract capital. It can be achieved by 
countries not taxing the offshore investments of resident companies, with company 
income tax focussed on taxing domestic source income. Achieving capital ownership 
neutrality would be consistent with capital import neutrality, which aims for neutrality in 
international savings decisions. 

National neutrality aims for neutrality in residents’ investment decisions on the gross return 
to their country of residence, with pre-tax returns on domestic investments matching 
post-foreign tax returns on offshore investments. National neutrality maximises national, 
but not global, welfare. In effect, it is a variant of a capital export neutrality benchmark but 
with a bias to domestic investment achieved by treating foreign tax as an expense of doing 
business. 

The relative merits of the benchmarks are a matter of debate among economists. From a 
world-wide efficiency viewpoint, ideally the capital export neutrality, capital ownership 
neutrality and capital import neutrality benchmarks would all be met. In practice, given 
the complexity of commerce, the interrelationships between countries’ tax systems and 
sophisticated tax planning arrangements, achieving even one benchmark is challenging. 

Taxing the inbound investment of non-residents 
Equity investments in Australia by non-residents are primarily subject to Australian tax 
through company income tax. For debt, nil or low withholding tax rates apply to interest 
income. Other forms of inbound investment may be taxed either on assessment or by means 
of a withholding tax. Withholding tax rates are set out in domestic law, but are usually 
reduced on a reciprocal basis under tax treaties. 

Tax treaties play an important role in allocating taxing rights between countries, thus giving 
investors greater certainty as to how their investment will be taxed. The generally adopted 
approach in Australia’s tax treaties is to apply the OECD model tax treaty, which generally 
restricts source country taxation in favour of residence taxation. Recent treaties have seen 
Australia’s position move closer to the OECD model in some respects. However, Australia’s 
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taxing rights over ‘real property’ are typically broader than under the OECD model, 
particularly in relation to our natural resources. 

Box 8.7: Source taxation and its challenges 

Source is the primary basis upon which countries tax the residents of other countries on 
income that has a nexus with their jurisdiction. The source of income can be unclear or 
indeterminate, and countries determine what income is sourced in their jurisdiction 
differently: some legislate comprehensive source rules while others (including Australia) 
generally rely on judicial interpretation. Tax treaties may also set out source rules that 
modify the operation of domestic law. Typically, capital gains are not assessed to 
non-residents on the basis of source of the gain, but on a narrower connection of the asset 
with the country. In Australia’s case, that connection is satisfied where the asset is land, or 
a non-portfolio interest in a land-rich entity. 

As with residence-based taxation, enforcement of source-based taxation has faced a 
number of challenges that have become more acute as: cross-border capital flows have 
increased; cross-border trade between members of the same corporate group has become 
more important; intangibles have increased as a share of total assets; e-commerce has 
developed; financial instruments (and exploitation of debt/equity dividing lines) have 
become sophisticated; and as tax planning techniques have evolved. More recently, there 
has been an increased use of hybrid entities and securities that can duplicate tax benefits 
across jurisdictions, which can give rise to characterisation difficulties and avoid taxation 
in both residence and source countries. 

Countries counter practices that seek to minimise source taxation primarily through ‘thin 
capitalisation’ rules to limit the excessive allocation of debt to source country operations, 
and ‘transfer pricing’ rules to prevent profit-shifting to low tax countries through sales 
between related parties. 

 
Australian tax is, however, only part of the story. Effective rates of tax on an investment in 
Australia (or alternative investment location) also depend on the tax system of the foreign 
country from which the investment originates. This includes whether it provides a credit for 
Australian tax paid or, alternatively, exempts the income from tax. Additionally, effective tax 
rates are also affected by the country or countries through which the investment is 
channelled, and the operation of any relevant tax treaties. 

The relationship between capital investment flows and taxation is complex. A number of 
studies have established a link between taxation, foreign direct investment (Box 8.8) and 
related decisions. However, the extent to which these findings can be applied to Australia 
may also depend on Australia’s geographic position and the presence of location-specific 
rents in respect of its mineral resources. 
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Box 8.8: Taxation and foreign direct investment (FDI) 

Optimal tax literature suggests that, in the absence of location-specific rents, a small open 
economy should not impose source-based capital taxes when capital is perfectly mobile 
between countries. Doing so would reduce investment and, with lower levels of 
investment, labour productivity, wages and returns to other immobile factors (such as 
land) would fall. 

In practice, capital is not perfectly mobile, location-specific rents are present (for example, 
in respect of natural resources and the existing capital stock) and foreign countries may 
credit domestic tax paid. However, as capital has become more mobile, countries have 
begun to compete more to attract capital investment. This is particularly so for FDI given 
its potential spillover benefits — for example, increased productivity in the domestic 
economy from replicating the efficient processes of multinationals. 

While the motivation for competing to attract investment should be increasing real net 
national disposable income (see Box 3.2), empirical studies have focused on the 
responsiveness of various measures of foreign investment to taxes. The OECD 
commissioned a survey that found a direct relationship between levels of tax and FDI, 
although there is a wide variation in the estimates. Due to methodological and data 
limitations, the estimates set out in Table 8.1 should be used with caution. 

Table 8.1: Summary of empirical studies on the sensitivity of FDI to tax 
 Semi-elasticity Ordinary elasticity 
 Mean Median Mean Median 

Time series -2.61 -2.75 -1.23 -1.28 

Cross section -7.16 -4.24 -0.85 -0.78 

Panel -2.73 -2.41 -0.78 -0.66 

Discrete choice -3.43 -2.80 -0.30 -0.19 

All -3.72 -2.91 -0.75 -0.57 
Source: OECD 2007e. 
 
On average, the literature review found that a one percentage point increase in the rate of 
tax would result in a decrease in FDI of 3.72 per cent. In addition, the responsiveness of 
FDI to tax has increased over time, with investments in physical capital more responsive 
than other investments (such as acquisitions). The originating country’s taxation regime 
(specifically, whether it has a credit or exemption regime) does not appear to affect the 
FDI response, possibly because tax planning by multinationals negates its effect. 

As noted in Section 5, non-tax factors are also important drivers of FDI. These non-tax 
factors include macroeconomic stability, a supportive legal and regulatory framework, 
skilled labour and labour market flexibility, and well-developed infrastructure. The new 
economic geography literature that considers location-dependent benefits (such as from 
business concentration economies and economies of scale) suggests these may alter the 
changes in capital flows that might otherwise occur following changes in taxation. 
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8.5 The treatment of natural resource assets 
The Australian natural resources sector is made up of two components — the mining and 
petroleum sector and other natural resources such as forestry and fisheries. 

These natural resources are owned by all Australians, with legal ownership vested through 
governments’ rights over these assets. Governments often assign exploration, utilisation and 
production rights to the private sector in return for certain payments. These payments 
include company income tax, royalties, excises and licenses. Such payments can enable 
governments to collect a return from the extraction or use of the community’s natural 
resources but can also impact on the level of investment, both by Australian and overseas 
investors. 

There are challenges in valuing many of Australia’s natural resources. A market price may 
not always exist and, where it does, it may not reflect the full value that the community 
ascribes to the asset — for example, the value of an old growth forest. There are a range of 
factors that can affect the price of these resources, including government ownership and 
regulation. In many cases, the prices (implicit or explicit) charged by government for access 
to the community’s natural resources are non-transparent, or at least very difficult to 
compute. 

The Australian mining and petroleum resources sector 
Australia has significant non-renewable resource endowments relative to other countries. In 
2000, the OECD calculated that Australia’s natural resources (excluding agriculture), as a 
percentage of total capital, ranked fourth in the OECD behind Norway, Canada and New 
Zealand (Boulhol et al 2008). Table 8.2 shows Australia’s share and ranking in selected world 
proven mineral resources as at 2004. 

Table 8.2: Australia’s share and ranking in selected world mineral resources(a) 

 Share (%) Ranking  Share (%) Ranking 
Metalic Minerals   Oil and gas   
Gold 12 2 Oil 0.3 28 

Iron ore 9 5 Natural gas 1.4 14 

Copper 9 2 Coal   

Lead 26 1 Black coal 5 6 

Zinc 18 1 Brown coal 24 1 

Nickel 37 1 Non metallic minerals (diamonds) 
Silver 15 2 Industrial diamonds 10 4 

Uranium 40 1 Gem/near gem quality - High 

Bauxite - 2 Mineral sands   

Tantalum 95 1 Ilmenite 20 2 

Manganese 11 4 Rutile 39 1 

Tin - 10 Zircon 41 1 
(a) Based on economic demonstrated resources, as at December 2004. 
Source: Hogan (2007). 
 
The mining and petroleum sector accounts for 7.1 per cent of GDP, and generates 
14.2 per cent of economy-wide profits (gross operating surplus and gross mixed income). 
Exports of mineral resources from Australia were valued at $91 billion in 2005-06, accounting 
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for 46 per cent of total exports of goods and services. Reflecting the rapid increase in 
commodity prices, mining exports are forecast to grow to $176 billion in 2008-09. 

Mining and petroleum revenue collection methods 
Australia has a complex array of tax and non-tax revenue raising instruments that it applies 
to the mining industry. Different resource taxes, royalties and payment arrangements are 
imposed across different resources, and on the same type of resource depending on its 
location. In relation to petroleum, these include PRRT, crude oil excise, a series of different 
royalties applied by the Australian government (the offshore petroleum royalty, the internal 
waters royalty and the resource rent royalty) and different oil and gas royalties applied by 
the States. Further, mineral resources are subject to different royalty arrangements across the 
States including ad valorem royalties, specific royalties, profit royalties or a combination of 
these types of royalties. The details of these arrangements are provided in Section 2. 

Each of the revenue collection methods (and those used in other countries), can result in 
different effective tax or revenue outcomes, depending on the resource’s price and the rate of 
return to the private sector. Chart 8.11 shows how the combined rate of tax on the profits of a 
resource project changes as resource prices, and consequently profits, change. 

Chart 8.11: Illustrative combined rates of tax on profits 
of different resource revenue arrangements 

Resource rent tax Ad valorem royalty
Profit based royalty Royalty on price above threshold

Above normal returns

30 per cent company tax rate

ETR (per cent)

Resource price

 
Note: The combined tax rate for each type of tax includes company income tax and the respective royalty as a proportion of 
pre-tax profits. 
Source: Australian Treasury estimates. 
 
Company income tax is a significant part of the effective tax rates shown in Chart 8.11. It 
applies to both the normal return and any additional profit. Nearly 50 per cent of all 
revenues from the mining sector come from company tax. As a tax on non-residents, 
company income tax is particularly important in the mining sector, with around 50 per cent 
of mining assets owned by non-residents. 

The combined tax rate on profits arising from an ad valorem royalty decreases with a higher 
resource price, while the combined tax rate of a profit based royalty remains constant. These 
royalties can discourage high risk investments (for example, in the case of an ad valorem 
royalty, revenue can be collected even when net losses are being made). 
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A resource rent tax does not apply until a firm has earned above normal profits. Once this 
occurs, the combined tax rate on the total return increases as the resource price increases. The 
Australian Government’s PRRT is Australia’s only form of resource rent tax. A royalty on a 
price above a certain threshold has some similarity with a resource rent tax but the similarity 
depends on the price threshold. 

International comparisons 
Countries in the OECD that have comparable natural resources to Australia include Norway 
and Canada and, while not in the OECD, Russia has similar natural resources to Australia. 
Table 8.3 provides a brief generalised description of natural resources taxes in Norway, 
Canada and Russia. 

Table 8.3: International natural resource revenue methods 
 Norway Canada Russia 
Natural 
resource 
taxation 

50 per cent ‘special tax’ in 
addition to company tax. 
An additional deduction 
equivalent to 7.5 per cent of 
investment costs available in the 
first four years from when 
investments made. 

Taxes and/or royalties applied by 
individual provinces. 
Levied on profits from mining and 
processing operations with a 
deduction allowable for 
processing to reflect the normal 
return on processing assets. 
8.55 to 16 per cent. 

Mineral resources extraction tax 
and export duties based on 
physical volumes and subject to 
adjustment according to the 
world energy prices. 
Regarding oil, Mineral resources 
extraction tax applies but only 
where the price for the oil 
reaches a certain threshold. The 
same applies for export duties 
on oil. 

Source: OECD (2007f), Natural Resources Canada (2008), OECD (2008b). 

Recent developments in the non-renewable resource sector 
The recent increases in resource prices have led to an increase in operating profits of the 
mining sector. 

Over the period since 2001-02, there has been a significant increase in operating profits in the 
mining sector in response to increased resource prices (the impact of price movements on 
resource profits is illustrated in Box 8.9). Operating profits (before tax) in the total mining 
sector (excluding petroleum) have increased from $5.8 billion in 2001-02 to $32.1 billion in 
2006-07 (Chart 8.12). 

The revenue from resource charges has also increased significantly over this period, though 
not as fast as operating profits. 
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Chart 8.12: Mining royalty revenues and operating profits 
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Source: ABS (2007e); ABS (2008f). 
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Box 8.9: Higher commodity prices increase resource profits 

Assume initially the world price for the representative commodity is at pOLD, but then 
increases to pNEW. The long run industry supply curve, S, represents the long run marginal 
cost of exploration, development and production (including abandonment), and includes 
provision for the normal required rates of return to capital and an appropriate risk 
premium. Given this industry supply curve, and the starting world price, firms initially 
maximised their returns by producing at point A, with output given by qA. Even at this 
point there is resource rent, being the profit in excess of firms’ costs and normal returns, as 
given by the area CpOLDA. 

Chart 8.13: Increased resource rents 
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With an increase in world price to pNEW, previously marginal or uneconomic projects 
become viable, and production increases to qB. In addition, rents increase in respect of the 
initial output level qA. The extent to which these increased rents are shared by the 
community depends on the particular tax or royalty arrangements that apply (see 
Chart 8.11). 

Source: Adapted from Hogan (2007). 

Forestry 
Of the approximately 10 million hectares of native forest that is available for wood 
production, about 7 million hectares is owned by state forest agencies (Productivity 
Commission, 2007). There are several possible methods for ensuring an appropriate 
recognition of the value of these native forests. Methods include options for charging for 
reductions in environmental amenity, regulatory controls on the extent or nature of forestry 
operations, and collecting royalties from the sale of trees on public land (state forests). This 
section focuses on royalties. 

The conventional technique used to calculate a royalty on the stumpage, or log price from 
trees, is through a residual value pricing method. This method estimates a derived demand 
curve for native timber for a timber mill by subtracting ‘reasonable’ costs incurred by the 
sawmill from the prevailing market price, including an allowance for ‘normal’ profit. 

As illustrated in Chart 8.14, this means that royalty collections increase as timber prices 
increase. However, the size of the royalty is also highly dependent on appropriate estimates 
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of ‘reasonable’ costs and ‘normal’ profit. Estimating these latter two components is 
particularly problematic, in part because the market for timber may not be fully competitive. 
For example, the high cost of transporting timber may mean that in some regions there is 
only one log supplier, the state forest agency, and one (or very few) buyers, such as a large 
sawmill. State ownership of forestry resources, may also mean that usual market incentives 
to minimise costs and seek an appropriate market return for the timber are diminished. 

Chart 8.14: Components of the market value of forestry 
under the residual value pricing method 

Lower timber prices Higher timber prices
Reasonable costs Normal profit Royalty

 
 
One basis for assessing the possibility of an underpricing of native forests is to examine the 
rates of return on assets for the various quasi-government bodies (Forests NSW, VicForests, 
the Forest Products Commission of Western Australia, ForestrySA, Forestry Tasmania and 
Forestry Plantations Queensland). These entities reported a positive return on assets in 
recent years with a return on assets across the forestry sector of 2.3 per cent in 2005-06 
(Productivity Commission, 2007). 

From the results in Table 8.4 it appears that most of these bodies are not achieving a risk-free 
benchmark return on assets (the return on 10 year Australian Government bonds averaged 
around 5.5 per cent in the period 2005-06 to 2006-07). Making an allowance for items such as 
community service obligations has little impact on these results. This may reflect 
under-pricing of the assets they are selling or the existence of high cost structures. 

Table 8.4: Return on assets, per cent 
Entity 2005-06 2006-07 
Forestry Tasmania 2.27 2.42 

Forests NSW 1.20 1.07 

Forestry Products Commission (WA) 4.72 4.70 

ForestrySA 4.30 3.90 
The figures for Forestry Plantations Queensland are not available and VicForests did not publish the return on assets. 
Source: Forestry Tasmania, ForestrySA, Forestry Products Commission (WA) and Forests NSW Annual Report 2006-07. 
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The possibility of under pricing is consistent with a series of empirical studies in the last 
20 years that have indicated that royalties for sawlogs in state forests have been anywhere 
between 20 and 70 per cent below market value (Commonwealth Competitive Neutrality 
Complaints Office 2001). An alternative to residual value pricing is the use of auction or 
tender arrangements. When VicForests trialled an auction system in 2006, it resulted in 
significant increases in prices (150 to 160 per cent over the existing price). 
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9 Taxing goods and services 

Outline 

This section examines the current Australian system of taxing goods and services. 

Key points 

• Historically, taxes on goods and services raised revenue relatively simply from narrow 
bases that are easy to tax, with a shift over time toward more efficient broad-based 
taxation. 

• Some taxes on specific goods and services may reflect a range of non-tax policy 
objectives, such as reinforcing social policy objectives, or providing assistance to 
domestic industry. 

• Specific taxes can also be levied to help correct market failures. For example, an 
effectively targeted tax creates incentives in the market for individuals to respond to 
environmental concerns. 

• Improving technology is making it administratively feasible to replace some taxes with 
more direct user charges.  

 

9.1 Raising revenue for general public expenditure 
At federation, the Commonwealth levied excises (taxes) on domestic production and tariffs 
on imported goods. These were typically commodities with clearly identifiable and easily 
controlled sources, such as alcohol and tobacco. Many of these commodities were also 
everyday consumption goods including starch and sugar. Although the administrative costs 
of collecting excise were quite low, their efficiency costs were likely to be high in many cases. 
This is because taxing some goods and services and not others changes relative prices. This 
provides incentives for people to alter consumption from taxed goods to untaxed goods.  

Over time, the taxation of goods and services in Australia shifted from selective excise and 
customs tariffs, to broader-based taxation of goods. The Scullin Government introduced a 
sales tax at the wholesale level in 1930 at a single rate. The Asprey Committee (1975) noted 
that exemptions and reclassifications of goods to lower rates since the Second World War 
had significantly eroded the sales tax base. By 2000, goods were classified at seven different 
rates, ranging from 0 to 45 per cent. The provision of services was not directly taxed. 

The wholesale sales tax was replaced by the goods and services tax (GST) in 2000. The GST 
applies at a single rate of 10 per cent to a broad base. By adopting a uniform rate, much of 
the complexity associated with classifying goods against the multiple-rates of the sales tax 
was removed. Moreover, the influence of tax considerations on consumer decisions was 
reduced through fewer tax induced changes to the relative prices of goods and services. 
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The GST taxes services, which today make up around 70 per cent of Australia’s industry 
output. Some goods and services are GST free, including basic food, health and medical care, 
education and charitable goods. GST contributes a little more than half of Australian 
government revenue from indirect taxes. 

The Australian government and the States all levy a range of other taxes on specific goods 
and services that are mostly consumed by households, and for which there are few 
substitutes. The demand for these goods and services is generally ‘inelastic’ (unresponsive to 
the change in price resulting from the tax). Often, goods subject to specific taxes have only a 
few, easily monitored, producers. For example, there are fewer than 10 payers of tobacco 
excise and around 100 payers of fuel excise in Australia. Administration and compliance 
costs therefore tend to be quite low as a percentage of the revenue collected. 

Due to these specific taxes and the exemptions from GST, the share of revenue raised from 
some goods and services is higher than their share of household consumption expenditure, 
while for others it is less (Chart 9.1).  

Chart 9.1: Household consumption and estimated revenue from Australian 
government taxes on goods and services in 2006-07 
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Sources: Consumption shares based on ABS (2007c). GST revenue allocations to consumption categories is estimated from 
national accounts (not including GST embedded in the price of goods and services that are input taxed), other Australian 
government tax revenue based on actual 2006-07 Budget outcomes based on estimates for household use. 
 
Chart 9.1 shows the impact of directly imposed taxes on consumer goods and services. It 
ignores taxes on business inputs that are passed onto consumers through the prices on the 
goods and services they produce. These taxes are generally less efficient as they also distort 
production decisions. However, it is possible to limit these distortions by providing relief 
from the incidence of these taxes to business, such as is intended with fuel tax credits.  

9.2 Achieving non-tax policy objectives with indirect taxes 
Most taxes result in an efficiency cost to the economy because the production of goods and 
services subject to tax is less than the level that society would demand if the tax were not 
imposed (see Box 3.4). However, in some cases taxes and charges can increase market 
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efficiency. A tax on a specific good may be beneficial if it reflects the external costs the use of 
the good imposes on others. Such a tax ensures that users or producers of the good take into 
account the negative effects they have on others when making production or consumption 
decisions (see Box 9.1).  

The tax system can also be used to reinforce non-tax policies, including industry assistance, 
income redistribution, or promoting public health. 
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Box 9.1: Corrective taxation — paying for the cost imposed on others  

For some activities the cost to a private individual or firm is less than the cost to society as 
a whole. For example, the production of some goods results in environmental pollution. 
The firm undertaking this production might bear little of the cost of this pollution, with the 
cost being borne by society as a whole. This can also apply to private consumption 
decisions. For example, the decision of an individual to smoke tobacco may not only cause 
harm to their own health, but also affect the health of others and impose a financial cost on 
society through increased demands on a publicly-funded health system. 

One solution is to impose a corrective tax which is shown in Chart 9.2. This tax should 
equate the private marginal cost (of the polluter) with the social marginal cost (of the 
public at large). This tax increases the cost of undertaking the damaging activity from Pº 
to P’. The polluter then reduces the level of activity from Zº to Z’ where their marginal 
benefit from the activity just equals the marginal social cost. 

Chart 9.2: Corrective taxation 
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Corrective taxation is most efficient when the activity that generates the external cost is 
taxed directly — for example, actual pollution emissions. However, this may not always be 
administratively feasible. For example, cheap and accurate monitoring may not be possible 
with existing technology. In such cases a key input (for example, a particular fuel) or 
output (for example, a particular manufactured product) associated with the activity can 
be a less efficient, but administratively feasible, means to impose a corrective tax. 

Corrective taxes alter relative prices of goods and services to reflect social costs. Provided 
that a general consumption tax, such as a GST, is also levied on the price that includes the 
corrective tax, overall consumption should settle at the socially optimal level. These taxes 
are not designed to eliminate all negative consequences to society. All that is required is 
that the costs to society of undertaking the activity are reflected in the economic decisions 
of consumers or producers. Taxation is not the only way to achieve corrective action. For 
example, licensing restrictions on alcohol and product controls on tobacco aim to affect 
consumer behaviour, as do public health campaigns. To the extent that the externality is 
addressed through non-tax means, there is reduced need to apply a corrective tax. 
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Health and social policy  
In some cases, specific taxes apply to consumption of products which may have negative 
health effects on the consumer and others. For example, alcohol taxation is applied to 
intoxicating beverages, but alcohol that is not consumed in intoxicating beverages is not 
subject to excise (such as alcohol used for industrial purposes). This means alcohol taxation is 
more closely targeting potential public health costs and reinforcing other social policy 
objectives around alcohol consumption. 

Different types of alcoholic beverages are taxed differently. For beer and spirits, the volume 
of alcohol is taxed through the excise system. A separate wine equalisation tax (WET) taxes 
wine products based on value, not alcohol content. An additional producer rebate means 
that the net tax payable on wine products varies according to both the value of the wine 
produced (with cheaper wines attracting less tax) and the value of the producer’s production 
(a small producer will have no net WET liability). 

Addressing non-tax policy objectives with taxes on specific goods and services has complex 
effects. To the degree that there is some substitutability between different forms of 
consumption, non-uniform tax rates encourage the production and consumption of less 
taxed goods. Moreover, there may be different impacts on different market segments. For 
example, academic studies have suggested that increasing the tobacco price lowers the 
uptake of cigarette smoking, and therefore the prevalence of smoking in the community. 
However, existing smokers are typically less responsive to price than non-smokers, and are 
therefore likely to face an increased tax burden. 

The States regulate gambling industries to achieve a range of social objectives, including to 
minimise the costs and risks of problem gambling. Licensed gambling affords the 
opportunity for licensees to derive supernormal profits, which would be otherwise 
unavailable in a fully competitive market. State governments apply gambling taxes to ensure 
that the community derives an appropriate share of these supernormal profits, and so 
reinforce social policy objectives. 

Between States, there are different regulatory and tax arrangements for different forms of 
gambling — for example, racing, lotteries, poker machines and casinos are taxed differently. 
Overall revenue from state taxes on gambling provides around 10 per cent of state tax 
revenue (see Section 2.5). This is only 3 per cent in Western Australia due to a prohibition on 
gambling machines outside of Burswood Casino.  

In general, especially since the abolition of the wholesale sales tax, the redistribution of 
wealth in Australia is managed through the broader tax-transfer system, not through 
differential taxes on specific categories of goods preferred by low-income or high-income 
households. However, the taxation of specific products does have distributional 
consequences. For example, low-income households spend a greater share of their income on 
tobacco (see Chart 9.3). On the other hand, the luxury car tax is aimed at goods that are 
generally more accessible to high-income consumers. 
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Chart 9.3: Spending on particular goods and services  
By gross household income quintile 
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Source: ABS (2006b). 
 

Industry policy 
A tariff is a tax on products produced overseas and imported into Australia. Although tariffs 
were a major revenue source for early Australian governments, their importance has 
diminished following successive tariff reductions and the growth of other taxes. Tariffs have 
moved from being a primary means of raising revenue to a form of industry assistance.  

Tariffs assist some local firms by providing some protection from import competition. In 
effect, they enable local producers to increase the prices at which they can sell their goods on 
the Australian market and/or to increase the volume of their sales. As such, tariffs have a 
redistributive impact, away from consumers and toward the owners and employees of tariff 
assisted industries. Tariffs also impose costs on firms which use imported products that are 
subject to tariffs or use domestic products that are produced at a higher cost because of the 
tariff.  

The Productivity Commission (2008b) estimated that tariffs on imports provided $9.1 billion 
of assistance to Australian industry in 2006-07 but also cost Australian industry around 
$7.7 billion in higher input prices, leaving net assistance of $1.4 billion. This net assistance 
comes at a cost to consumers who pay higher prices than in the absence of tariffs. The 
manufacturing sector enjoys the largest amount of net assistance ($5.8 billion), with primary 
production receiving a smaller benefit ($5.4 million). The services and mining sectors are 
made worse off by $4.1 billion and $253.1 million respectively. 

Environmental policy 
Australians undertake many activities that cause environmental damage. To the extent that 
the environment is a public good, then it is likely that these activities make other Australians 
worse off. There are few examples of environmental taxes in Australia. To be an 
environmental tax — rather than just a tax — there must be a direct link between the tax and 
the marginal social cost of the activity damaging the environment. The tax effectively 
‘corrects’ for the market under-pricing the loss of social value from a damaged environment 
(see Box 9.2). 
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Box 9.2: Aircraft Noise Levy 

The Aircraft Noise Levy is targeted at the noise emitted by jet aircraft landing at declared 
airports. Airlines are charged for the noise pollution caused to those who live near the 
airports. The levy is calculated so that a relatively noisy aircraft such as a B747 pays some 
three to four times more than a quieter aircraft such as a B737. Depending on market 
conditions, airlines may try to pass on the cost of the levy to passengers in the ticket price. 
Revenue from this levy is used to recover the costs of Australian Government-funded 
noise amelioration programs. After the full cost of the noise amelioration program is 
recovered, the noise levy for that airport ceases to apply. 

 
In general, there is no efficiency reason to spend the revenue raised by environmental taxes 
on additional environmental programs as is the case with the Aircraft Noise Levy. This is 
because an effectively targeted tax creates incentives in the market for individuals to respond 
to environmental concerns.  

Taxes may also be linked to the environment because they are used to fund environmental 
programs, but these taxes are not strictly corrective or ‘environmental ‘taxes. The tax and 
public spending should be assessed independently. An example is the Product Stewardship 
Oil Levy (see Box 9.3). 

Box 9.3: Product Stewardship Oil Levy 

Lubricant oils produced or sold in Australia are subject to a levy of 5.449 cents per litre. 
This is paid by producers and importers of these products. Both imported and 
domestically-produced oils are subject to the levy, which is collected as an excise by the 
Australian Taxation Office (ATO) and as customs duty by the Australian Customs Service. 
Exported oil is not subject to the levy. The levy is intended to off-set the costs of benefits 
paid under the Product Stewardship for Oil program which provides benefits to oil 
recyclers to recycle waste oil. In 2006-07 net revenue collected from the levy was 
$23.3 million, with $31.9 million paid as product stewardship benefits. 

 
In some cases, environmental taxes may not be the most appropriate way to deal with 
activities damaging the environment. If property rights are clear and the cost of enforcement 
is not prohibitive, then people damaging the environment might be required to compensate 
affected parties for the damage caused, or they could be paid to encourage them to stop their 
damaging activities by others who care about the environment. Improved environmental 
regulation, such as clarifying property rights and imposing statutory duties of care can be 
effective solutions for addressing environmental concerns. See Box 9.4 for a discussion of the 
Carbon Pollution Reduction Scheme. 
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Box 9.4: Carbon Pollution Reduction Scheme 

The Australian Government has asked the tax review to consider the inter-relationship of 
the emissions trading scheme for carbon and the tax-transfer system. 

To impose a cost on greenhouse gas emissions (to address the externality of climate 
change) the Australian Government has announced that it will introduce a Carbon 
Pollution Reduction Scheme by 2010. The scheme will set a total limit on the amount of 
carbon that can be emitted by those sectors covered by the scheme.1 The Government will 
limit the amount of emissions in the economy by issuing ‘carbon pollution permits’ in line 
with the scheme cap. These carbon pollution permits can then be traded and purchased. 
This is why such schemes are called ‘cap and trade’. 

Cap and trade schemes have two distinct features. The first is the cap (or limit) on 
greenhouse gas emissions, which delivers the desired environmental outcome. The second 
is the ability to trade the ‘permits’. A cap and trade scheme effectively puts a price on 
greenhouse gas emissions, and lets emitters make the choice between reducing emissions 
where it is cost effective to do so, and buying a permit. This ensures that emissions 
reductions are achieved by firms who can do this in the most cost effective way. 

Permit allocations would, over the longer term, progressively move towards 100 per cent 
auctioning as the scheme matures, subject to the provision of transitional support for 
emissions-intensive trade-exposed industries and strongly affected industries. 

The Australian Government’s Carbon Pollution Reduction Scheme Green Paper (Australian 
Government 2008c), released on 16 July 2008, proposes to provide up to around 30 per cent 
of carbon pollution permits to firms that are deemed emissions-intensive trade-exposed. 
At the outset of the scheme, if agricultural emissions are excluded from scheme coverage, 
this would be up to around 20 per cent of permits. The Government indicated that its 
preference would be the proposed allocation of a limited amount of direct assistance to 
existing coal-fired electricity generators on a ‘once and for all’ basis — that is, further 
allocations of assistance would not be provided after the scheme begins. 

The auctioning of permits will provide the Australian Government with a source of 
revenue and the capacity to help industry and households adjust to the impacts of the 
scheme. 
1 The design of the Carbon Pollution Reduction Scheme, including coverage, will not be finalised until the end of 2008, 

after the Australian Government undertakes consultation with interested stakeholders. 
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Box 9.4: Carbon Pollution Reduction Scheme (continued) 

Once the scheme is introduced, the prices of emissions-intensive goods and services will 
rise relative to those that are less emissions-intensive. The extent of the increase will 
depend on the emissions embodied in the production of a good or service, the extent to 
which the threat of imports limits the ability of producers to pass through their cost 
increases, and the availability of firms and households to substitute away to less 
emissions-intensive goods. The higher prices associated with the costs of the scheme will 
require households to spend a greater proportion of their income to obtain the same goods 
and services purchased before the introduction of a carbon price. Without compensation, 
this would reduce households’ real incomes and purchasing power. The Government has 
committed to using all revenue raised from the Carbon Pollution Reduction Scheme to 
help households and businesses adjust to the scheme and to invest in clean energy options. 
In particular, the Government will provide low-income households with increases in 
assistance through the tax-transfer system and all households with other assistance to 
address the impact on their living standards. Importantly, lowering taxes or boosting 
transfers will not make the Carbon Pollution Reduction Scheme less effective for 
addressing climate change. This is because the relative price of emissions-intensive goods 
and services will still increase. While some consumers may use their compensated income 
to purchase more expensive emissions-intensive goods, others will prefer to purchase 
products with lower relative prices. Even if some consumers do not change their 
behaviour (say, by not reducing their electricity use), the change in relative prices will still 
encourage producers to meet this demand with less emissions-intensive processes (for 
example, by using more renewable energy). 

The Carbon Pollution Reduction Scheme has at least three major implications for the 
current tax-transfer system. First, a cap and trade scheme is the least cost means of dealing 
with climate change, reducing the need for other existing or potential measures designed 
to reduce emissions. Given there is a cap, other measures which aim to reduce carbon in 
one area of the economy will effectively allow more emissions in another. Second, where 
the compensation scheme uses the tax system it is likely to involve a reduction in existing 
inefficiencies to the extent that there is a reduction in (effective) marginal tax rates. Finally, 
to the extent that the scheme results in a more even economic burden across different types 
of fuel, this would improve efficiency. 

 

Raising revenue to fund specific programs 
In some cases, the costs of particular government programs are offset by imposing a tax on a 
related good or service. This is different from a user charge — where the government 
charges directly for the cost of providing a particular good or service. This sort of tax is often 
perceived to be equitable due to the alignment between those who pay the tax and those who 
benefit from it. 

In practice, the revenue raised from a tax may not be perfectly correlated with the program’s 
funding requirements. For example, excise on aviation fuels used for domestic trips is 
charged for the purpose of cost recovery for the Civil Aviation Safety Authority. However, a 
downturn in the aviation industry and the increased use of larger, more fuel efficient aircraft 
meant that the rate of excise had to be increased in 2003-04 to meet the required funding 
levels. In these cases, the shortfall is often met out of consolidated revenue. 
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To the extent that these revenues do not match the benefits received, they involve 
cross-subsidies to different consumers. In other cases, the revenue raised may exceed the 
funding needs of the program — which can result in over-spending on that program. 

Compared to funding goods out of general revenue, there may be efficiency costs associated 
with raising revenue in this way. For example, the administration and efficiency costs of 
collecting an additional $1 of revenue from a tax on a specific product could be higher than 
the cost of raising that revenue from a broad-based tax. 

The Australian Government’s agricultural levies provide another example of narrow-based 
taxes used to fund specific programs. They are typically implemented at the request of 
industry to correct market failures that arise from the characteristics of many primary 
industries — a large number of producers, each accounting for a small share of broadly 
undifferentiated industry output. This makes it difficult for producers to capture sufficient 
benefit from research and development for which they might individually pay. By collecting 
a levy from all producers, they share both the cost of the research and development and the 
benefit. For example, a single cotton grower is unlikely to realise the benefits from their 
private research into better sowing methods. The government therefore collects a levy from 
all cotton growers to fund the Cotton Research and Development Corporation to undertake 
such research for the benefit of all growers. 

These levies are typically charged at very low rates, resulting in very low revenue 
collection — 28 of these taxes collect, in total, less than $1 million per year. The smallest, the 
Queen Bees Levy and Export Charge, collected $8,000 in 2006-07. The administration costs of 
collecting the smaller levies can be very high. At the highest end, the collection costs of the 
Nashi Levy and Export Charge amount to 30 per cent of the revenue collected by it, while the 
collection cost of the Rice Levy is only 0.09 per cent of the revenue (see Chart 9.4). 

This cost does not include the compliance costs for agricultural producers. Such costs, in 
addition to the levy, would either be borne by producers or passed on to consumers in 
higher prices. As producers and consumers of the agricultural products are the most likely 
beneficiaries of the programs that the levies fund, it is consistent with the beneficiary 
principle of taxation that programs be financed in this way rather than through general 
public revenue. 
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Chart 9.4: Collection costs as a percentage of revenue collected on agricultural levies  
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Source: Levies Revenue Service (2007). 
 

9.3 Taxation of fuel 
The excise and customs duty on fuel raises the largest amount of revenue of all taxes on 
specific goods. Fuel is both an input to business as well as making up a significant share of 
household consumption expenditure. Many of the environmental and social policy 
arguments already discussed are often raised in relation to fuel taxation. 

Fuel excise was reduced by 6.7 cents per litre when the GST was introduced in July 2000. It 
was reduced further, to its current level of 38.143 cents per litre, in March 2001. These 
reductions were designed to offset the impact of the GST on fuel prices. Since then, fuel 
excise has not been indexed. Moreover, when the outlays of programs designed to reduce the 
incidence of fuel tax are taken into account (for example, fuel tax credits), net revenue from 
fuel tax has been relatively stable (Chart 9.5). 

Chart 9.5: Fuel excise revenue over time 
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Source: Australian Government (2008a), Australian Treasury estimates. 
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The Australian Government has made a number of commitments regarding transport fuel in 
the Carbon Pollution Reduction Scheme Green Paper, including cutting fuel taxes on a 
cent-for-cent basis to offset the initial price impact on fuel associated with the introduction of 
the scheme. The Australian Government will periodically assess the adequacy of this 
measure for three years and adjust this offset accordingly. At the end of the three year period 
the Australian Government will review this adjustment mechanism. For heavy vehicle road 
users, fuel taxes will be cut on a cent-for-cent basis to offset the initial price impact on fuel 
associated with the impact of the Carbon Pollution Reduction Scheme. The Government will 
review this measure after one year.  

In respect of liquefied petroleum gas (LPG), the original rationale behind the exemption from 
excise was security of supply in the context of the oil shocks of the late 1970s. Over time, the 
number of vehicles using LPG has grown significantly because of the cost differential 
between LPG and petrol, which is amplified by the excise free status of LPG. LPG is 
scheduled to begin incurring fuel tax from 1 July 2011 under a policy announced under the 
previous government. At the time of the 2007 Federal Election, the changes to the law 
required to tax LPG had not been legislated. As indicated on Budget night, a final decision in 
relation to this has not been reached. 

Arguments for concessional taxation for currently untaxed fuels include environmental and 
emissions benefits, increased fuel security, together with regional development and infant 
industry arguments. 

Fuel excise is an effective and administratively simple tax for raising revenue. However, it is 
less effective as a means of meeting additional social or environmental objectives. For 
example, fuel excise rates do not substantially change the decision to drive in particular 
vehicles (to reduce road damage), in particular areas (to reduce noise pollution) or at 
particular times (to reduce congestion). Fuel excise levied for social or environmental 
objectives also leads to higher burdens on activities where there may be no costs on others. 
New technologies (such as ‘etag’ and the global positioning system) are increasing the 
viability of more efficient direct charging mechanisms.  

Relief from the incidence of fuel excise — fuel tax credits 
The main avenue for providing relief from fuel tax is through the fuel tax credits system, 
which provides credits for certain off-road uses to consumers, business users and importers 
of fuels and for on-road use in heavy vehicles (gross vehicle mass greater than 4.5 tonnes) 
(Table 9.1).  

Fuel tax credits are not a subsidy for the use of fuel. The system is intended to remove or 
reduce the incidence of fuel tax from business inputs, so that its incidence falls primarily on 
certain private consumption of fuel. This limits the impact on production decisions. For 
example, fuel tax credits mean that all electricity generation using liquid fuels is effectively 
free of fuel tax, in the same way that coal or natural gas inputs to electricity generation are 
untaxed. 

It is difficult to credit business use of all fuels correctly. To the extent that some businesses 
receive credits while others do not, production decisions are likely to be affected. Similarly, 
to the extent that credits provided for business use are actually used in consumption, 
consumption choices will be altered.  
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Table 9.1: Eligibility for fuel tax credits 

Gross vehicle mass 
<4.5 tonnes Full fuel tax payable

Gross vehicle mass  
>4.5 tonnes

Fuel tax payable up to 
the amount of the road 
user charge, the rest is 

offset by a fuel tax 
credit

Electricity generation Fuel use fully offset by 
fuel tax credit

Burner applications 
and non-fuel uses

Effectively fuel-tax free 
via a fuel tax credit to 

business suppliers
Other use Fuel use fully offset by fuel tax credit

Business use Private use

Use on road Full fuel tax payable

Full fuel tax payable

 
Source: Adapted from Fuel Tax Bill 2006, Explanatory Memorandum, page 11. 
 
Use of all fuels on-road in heavy vehicles is eligible for a partial fuel tax credit equal to the 
effective fuel tax paid, less the amount of a non-hypothecated road user charge. The user 
charge is intended to reflect the damage to roads caused by heavy vehicles. It forms part of 
the national heavy vehicle charging arrangements. 

The road user charge is currently 19.633 cents per litre and the Australian Government has 
announced its intention to increase it to 21 cents per litre from 1 January 2009 and index the 
charge according to the National Transport Commission’s road funding formula thereafter. 

Relief from the incidence of fuel excise — state fuel subsidies 
In 1996-97, the States raised $5.2 billion from business franchise fees on fuel, alcohol and 
tobacco retailers. However, the 1997 High Court decision in Ha v New South Wales (1997) 
189 CLR 465 ruled that state franchise fees on tobacco were unconstitutional and, in doing so, 
cast doubt on the constitutionality of other state franchise fees. At the request of the States, 
the Australian government implemented safety net arrangements to effectively collect 
franchise fee revenue on behalf of the States. This revenue was collected though higher rates 
of excise and wholesale sales tax on the relevant products, and paid to the States. These 
payments were subsumed into The New Tax System package from 1 July 2000. 
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With respect to fuel, many States had previously levied business franchise fees at different 
rates. However, for constitutional reasons, the Australian government’s increase in fuel 
excise was uniform throughout the country. The Australian government therefore required 
some States to introduce subsidy schemes to ensure that motorists in lower-taxing States 
would not be disadvantaged by the higher rate of Australian government tax. 

Over time, some States have withdrawn their subsidy schemes. The largest remaining 
scheme is the Queensland Fuel Subsidy Scheme, which provides a subsidy of 8.354 cents 
per litre for eligible fuel purchases, costing the Queensland Government around $525 million 
in 2006-07. 
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10 State taxes 

Outline 

This section considers the taxes and other own-source revenue of the States and the taxes 
of local government. It also outlines the issue of state taxation in the broader context of 
federal fiscal relations and the revenue and expenditure responsibilities of the Australian 
government and the States. 

Key points 

• Taxes levied by states and local governments account for a significant proportion of 
total tax revenue in Australia. 

• The taxes levied by the States have changed over time. The current array of state taxes 
includes some transaction taxes which are relatively inefficient. 

• Fiscal relations between the Australian government and the States are characterised by 
vertical fiscal imbalance, whereby the States’ own revenue sources are insufficient to 
fund their expenditure responsibilities, while the Australian government’s revenue 
sources are greater than is necessary to meet its expenditure responsibilities. There are 
both costs and benefits to this imbalance. 

 

10.1 Introduction 
In 2006-07, the States collected $48.9 billion in tax (including $159 million in rates collected by 
the ACT), with local government taxes in other States raising a further $9.4 billion. Together 
this accounted for 18 per cent of total tax revenue raised by governments in Australia. A 
description of the major state taxes (including local government rates) is presented in 
Section 2.5. An additional dimension to state taxation is its role within broader state 
financing, which includes non-tax revenue and grants from the Australian government. 

10.2 State taxes have changed over time 
Since federation, there have been a number of changes in the taxes that have been available 
to the States. This largely reflects policy developments and the High Court’s interpretation of 
the Constitution, particularly in relation to the definition of excise taxes. These changes 
include: the agreed handover of customs and excise duties to the Australian government at 
the time of federation; the takeover of income tax by the Australian government during the 
Second World War; the handover of payroll tax to the States in 1971; and a series of High 
Court cases through to the late 1990s where a progressively broader interpretation of excise 
duties effectively narrowed the range of taxes that the States can impose. Interstate 
competition has also affected how the States have applied taxes. For example, the abolition of 
estate taxes in Queensland in 1977 led to all States abolishing their estate taxes by the early 
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1980s. This has also occurred, albeit less dramatically, with payroll tax, where the States 
began with uniform legislation when they took over the tax in 1971, but have since eroded 
their tax bases through changes in their thresholds and other exemptions. The form of 
several other taxes has also changed over time. Several States used to include land used for 
primary production and principal places of residence in their base for land tax. Section 4 
provides further detail on the history of the Australian tax system. 

The current array of state taxes includes taxes which are transaction based or are levied on 
narrow tax bases. The opportunities for the States to introduce new forms of taxation are 
limited. Where States have sought to increase their taxation revenue, they have often 
resorted to taxes which are narrowly based or designed to realise some gain from rapidly 
growing areas of the economy. Other taxes such as conveyance duties have delivered 
increasing amounts of revenue to the States in recent years, but the tax base can be subject to 
fluctuations in line with the property market. 

Changes to state tax arrangements can have significant implications for financial relations 
between the Australian government and the States (discussed further in Section 10.6). This 
implies that any significant reform of state taxation has broader implications for federal fiscal 
relations and would require cooperation between the Australian government and the States. 
The provision of GST revenue to the States and the abolition of a number of inefficient state 
taxes through the Intergovernmental Agreement on the Reform of Commonwealth-State Financial 
Relations (Intergovernmental Agreement) is a good example of this. 

10.3 Issues with the taxes levied by the States 
The High Court’s interpretation of the Constitution has restricted the States from imposing 
taxes on the production, manufacture, sale or distribution of goods. Without the ability to 
impose broad consumption taxes, the States have resorted to specific transaction taxes. 
Stamp duties on transactions, such as on motor vehicle purchases, insurance contracts and 
property conveyancing are significant sources of revenue. Such transaction taxes can reduce 
economic efficiency either through discouraging turnover (as tax is levied on the full value of 
the product each time a transaction occurs) or being embedded in the cost of production. 
Further, in some States insurance companies can also be required to contribute directly to the 
funding of fire services, a tax which is additional to the stamp duty. See Box 10.1 for a 
discussion of transaction taxes. 

State tax revenues are also affected by a number of significant tax expenditures. This is 
particularly the case for payroll tax, where the States generally apply exemptions for certain 
institutions and allow tax-free thresholds (though the States differ in terms of whether they 
consider the tax-free threshold to be a tax expenditure). Land tax is another example, the 
main exemptions being for principal places of residence, land used in primary production 
and a tax-free threshold (again depending on the State’s definition of a tax expenditure). 
Such tax expenditures can considerably narrow otherwise broad bases. Section 2.6 provides a 
list of the main state tax expenditures. 
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Box 10.1: Transaction taxes 

A tax that is levied on a good every time it changes hands is referred to as a transaction 
tax. The tax base for such taxes is determined not only by the value of the good but also 
the frequency of its transfer. In Australia, transaction taxes have generally been levied on a 
narrow set of goods and services and have a long history of use, probably reflecting their 
relative administrative simplicity. 

Taxing on the basis of the frequency of transfer may discourage turnover of the good, such 
as housing, to minimise or avoid tax. Individuals and businesses may continue to use an 
existing good instead of a preferred alternative simply to avoid the tax. By reducing 
turnover, a high transaction tax can also make price discovery in a market more difficult. 
Reducing the certainty and quality of a price signal imposes additional risk on all those 
who engage in the market. The extent of these efficiency costs varies, and will be lower if 
the transaction tax is low relative to the benefit of undertaking the activity. 

The narrow base of many transaction taxes and their interaction with other taxes can have 
an impact on resource allocation in the economy. For example, insurance products are 
subject to GST, insurance transaction taxes and, in some States, insurance companies can 
also be required to contribute directly to the funding of fire services. The interaction of 
these taxes increases the cost of premiums relative to other products, which may 
encourage people to take up less insurance than otherwise. 

An additional efficiency cost arises where a taxable product is used as a business input, 
since the tax can encourage businesses to use a less efficient mix of inputs. In addition, 
such input taxes cascade through the production chain to affect the market price of the 
final product, reducing international competitiveness. 

Transaction taxes also have equity implications as they tax only specific goods or activities. 
People may choose to engage in activities subject to higher rates of tax even though they 
have low incomes. Also, people with similar incomes may pay different amounts of tax 
because they turn over a taxed good more frequently. To address these equity issues, 
governments may narrow transaction tax bases to exempt certain types of people, such as 
some first home buyers for stamp duty on residential conveyancing. While of benefit to 
recipients, such exemptions add to the complexity of the tax system and increase the 
burden on the broader population. 

 

Differences in tax policies between the States 
While the mix of taxes levied by the States is similar, there are many differences in their 
application. As highlighted in Table 2.18, there are different thresholds, rates and ranges of 
exemptions between States. 

There are, however, many similarities in the way these taxes operate. For example, all States 
that levy land tax exempt land used for primary production and individuals’ principal place 
of residence. Further, the States have been working to harmonise payroll tax arrangements 
(other than rates or exemption thresholds). NSW and Victoria harmonised their payroll tax 
legislative and administrative arrangements from 1 July 2007. From 1 July 2008, Tasmania  
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also harmonised its payroll tax arrangements with NSW and Victoria. The other States have 
agreed to harmonise initially over eight areas (including grouping provisions and vehicle 
and accommodation allowance exemptions) with work continuing on harmonising 
arrangements in other areas. 

Access to their own taxes allows the States to modify the bases and rates to account for 
differences such as house prices, geography, climate, industry structure and revenue needs. 
This diversity can result in healthy tax competition between the States, in which the States 
face competitive pressure to adopt best practice in the design of their tax systems and the 
setting of tax levels, to minimise the adverse effects of taxation on economic activity. 
However, this can also lead to increased complexity for businesses operating in more than 
one state, particularly when there are definitional differences in the tax bases. In addition, if 
tax policies are driven by a desire to match other States, rather than the need to raise 
revenue, this may compromise the sustainability of the States’ own source tax revenues. Such 
behaviour has largely been addressed through the Interstate Investment Cooperation 
Agreement (see Box 10.2). 

Box 10.2: Interstate tax competition 

Although there can be benefits from the States having the freedom to alter their taxes to 
meet their own constituents’ needs, certain forms of tax competition between the States 
can be unproductive. As identified by Gabbitas and Eldridge (1998) there are potential 
problems if a State changes the rates and bases of their taxes in a ‘bidding war’ to 
deliberately attract business to their State. 

The first problem is that a firm may have located in that State in any case as its decision 
may be more based on other commercial factors such as the proximity to associated 
markets and the skill set of the local labour market. Tax incentives offered by a State may 
have little influence on the decision. Secondly, while an individual State might gain some 
benefit from offering tax exemptions to certain businesses, this may be offset when the 
other States also offer similar exemptions to attract other businesses. To the extent that 
these exemptions simply move businesses between the States, there is no benefit for the 
nation as a whole. 

Such tax competition can lead to significant erosions in tax bases. This is of particular 
concern if it occurs with relatively more efficient taxes, as the loss in revenue may be made 
up from increasing the rates of less efficient taxes. 

In 2003, the treasurers of NSW, Victoria, Western Australia, South Australia, Tasmania and 
the ACT signed an Interstate Investment Co-operation Agreement, whereby these States 
agreed to work together to eliminate unnecessary bidding wars and to restrict the use of 
financial incentives in seeking investments and major events. In 2006, these States, along 
with the Northern Territory, decided to extend the agreement for a further five years. 

 

10.4 Other own-source revenue 
In addition to revenue from taxes, the States raised a further $36 billion in 2006-07 from other 
own-source revenue. Use of other own-source revenue reduces the need for the States to 
raise tax revenue. Other own-source revenue includes user charges for services provided by 
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governments, dividends and tax equivalent payments from state owned enterprises, 
resource royalties and charges, fines, and interest income. The proportion of other 
own-source revenue to total state revenue ranges from over 30 per cent in Queensland to 
around 14 per cent in the Northern Territory, which largely reflects the differing economic 
structures and relative shares of grants received by jurisdictions. 

States levy user charges on a wide range of activities, such as transport, education and 
environmental services. COAG recognises that well-targeted user charges can have a 
significant impact on the use of these services. User charging may encourage the efficient use 
of publicly provided goods and services (see Box 10.3). Under-charging may result in 
overuse of public services compared to the socially optimal level. It also encourages a greater 
reliance on tax to fund the additional services which can reduce economic activity. However, 
in some cases under-charging for the provision of a public good may be used to achieve 
socially desirable outcomes. 

10.5 Local government taxes 
In 2006-07, local government rates and other minor taxes on immovable property raised 
$9.4 billion (see Section 2.5 for a description of rates). Local governments are created by 
statutes of state parliaments1, although state governments do not have access to local 
government revenue. 

While revenue from rates levied by local governments is available for local governments to 
spend as they wish, the States exercise legislative controls over the manner in which local 
governments levy rates (see Table 2.20). This includes restrictions on: the valuation methods 
which can be used; the ability to charge different rates on different categories of rate payer; 
the provision of exemptions and concessions; and restrictions on the annual percentage 
increase in rates revenue (in NSW and, for three years from 1 July 2008, in the Northern 
Territory). 

In 2005-06, rates accounted for 37 per cent of the $23.9 billion of total local government 
revenue in Australia.2 The remaining local government revenue was comprised of: sales of 
goods and services (29 per cent); grants and subsidies (17 per cent); interest and dividend 
income (3 per cent); and other revenue (14 per cent), which includes fines and developer 
charges. 

                                                      

1 The exception is the ACT, where the Federal Parliament legislated self-government. The ACT Government 
has responsibility for both state and local government functions. 

2 For a detailed description and analysis of local government revenues, see Productivity Commission (2008a). 
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Box 10.3: User charging — paying the cost of a benefit received 

In some cases, rather than impose a tax, governments charge users directly for a publicly 
provided good or service. An efficient user charge recovers the cost of providing that good 
to the next user (its marginal cost). For example, in the case of a public road, this is the cost 
directly attributable to the driver making another trip, including road damage costs. 

By definition a user charge is not a tax, because those who pay the charge receive a direct 
benefit that is proportionate to it. However, if the charge is in excess of the cost of 
providing the service, or unrelated to it, then some portion of it is a tax (see Chart 10.1 and 
Box 2.2). 

Chart 10.1: User charging 

Pº

Marginal benefit to consumer

Any excess
is a tax

Marginal cost

User charge
(cost recovery)

Price

Quantity  

If a good or service is provided at no charge to a user, then some users will consume it 
even if the benefit that they receive from it is less than the cost of providing it. This 
outcome will reduce the overall wellbeing of society as resources are being used to 
undertake activities where the benefit to society is less than the cost society incurs for 
providing that activity. When demand outstrips supply in this way, the service is typically 
rationed (for example, users must queue or suffer congestion), or service quality declines. 

If usage of a publicly provided good or service can be clearly identified and one person’s 
consumption reduces another’s use, then it is efficient for government to impose a user 
charge. This equates the price of accessing the good or service with the cost of providing it. 
Only those who value the good or service at this price will be willing to pay to use it. 
Supply can then be matched with demand, and the service can be provided without 
additional funding from general tax revenue. 

Efficient user charging depends on being able to measure accurately the use of a particular 
service. This may change through time due to technology. 

Although user charging gives rise to more economically efficient outcomes, it also gives 
rise to equity concerns. This is because those with limited capacity to pay may not be able 
to access essential services, even if they value them very highly. For these reasons, some 
products are not thought to be suitable for user charging and some user charges are 
provided at concessional rates to particular groups. However, to the extent that 
compensation can be provided through the tax-transfer system, user charging can enable 
the public provision of goods and services at a lesser cost to society as a whole. 
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10.6 Federal fiscal relations 
The States raised around $49 billion in state taxes and $36 billion in other own-source 
revenue in 2006-07. These combined sources represented around 55 per cent of the States’ 
total revenue in that year. The remainder consists of transfers from the Australian 
government (Chart 10.2). 

Chart 10.2: Composition of state government revenue in 2006-07 
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Source: ABS (2008a); Australian Government (2007c). 
 
In addition to their own revenue sources, the States received around $40 billion in GST 
revenue from the Australian government. The GST is an Australian government tax, with all 
revenue provided to the States to compensate them for — among other things — the removal 
of a range of inefficient state taxes, the loss of revenue replacement payments (originally 
levied in place of franchise fees) and the loss of financial assistance grants. The Australian 
government distributes the GST to the States as an untied grant based on the principle of 
horizontal fiscal equalisation (HFE), which takes into account the relative revenue raising 
capacity and expenditure needs of each of the States (see Box 10.4). 

The States also received $29 billion in specific purpose payments (SPPs) from the Australian 
government. These are payments provided to the States to deliver specific policy outcomes 
in areas that are administered by the States. These payments are currently the subject of a 
reform process being undertaken through COAG. 

The proportion of total revenue that comes from Australian government grants (GST and 
SPPs) differs considerably between the States (Chart 10.3). For example, NSW, Victoria, 
Queensland, Western Australia and the ACT each received a little over 40 per cent of their 
total revenue in 2006-07 from the Australian government. The Northern Territory received 
around 75 per cent of its revenue from the Australian government, reflecting its higher 
per capita share of GST revenue delivered through the HFE process. 
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Chart 10.3: Sources of revenue for state governments in 2006-07 
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Source: ABS (2008a); Australian Government (2007c). 
 

Expenditure responsibilities 
The allocation of expenditure responsibilities between levels of government in Australia has 
been largely shaped by the Constitution and reflects, to some extent, the principle of 
subsidiarity — that is, that decisions should be taken as close as possible to the citizens by 
the lowest level of government possible. The States have, and will continue to have, 
significant expenditure responsibilities and this means that the States need sustainable 
sources of revenue to fund expenditure. 

In the context of an ageing population, the Productivity Commission (2005) noted that, given 
current taxing powers and expenditure responsibilities, the States’ taxation sources would be 
relatively stable but, due to increasing expenditure pressures, their fiscal positions would be 
heavily influenced by transfers from the Australian government. 
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Box 10.4: Horizontal fiscal equalisation 

Under the principle of HFE used by the Commonwealth Grants Commission (CGC) to 
allocate GST revenue, state governments receive funding from GST revenue and 
unquarantined health care grants, such that if each made the same effort to raise revenue 
from its own sources and operated at the same level of efficiency, each would have the 
capacity to provide services at the same standard. 

The aim is to distribute the GST pool so that all States have the same fiscal capacity to 
deliver services to their populations. This does not mean that the same level of services is 
actually provided (as that is a matter of policy for each State). The CGC only takes into 
account differences that are beyond the control of individual States in working out the 
needs of each state. Each State’s share is calculated on the assumption that it and all the 
other States apply average policies and practices in delivering services and that they all 
make the same effort to raise revenue. 

A State’s allocation from the GST pool is calculated as an equal per capita share, adjusted 
for: 

• expense needs — the effect of its above or below average disabilities relating to the use 
and costs of government services; 

• revenue needs — the effect of its above or below average revenue raising capacities; 
and 

• SPP needs — its above or below average per capita revenue from SPPs that are 
available to fund its expenditure requirements. 

Each of these adjustments can have a negative or positive effect. For example, the extra 
cost associated with providing health and education services to people in remote areas is a 
positive expense need, while relatively high property values (which can lead to relatively 
higher amounts of conveyance duty revenue) are a negative revenue need. 

The per capita allocation (equalising requirement) for each State is expressed as a ratio of 
the national average per capita amount distributed in the relevant year. This produces the 
State’s ‘relativity’. The relativities are calculated for five assessment years and then 
averaged. For example, the per capita relativities recommended for use in 2008-09 are the 
average of the annual relativities for the five assessment years from 2002-03 to 2006-07. 

A relativity of less than one, indicates a State will have less than an equal per capita share 
of the GST pool; a relativity above one indicates it will have more than an equal per capita 
share. No State can have its relativity increased without at least one of the other States 
having its reduced. 

The GST relativities are applied to estimated state populations in order to determine 
weighted shares of the GST pool. The final distribution of GST revenue is calculated by 
deducting the unquarantined health care grants, which are separately provided to the 
States, from each State’s share of the GST pool. The calculations for the estimated 
distribution of the GST pool for 2008-09 are shown in Table 10.1. 
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Box 10.4: Horizontal fiscal equalisation (continued) 
Table 10.1: Distribution of the GST pool 2008-09 

 Estimated 
31 December 

population 

State 
revenue 
sharing 

relativities 

Adjusted 
population

(1) x (2) 

Share of 
adjusted 

population
(%) 

Share of 
GST pool

$million 

Unquarantined 
health care 

grants 
$million 

GST 
payments

(5) — (6)
$million 

 (1) (2) (3) (4) (5) (6) (7) 

NSW 7,006,018 0.91060 6,379,680 29.7 16,171.3 3,083.6 13,087.7 
VIC 5,328,012 0.92540 4,930,542 22.9 12,498.0 2,248.1 10,249.9 
QLD 4,314,913 0.96508 4,164,236 19.4 10,555.6 1,811.0 8,744.6 
WA 2,180,356 0.88288 1,924,993 8.9 4,879.5 934.6 3,944.9 
SA 1,609,330 1.20856 1,944,972 9.0 4,930.2 760.5 4,169.7 
TAS 499,914 1.52994 764,838 3.6 1,938.7 197.4 1,741.3 
ACT 347,686 1.17205 407,505 1.9 1,033.0 118.6 914.4 
NT 221,170 4.51835 999,323 4.6 2,533.1 105.6 2,427.5 

Total 21,507,399   21,516,090 100.0 54,539.4 9,259.4 45,280.0 
Source: Australian Government (2008b). 
 

A change in tax mix adopted by all States will change the relative revenue raising 
capacities of the States, therefore affecting the assessment of revenue needs and ultimately 
the distribution of GST revenue. A change in tax mix might be revenue neutral to the 
States in an aggregate sense, but an individual State might have one of their relatively 
stronger tax bases replaced with a relatively weaker base, such that revenue from their 
own taxes is lower. However, this loss in revenue would be made up through the HFE 
process, as the loss of their relatively stronger tax base means that their revenue needs are 
higher. In theory, in the presence of well functioning HFE, no state would have a financial 
incentive to resist or favour a revenue neutral reform of State tax base composition on 
account of the local strength or weakness of particular tax bases. 

 

Perspectives on vertical fiscal imbalance 
That the States’ own revenue sources are insufficient to fund their expenditure 
responsibilities, while the Australian government’s revenue sources are greater than is 
necessary to meet its expenditure responsibilities, results in what is called ‘vertical fiscal 
imbalance’ (VFI). The level of VFI can be measured as the revenue transferred from the 
Australian government to the States as a proportion of the States’ total revenue. In 2006-07, 
the Australian government transferred approximately $68 billion to the States in the form of 
GST revenue and SPPs, accounting for around 45 per cent of total state revenue. 

VFI in Australia has developed primarily as a result of the States retaining many of their 
pre-federation expenditure responsibilities and the Australian government assuming control 
of the main sources of taxation revenue. This reflects, in part, the comparative advantage in 
revenue raising and expenditure between levels of government in a federal system. Indeed, 
VFI is not unique to Australia — other countries with federal structures also exhibit VFI, 
although to varying degrees (Chart 10.4). 
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Chart 10.4: Vertical fiscal imbalance in selected OECD countries(a)  
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(a) VFI is defined as the ratio of federal payments to total sub-national revenue. Data are for 2003, except Australia which uses 

data for 2005-06. 
Source: OECD (2006). 
 
The level of VFI in Australia is not fixed and has fluctuated significantly since federation 
(Chart 10.5). The changing level of VFI has been driven mainly by changes in taxation 
responsibilities (as outlined briefly in Section 10.2 and in Section 4.3), rather than changes in 
expenditure responsibilities. 

Chart 10.5: Vertical fiscal imbalance since federation 
(Grants as a percentage of total state revenue) 
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Source: Mathews and Jay 1997; Australian Treasury estimates. 
 
The introduction of the GST in 2000-01 and the abolition of a number of state taxes resulted 
in an increase in measured VFI. However, focusing on measured VFI would conceal the 
impact that this reform had in the broader context of federal fiscal relations. That is, as all 
GST revenue is transferred to the States, this provides the States with an efficient and 
growing source of revenue to fund their expenditure responsibilities. The States reimburse 
the Australian government for the ATO’s GST administration costs. Box 10.5 outlines the 
administration arrangements in relation to the GST base. 
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Box 10.5: Administration of the GST base 

Clauses 32-36 of the Intergovernmental Agreement on the Reform of Commonwealth-State 
Financial Relations set out the administration arrangements applying to the GST. Any 
change to the rate or the base of the GST must be unanimously agreed by the Australian 
government and all the States. Purely administrative changes only require the majority 
support of the Australian government and the States. 

These arrangements mean that the base and rate of the GST have been more stable than 
otherwise may have been the case. The rate of the GST has remained unchanged since 
introduction eight years ago. This compares to countries such as New Zealand and South 
Africa, which increased their rates of similar value added taxes within three years of 
introduction. Further, there have been no major changes to the GST base since its 
introduction, which again is unusual when compared to other countries such as South 
Africa (where products such as basic foods and paraffin have been made GST free) and 
France (where the entire value added tax system was revised). 

The terms of reference for this review exclude examination of the rate and base of the GST. 

 
As the Intergovernmental Agreement reforms illustrate, the measurement of VFI, and using 
it as a comparison across time, may not reflect what is occurring. Measurements of VFI may 
not accurately reflect the fiscal autonomy of the States because of the definition of the level of 
government that controls a particular tax base.  

The same level of measured VFI can mask significant differences in the fiscal autonomy of 
the States because of the institutional arrangements governing grants from the Australian 
government. For example, an arrangement in which a State received 50 per cent of its 
revenue through Australian government grants that were ‘untied’ is markedly different to an 
arrangement in which a State received 50 per cent of its revenue through Australian 
government grants, but those grants had conditions attached to their receipt. 

Although there are limitations to using measurements of VFI as a comparative tool, this does 
not diminish the importance of the costs and benefits stemming from the existence of VFI 
where it reflects a genuine mismatch between revenue raising powers and expenditure 
responsibilities, and is not just a measurement issue. 

Costs of vertical fiscal imbalance 
VFI may lead to accountability problems in regard to expenditure and taxation decisions 
made by governments. A closer matching of revenue and expenditure responsibilities at each 
level of government may increase the accountability of governments by making government 
financing more transparent. When a government does not have to raise the revenue it 
spends, this can create ‘fiscal illusion’3, potentially leading to an over provision of services. 

                                                      

3 Fiscal illusion refers to the possibility that citizens may not appreciate the actual cost of the services they 
receive, due to the tax raised to fund the services not being fully visible to them. In relation to transfers, this 
illusion may occur if citizens do not link their payment of tax to one level of government with the provision of 
services by another level of government. 
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This is because governments that receive grants might obtain a political benefit from 
providing services without the political cost of raising revenue. 

These accountability problems with VFI may be alleviated if governments can, at the margin, 
raise their own revenue to fund their own discretionary expenditure. However, raising 
revenue at the margin may not address the risk of ‘blame shifting’. Blame shifting can occur 
when citizens can hold either level of government accountable. The government that receives 
grants can blame any inadequacy in service provision on inadequate funding. This is 
particularly the case where the recipient government can convince its voters that its tax bases 
are not capable of raising enough revenue to deliver the service at the required level. 
Equally, the donor government can blame poor outcomes on either the administration or 
funding inadequacies of the recipient government. 

Accountability can also be blurred where the recipient government’s service provision is 
influenced by the government that provides the transfer. The conditions on service delivery 
may be different to the preferred option of the recipient government. Such an outcome may 
result in weakened accountability, as citizens hold the recipient government responsible for 
the services provided, even though it is unable to provide the service in its preferred way. 
Recognising the need to make roles and responsibilities clearer, COAG’s reform agenda (as 
noted in Section 1.2) includes work on this front. 

VFI may also distort the types of services provided. If the donor government chooses to 
spend the excess revenue it raises rather than transfer it to the recipient government, VFI 
may lead to an over-provision of services in areas of responsibility of the donor government 
and under-provision of recipient government services, relative to citizens’ preferences. 

Finally, the provision of grants may result in administration costs which might otherwise be 
avoided if each government were able to match its revenue and expenditure responsibilities. 
For example, resources are necessary to negotiate and monitor conditions on grant 
payments. 

Benefits of vertical fiscal imbalance 
By collecting relatively more revenue, a national government is likely to reduce the cost of 
taxation through economies of scale generally and, for those businesses that operate across 
sub-national jurisdictions, lower compliance costs from having to deal with only one set of 
rules and one collection agency for any particular tax. 

VFI also provides the national government with greater scope to create the opportunity for 
each citizen in the nation to receive the same overall standard of sub-national government 
services. It has been argued that Australia’s HFE process may provide a disincentive for 
States to undertake reforms, as some of the benefits of those reforms may be equalised away 
to other States, although it is questionable as to how relevant this argument is in practice 
(Garnaut and FitzGerald 2002). 
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The additional revenue available to a national government also provides it with scope to act 
in areas which may be the responsibility of sub-national governments, but in which the 
existence of externalities or spillovers across borders can lead to sub-national governments 
acting individually, rather than acting in the national interest. In Australia, the 
responsibilities in relation to water are an excellent example of this. 
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11 Complexity and operating costs of the 
tax-transfer system 

Outline 

This section outlines the problem of complexity in the tax-transfer system. It explores the 
sources of this complexity and the costs it imposes on the community. 

Key points 

• There are no reliable estimates of the complexity or operating costs of the tax-transfer 
system but there is a strong sense in the community that they are too high. 

• An excessive level of complexity impedes the ability of taxpayers and transfer recipients 
to make optimal decisions, diverts resources from more valuable uses, and gives rise to 
planning opportunities that undermine the fairness of the system. Its impact tends to be 
greatest on those with the least capacity to deal with it. 

• A certain level of complexity and operating costs is required to implement the 
tax-transfer system in a manner that is efficient and equitable. However, at some point, 
equity or efficiency is likely to be compromised by increasing complexity. 

• Current levels of complexity and operating costs are most likely above that which is 
optimal for society as a whole. Two important reasons for this are: incremental 
development of tax-transfer policy based on partial assessments of the associated 
benefits and costs; and income maximising behaviour through the tax-transfer system. 
Broader reform provides an opportunity to take a systemic view of the trade-offs 
between simplicity and other policy objectives. 

 

11.1 Introduction 
In 1975, the report of the Taxation Review Committee (Asprey et al, 1975) noted with some 
alarm that the income tax law extended to 526 pages, six times its original length in 1936. The 
income tax law is now 5,743 pages. 

The complexity of the tax-transfer system and the level of compliance costs1 borne by 
taxpayers and transfer recipients remain issues of considerable concern. Excessive levels of 
complexity impede the ability of taxpayers and recipients to make optimal decisions. The 
time and resources individuals devote to complying with the requirements of the law could 

                                                      

1 Compliance costs include, but are not limited to, the costs of: acquiring the necessary knowledge of relevant 
aspects of the tax-transfer system; compiling records; completing forms and reporting changes in 
circumstances; acquiring and maintaining record keeping systems; complying with audits or attending 
interviews; evaluating the effectiveness of alternative transactions or alternative methods of complying with 
the requirements of the law; and collecting and remitting taxes levied on employees and turnover. 
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be allocated to more productive or satisfying activities and therefore represent a significant 
efficiency cost to the economy. Complexity in the tax-transfer system can also give rise to tax 
planning opportunities that add to the efficiency costs of the system and reduce its fairness 
by shifting the tax burden from one individual to another. See Box 11.1 for further discussion 
about the problem of complexity. 

To a significant extent, the complexity of the tax-transfer system and its operating costs 
(administration and compliance costs) arise from the underlying policy and legislation that 
defines the system. However, the administrative architecture and the way agencies 
implement the underlying policy and legislation can greatly influence the complexity that 
taxpayers and transfer recipients experience and the extent of their compliance costs. 

Notwithstanding the concerns expressed about the complexity of the tax-transfer system and 
the associated compliance costs, taxpayers and transfer recipients behave in ways that 
contribute to the problem by seeking special treatment or seeking to maximise their incomes 
(after taking into account taxes and transfers).  

Box 11.1: Why complexity is a problem 

Complexity in the tax-transfer system makes it harder for people to understand their 
obligations and entitlements. Unless they get professional advice, people may rely on 
simplistic rules of thumb for making judgments, such as following ‘tried and tested’ 
practices without considering whether these arrangements give the best outcomes.  

Importantly, complexity tends to have the greatest impact on those with the least capacity 
to deal with it, or the least means to get professional help. For example, it is generally 
accepted that the impact of complexity falls disproportionately upon smaller businesses. 
For these businesses and many individuals, an overly complex system can increase the risk 
of non-compliance and may impede good decision making.  

Individuals may incur additional costs (time and money) dealing with the uncertainty 
complexity creates. Some individuals may conduct their affairs to minimise the complexity 
they have to deal with — for example, by avoiding activities involving greater uncertainty 
or risk of being penalised — even if it means they pay more tax than necessary or do not 
claim benefits to which they are entitled. Those with greater financial capacity may deal 
with complexity by engaging professional help.  

System complexity may also create unintended opportunities for taxpayers and transfer 
recipients to maximise their disposable income (income less taxes plus transfers). This 
behaviour effectively increases the tax burden on others, which can undermine the fairness 
of the tax-transfer system. It can also have a broader impact on community support for the 
system and levels of voluntary compliance. Economic efficiency is also compromised 
through the diversion of resources from more productive pursuits into these planning 
activities. 
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11.2 Community concern 
There has been a lot of community concern in recent years about the complexity of the 
tax-transfer system and the level of compliance costs, particularly from the business 
community.  

In its Tax Reform Blueprint, the Australian Chamber of Commerce and Industry (ACCI 2004) 
highlighted, as two of its top five tax issues: the cost of tax compliance; and complexity in 
state taxation. It noted that surveys of business show that tax is consistently identified as a 
major problem. It drew attention to the ad hoc manner in which state taxes are applied — 
‘with different rates, exemptions and definitions applying in different States to economically 
identical transactions and assets’ — and the increased compliance costs that result for 
businesses operating across multiple jurisdictions. 

In its report to the Australian Government, the Taskforce on Reducing the Regulatory 
Burdens on Business (Australian Government 2006) noted that tax was rated by business as 
being among its highest regulatory burdens. It also noted the need to tackle the cumulative 
tax compliance burden as a strong and recurring theme of submissions to the Taskforce. 

In 2007, the Business Council of Australia and the Corporate Tax Association (BCA and 
CTA 2007) released a report outlining concerns with the division between the Australian 
Government and state tax systems. The report stated that there were up to 56 different taxes 
that Australian businesses had to deal with — 21 Australian Government taxes, 33 state taxes 
and two local government taxes — and noted that this was more than twice the number 
identified in the United Kingdom. The report drew attention to ‘the highly inefficient 
manner in which some revenues are raised’, noting that for the 92 businesses surveyed, the 
corporate income tax accounted for two-thirds of the tax borne. The remaining third was 
raised through ‘a complex array of 50 additional taxes’, some of which yielded relatively 
little revenue but involved considerable compliance costs. The report also highlighted the 
additional complexity and compliance costs due to differences in the rates and bases of 
similar taxes applied by individual States.  

Individual taxpayers and transfer recipients are also concerned at the level of complexity 
they face in the tax-transfer system. For example, a strong theme in the Joint Committee of 
Public Accounts and Audit inquiry into tax administration was the complexity of our tax 
laws and the uncertainty and costs this imposes on the community (JCPAA 2008).  

With regard to the transfer system, welfare advocacy groups such as the Australian Council 
of Social Service (ACOSS) have over the years expressed concern about the capacity of some 
vulnerable income support recipients to understand and properly deal with the 
requirements for gaining and maintaining eligibility for payments. There has also been 
ongoing concern about the impact of system complexity on outcomes for other Australians, 
such as working families who are required to estimate their future income in order to receive 
family assistance. 
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11.3 How big is the problem? 

There is no direct measure of complexity in the tax-transfer system 
While there is a community view that the tax-transfer system is complex, and the level of 
complexity has been increasing, it is very difficult to measure this complexity in an objective 
way. Proxies for complexity are often cited as evidence of the complexity of the tax-transfer 
system. These include: the number of pages of legislation; the frequency with which it is 
amended; the proportion of taxpayers using tax agents to complete their tax returns; the time 
taken to prepare tax returns; the average level of customer contact required in the 
administration of transfers; the number of administrative rulings that are required to clarify 
the law; the number of reviews of administrative decisions and the number of disputes that 
are litigated.  

These measures are at best only indicative of possible trends in complexity and each must be 
viewed with some caution. For example, while there is likely to be a positive correlation 
between the overall size of the income tax legislation and its complexity, this relationship 
does not always hold. In the late 1990s the Tax Law Improvement Project was established to 
rewrite the income tax law to make it easier to understand. The new drafting style, while 
clearer, better structured and shorter, did not involve any significant policy simplification. 
Similarly, the removal of more than 4,100 pages of ‘inoperative provisions’ from Australia’s 
income tax legislation in 2006 improved its readability. However, the reduction in 
complexity was not commensurate with the reduction in the size of the law, as it did not 
reduce the number of operative rules or their complexity. The proportion of taxpayers using 
tax agents is another frequently cited indicator of complexity in the tax system. However, the 
use of tax agents may reflect taxpayers’ assessments about the value of their time or an 
expectation of a better tax outcome if they use an agent.  

Although there are weaknesses in each of these partial measures of complexity, collectively 
the various indicators in Chart 11.1 suggest the level of complexity in the tax-transfer system 
may not have changed markedly in recent years. However, this does not provide any 
insights into whether the current levels of complexity and compliance costs are appropriate. 
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Chart 11.1: Partial indicators of complexity in the tax-transfer system  
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(a) AAT means Administrative Appeals Tribunal. 
Source: ATO, FaHCSIA and Australian Treasury estimates. 
 

Only limited data are available on administration and compliance costs 
An alternative approach to evaluating the impact of complexity in the tax-transfer system is 
through the direct assessment of administration and compliance costs. The relationship 
between them is again not necessarily a strict one. However, administration and compliance 
costs are of interest in their own right, since they represent an important part of the efficiency 
cost of the tax-transfer system.  

Administration costs 
In 2006-07, the administration costs of the ATO and state revenue offices were around 
$2.9 billion, or 0.9 per cent of the revenue collected. On the transfer side, the administration 
costs of Centrelink, which administers the Australian Government income support system, 
was around $2.5 billion in 2006-07, or 3.5 per cent of Australian Government payments. 

These figures underestimate the total administration costs associated with the tax-transfer 
system because they exclude the costs of policy formation, and the costs of other agencies 
involved in the collection of tax revenue and administration of transfers. 

Compliance costs 
Only two major studies of the costs of complying with the main Australian Government 
taxes have been conducted in Australia. These were the ATO-commissioned study by the 
Australian Taxation Studies Program (ATAX) (Evans et al, 1997) based on 1994-95 survey 
data, and an earlier study led by Jeff Pope based on 1990-91 data (Pope 1994). There has been 
no aggregate study of compliance costs in Australia since The New Tax System and the Review 
of Business Taxation reforms were implemented. 

The ATAX study found total taxpayer compliance costs in Australia in 1994-95 to be around 
1.4 per cent of GDP, slightly less than the Pope study, which estimated total taxpayer 
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compliance costs to be 2.1 per cent of GDP in 1990-91 (Table 11.1). The ATAX study found 
significant differences in compliance costs as a percentage of revenue collected between 
individuals (4.0 per cent) and businesses (9.4 per cent). It is unclear how representative these 
estimates might be of existing compliance costs because of subsequent changes in the 
structure of the tax system and the likelihood that survey respondents may not differentiate 
the incremental cost of tax compliance from other costs, such as those necessarily associated 
with running their business. 

Table 11.1: Survey estimates of aggregate taxpayer compliance costs in Australia 
 ATAX(a) Pope  
 % GDP % Tax revenue % GDP % Tax revenue 

Personal taxpayers 0.34 4.0 0.96(b) 9.2(b) 

Business taxpayers 1.02 9.4 1.14(c) 6.6(c) 

All taxpayers 1.36 7.0 2.10 11.9 
(a) All Australian Government taxes administered by the ATO. 
(b) Personal income tax. 
(c) Employers’ PAYE and PPS collections, fringe benefits tax, company income tax and wholesale sales tax. 
Source: Evans et al (1997); Pope (1994). 
 
Generally, small businesses face a higher compliance cost burden relative to the amount of 
tax they pay than large businesses. For example, the ATAX study estimated that small 
businesses incurred half of tax related business compliance costs, while contributing only 
around 13 per cent of business tax revenue.  

There are no reliable estimates of the costs incurred by transfer recipients to gain and 
maintain eligibility for payments, or the costs incurred by business in complying with 
requests for information under the social security law.  

There are many examples of complexity in the tax-transfer system 
Previous sections of this paper have identified a range of aspects of the tax-transfer system 
that involve considerable complexity, including: 

• the large number of taxes levied by governments, many of which raise relatively little 
revenue, and the lack of consistency in rates, bases and administration of similar taxes 
levied by different governments (Section 2);  

• the many differences in the income tests used to determine eligibility for different 
transfers and tax concessions (Section 7);  

• interactions between the tax and transfer systems that obscure signals about the rewards 
for working and saving (Section 7); 

• the extensive array of tax expenditures, many of which are designed to achieve non-tax 
policy objectives through the tax system (Section 2); 

• the inconsistencies in the taxation of different assets and entities (Section 8) and the 
multiplicity of arrangements for pricing Australia’s natural resources (Section 2); and  

• the difficulties in taxing cross-border flows of income (Section 8).  
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11.4 An optimal level of complexity and operating costs 

Complexity and operating costs 
A certain level of complexity and operating costs is required to implement the tax-transfer 
system in a manner that is both efficient and equitable. For example, it is recognised that 
means testing is required to ensure that transfers are targeted to those in need of assistance. 
However, at some point, equity or efficiency is likely to be compromised by increasing levels 
of complexity. There is also a limit to how much complexity individuals can bear without 
needing to engage professional assistance, particularly in a self-assessment system such as 
income tax. See Box 11.2 for a discussion of the theoretically optimal level of complexity. 

Changes in technology and the information marketplace can be an important determinant of 
society’s capacity to deal with complexity and the accepted balance between complexity and 
other policy objectives. The evolution of more advanced low-cost computer hardware and 
software, and the advent of the internet and electronic filing, have increased the capacity of 
taxpayers/recipients and administrators to deal with more sophisticated procedures and to 
deal with existing procedures at lower cost. For example, advances in information 
technology have increased the ATO’s ability to put some information into taxpayers’ tax 
returns for them.  

Box 11.2: A socially optimal level of complexity 

The socially optimal level of complexity is where the benefit of an additional unit of 
complexity just equals the cost of that additional unit of complexity. Beyond this point the 
incremental cost exceeds the incremental benefit and overall wellbeing is reduced, other 
things being equal. The difficulties in determining the optimal level of complexity are 
substantial. Careful subjective judgments are required when assessing policy choices and 
these judgments are typically made with limited information. However, it is clear that for a 
given set of policy objectives, society will be better off if those objectives are achieved with 
less complexity and lower operating costs.  

From the perspective of an individual taxpayer or transfer recipient, the optimal level of 
complexity is also influenced by any benefit they might receive from engaging in 
tax-minimising/transfer-maximising behaviour or seeking a targeted tax concession or 
enhanced transfer. This behaviour results in a higher level of complexity than is socially 
optimal. The additional costs arise from the complexity of multiple tax concessions or 
transfers and revenue or expenditure protection provisions intended to circumvent that 
behaviour. The extent to which complexity, administration costs and compliance costs 
exceed the socially optimal level will be influenced by a range of factors, including: the 
expected size of the benefit to the individual from such behaviour; community attitudes 
towards such behaviour; the extent of awareness of the broader costs of such behaviour; 
and the policy response. See Oliver and Bartley (2005) for further discussion of this issue.  

 

The allocation between administration costs and compliance costs 
To an extent, administration costs and compliance costs may be substitutes for one another. 
For instance, the move to self-assessment in the income tax system in the 1980s reduced 
administration costs while increasing compliance costs. In deciding the appropriate balance 
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between administration and compliance costs there are several important considerations. 
First, it may be more or less cost effective for particular activities to be handled by the 
administration than by individual taxpayers and transfer recipients. Second, the allocation of 
costs between the administration and taxpayers may influence behaviour by altering the 
direct cost to the taxpayer/recipient of exploring tax-minimising or transfer-maximising 
strategies. Third, the balance between administration and compliance costs has equity 
implications, since the ultimate burden of administering the tax-transfer system falls on 
taxpayers in general, rather than on specific groups of taxpayers. 

11.5 Sources of complexity and operating costs 
There is a range of factors influencing the complexity of the tax-transfer system and the 
levels of administration and compliance costs. 

Increasingly complex policy objectives  
Tax-transfer policy and its implementation is an obvious determinant of the level of system 
complexity and operating costs. More complex policy objectives tend to result in increased 
system complexity and higher operating costs. To a considerable extent, the complexity of 
tax-transfer policy is a reflection of the complexity in markets for factors of production, 
goods and services. For example, a growing number of Australian taxpayers now own 
equity investments, are involved in complicated business structures, or invest or work 
overseas. Increasing globalisation, e-commerce and financial innovation have also prompted 
more sophisticated tax rules. 

The review of Australia’s tax history in Section 4 outlined the progression over time in the 
objectives sought from tax reform, from the feasibility of administration, to revenue raising 
capacity, to improving the performance of the tax system. As one set of policy objectives is 
achieved the focus shifts to more complex policy outcomes. The Taskforce on Reducing the 
Regulatory Burdens on Business (Australian Government 2006) noted the changing needs 
and expectations of society, driven in part by increasing affluence, knowledge and an 
aversion to risk, as a key driver of increased regulation.  

Tax policy considerations may extend beyond the trade-offs between complexity, equity and 
efficiency to include other considerations. For example, the tax system is sometimes used to 
deliver non-tax policy objectives such as delivery of social security, industry assistance or 
environmental initiatives. These objectives often require targeted implementation of tax 
provisions using information that is not otherwise relevant to revenue collection.2  

Changes in social circumstances have also led to a more sophisticated transfer system. The 
increasingly complex financial and working arrangements of Australians have resulted in 
significant changes to transfer design, as have other changes to family structures and 
relationships. Policy considerations have broadened over the past two decades from a 
primary focus on poverty alleviation, to a system that also encourages self-provision 
                                                      

2 While moving these functions outside the tax system would decrease tax system complexity and operating 
costs, it may not decrease the overall level of complexity and operating costs imposed by government. This 
will be the case where the tax system is a more efficient means than an expenditure program or regulatory 
mechanism to achieve the same policy outcome. 
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(through work and saving) and is better integrated with other social services and economic 
policies. The complexity within the transfer system is seen in the different eligibility criteria, 
payment structures (including rates of payment and available supplementary payments) and 
the income and assets testing arrangements that apply to different entitlements.  

Incremental policy based on partial assessments 
Many seemingly worthwhile small changes to policy may result in the evolution of a 
tax-transfer structure that is inherently complex and potentially inconsistent (see example in 
Box 11.3). A new tax or transfer measure does not have to be complex itself to increase the 
level of system complexity and associated compliance costs. Often government is asked to 
make a ‘simple’ change to the tax law, but the compounding effect of many separate 
relatively simple tax measures can result in a complex set of interrelated provisions. 

The current system reflects the outcome of many independent choices about the trade-offs 
between simplicity, equity and efficiency. These choices are often made in a constrained 
policy environment with limited information about potential impacts, interactions with other 
parts of the law and real world practices. Incremental change has often been preferred 
because it is less disruptive than more fundamental change. A key issue is the extent to 
which these incremental policy choices, when viewed as a whole, reflect a preferred 
outcome.  
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Box 11.3: An example of complexity arising from incremental policy change 

Since its inception in 1915, many separate regimes have been added progressively to the 
income tax system to achieve an appropriate treatment of assets (Chart 11.2). These regimes 
have been added in response to concerns about the equity and efficiency of the tax system. 
As the various regimes have been added, gaps and overlaps have considerably increased the 
complexity of the income tax system and associated operating costs. They have also created 
fertile ground for tax planning and the need for revenue protection provisions.  

Chart 11.2: Asset regimes within the income tax law 

 
Source: Board of Taxation, Tax Value Method, An Overview, March 2002. 

 

The rate of change in policy and the law 
The complexity and compliance costs that taxpayers/transfer recipients experience may be 
further compounded by the rate of change in the law, whether due to the addition of new 
provisions or changes to existing provisions. The higher the rate of change, the more difficult 
and time consuming it can be for taxpayers/recipients to understand their obligations or 
entitlements. In 2004, Australian tax practitioners were surveyed on their attitudes to 
compliance costs relating to capital gains tax (CGT). The outcomes of the survey ranked the 
rate of change in the law as the third most important determinant of CGT compliance costs 
(Evans 2004) (Box 11.4). 
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Box 11.4: Sources of CGT compliance costs 
Table 11.2: Key sources of CGT compliance costs identified by tax practitioners 

Rank Factor (in descending order) 
1 Complexity of legislation 

2 The number of rules and exceptions 

3 Frequently changing legislation 

4 Record-keeping requirements 

5 Poor legislative drafting 

6 Small business concessions 

7 Valuation issues 

8 Uncertainty of application 

9 Application to different entities 

10 Other reliefs and concessions 
Source: Evans (2004). 

 
Instability in tax settings may also reduce economic efficiency by increasing the level of 
uncertainty about the expected payoffs to long term investment decisions, such as 
investment in education, retirement products, long-lived productive assets or choice of 
business structure. 

Implementation of policy 
The implementation of policy has a direct bearing on the level of certainty, transparency and 
compliance costs. The experience of the taxpayer/transfer recipient is heavily determined by 
their interactions with those who administer the policy and legislation. The approach taken 
by administrators can have a significant bearing on the complexity experienced by taxpayers 
and recipients 

Complexity will be lower where: the law and/or the administration enable people to readily 
understand the implications of their actions; policy is internally consistent and is consistent 
with broader economic objectives; and policy is well articulated and understood, so that 
people have confidence that its broad direction will be maintained. In addition to reducing 
complexity and uncertainty, transparency in the tax-transfer system imposes a degree of 
discipline on the decisions of policy makers and administrators.  

The desire for certainty about the obligations or entitlements of taxpayers/transfer recipients 
can also be an important source of complexity in the legislation. A high level of precision 
within the law potentially provides the certainty to make optimal decisions at lower cost and 
with lower risk. However, such detail can obscure what the law is trying to achieve at a 
broader level and the linkages between different parts of the law may be lost in the technical 
detail. Striking the right balance can be difficult to achieve. The drafting approach used for 
recent tax legislation reflects a preference for more principle-based rules. 

Income-maximising behaviour through the tax-transfer system 
Private incentives to maximise after tax income (in the case of businesses) or disposable 
income (in the case of individuals) are also a significant driver of complexity and operating 
costs. Individuals and other taxpayers have an incentive to voluntarily incur compliance 
costs if they expect the beneficial change in their income to outweigh the costs of achieving 
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that outcome. Such behaviour might include testing alternative income calculation methods, 
searching for effective ways to structure transactions, or engaging in other activities. The 
existence of choice in the tax-transfer system, deliberate or otherwise, can lead to increased 
operating costs, as individuals and other taxpayers seek to navigate there way through the 
available (see examples in Box 11.5). 

Box 11.5: Choosing between alternative transfers … 

There are many situations where the complexities of the transfer system present people 
with significant problems. For example, when a child turns 16 the maximum rate of Family 
Tax Benefit (FTB) Part A falls substantially and Youth Allowance becomes available for 
some families. Almost all low to middle-income families experience a reduction in 
assistance and many are faced with a choice which payment to receive. Making this choice 
is complicated: 

• the ‘at home’ rate of Youth Allowance for a 16-17 year old is lower than the maximum 
with supplement rate of FTB Part A for a 13-15 year old;  

• the Youth Allowance parental income test has a lower income test threshold and higher 
taper rate than the FTB Part A family income test;  

• children aged 16 years and over living ‘at home’ do not count for rent assistance 
purposes; and  

• eligibility for FTB Part B ceases if a full-time student attracting FTB Part B for a parent 
turns 16 and commences receiving Youth Allowance or similar income support 
payment.  

Feedback suggests many parents struggle to determine which payment choice will provide 
the greatest benefit. Compliance costs result from the time taken to understand their 
entitlements and evaluate their options.  
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… and tax concessions 

The small business CGT concessions have been identified as a key source of complexity 
with the CGT provisions (Box 11.4) Chart 11.3 shows the benefits available from the small 
business CGT concessions. Limitations on some of the small business CGT concessions, 
particularly the retirement exemption, mean that different tax outcomes arise depending 
on how the concessions are applied.  

Chart 11.3: Complexity in the small business CGT concessions 
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Individuals may also seek to reduce their tax liability, or increase their access to transfers, by 
lobbying government for preferential treatment. Lobbying may be successful because those 
seeking preferential treatment are more informed and better represented than the broader 
community. However, the community bears the direct cost, the operating costs and any loss 
of equity and efficiency. The benefit of a preferential treatment to the target group is also 
typically more easily measured, more tangible and of greater value to each 
taxpayer/recipient than the cost imposed on each member of the broader population.  
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Box 11.6: The capital allowance system 

The Review of Business Taxation (1999) identified over 37 different regimes in the income tax 
law that provided annual write-off for depreciating assets. The rules were complex, 
inconsistent and involved significant duplication. A new system based on the effective life 
of assets was proposed in A Platform for Consultation (RBT 1999) to rationalise and simplify 
these provisions.  

During consultation on the proposal, the review recognised that some variations to the 
consistent approach were necessary to preserve the current treatment for particular 
taxpayers, as well as to protect the revenue. In particular, the review reflected the then 
Government’s commitment not to disturb specific primary producer concessions by 
retaining accelerated depreciation for them.  

Since the inception of the effective life regime there have been further changes, on national 
interest grounds, with the introduction of statutory caps on the effective life of certain 
aircraft and some assets used in oil and gas production (2002), buses and trucks (2005) and 
tractors and harvesters (2007).  

The new regime has been criticised as falling well short of simplification as it merely 
repackaged, as exceptions to the new general rules, the many separate systems that existed 
previously (Dirkis and Bondfield 2004).  

 
‘Grandfathering’ (that is, preserving the treatment of pre-existing arrangements when rules 
are changed) often occurs in response to concerns about the equity and efficiency 
implications of a change in policy settings. However, it can add to the complexity of the 
tax-transfer system, particularly where its effects are long lived. For example, before the 2007 
Better Super reforms, end benefit taxation had become very complex due to successive 
grandfathering of the taxation treatment of existing contributions and earnings, as illustrated 
in Table 11.3 and discussed in Section 4.1. This grandfathering was designed to ensure that 
an individual’s accrued entitlements were not adversely affected by successive changes to 
the superannuation taxation arrangements. 

Table 11.3: Grandfathering of superannuation benefit taxation 
Year Taxation arrangement Grandfathering 
1983 Post-1983 component introduced. Tax rate applying to lump sum payments accrued 

pre-July 1983. 
 New pension deduction arrangements.  

1984 New non-qualifying component (integrity measure) 
introduced. 

 

1988 New reasonable benefit limits (RBL) system applied — 
formula based. 

 

 15 per cent tax on contributions and earnings introduced.  

1994 New RBL system applied — flat rate. Previous RBL system for amounts above flat rate. 
 New post-June 1994 invalidity component introduced. Concessional benefit component for payments 

made before 1 July 1994. 
 New undeducted purchase price introduced. Previous undeducted purchase price for existing 

balances. 

2007 Better Super reforms implemented. For 90 per cent of 
people, benefits are not subject to tax after age 60. 
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Twenty-three years after the introduction of CGT, the exemption for pre-1985 assets 
continues to add considerable complexity to the provisions. With respect to the transfer 
system, the regular practice of ‘saving’ transfer recipients from changes to income support 
arrangements that would otherwise reduce their entitlements adds to system complexity. 

For a given budgetary position, the behaviour outlined above reflects a ‘negative sum game’. 
Such behaviour shifts the tax burden from one individual to another. It results in a higher 
rate of tax applied on the remaining narrower base, typically increasing the efficiency costs 
imposed on the broader community. The added complexity increases total operating costs. 
Equity may also be compromised, though this will depend on the overall distribution of the 
preferential treatment. The net result is usually a reduction in the wellbeing of society as a 
whole. 

Income-maximising behaviour also tends to result in higher compliance monitoring and 
enforcement as well as a wider use of integrity rules in the tax-transfer system. These 
responses benefit society by preserving equity and efficiency in the tax-transfer system but 
they increase system complexity and operating costs. For instance, the existence of the cash 
economy threatens the equity of the system, but there are considerable administration and 
compliance costs involved in more active enforcement of the law. These benefits and costs 
need to be appropriately balanced. The optimal point is where the benefits of additional 
compliance activity just equal the costs it imposes. Determining this point in practice is often 
a matter of judgment. Some in the community argue that there has been too much emphasis 
on equity and efficiency through the use of integrity provisions, given the consequential 
impacts on operating costs. 

Coordination between governments 
In Australia’s federal system of government, the many taxes referred to in Section 2 are 
administered by several layers of government. For an individual, their interaction with the 
tax system is typically in terms of the Australian tax system and that of the State and local 
area in which they reside. In contrast, businesses which operate in several jurisdictions or 
nationally have to comply with a much wider range of tax systems. These businesses face a 
cumulative burden of complexity and compliance costs due to differences in the way 
essentially similar taxes are imposed in different jurisdictions. The differences between 
jurisdictions also extend to the administrative systems and procedures applied by 
governments, as well as the taxes themselves.  

For individuals, the multiplicity of transfers provided at different levels of government can 
make it difficult and time consuming to understand one’s entitlements and obligations. 

11.6 A cycle of complexity 
Many of the sources of complexity outlined above operate in a systemic manner to increase 
the complexity and compliance costs of the tax-transfer system over time. As complexity and 
compliance costs increase, their impacts become more evident to taxpayers and transfer 
recipients leading to calls to simplify the system. 

Following reform (or even during the reform process) these sources of complexity will begin 
to undermine any gains to simplicity. This ‘cycle’ of complexity is consistent with the 
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observed pressure to increase the complexity of the tax-transfer system, particularly through 
the income maximising behaviour of individuals, interspersed by periodic calls by taxpayers 
and transfer recipients for fundamental simplification (Chart 11.4).  

Chart 11.4: A cycle of complexity 

Complexity and Operating Costs

Pressure for reform

Pressure for complexity
 

 

11.7 Recent attempts to address complexity in the tax-transfer 
system 

A range of steps have been taken over the past few years, or are in the process of being 
implemented, by the Australian and state governments in an attempt to address the growing 
complexity of the tax-transfer system. These include: 

• improving the process of evaluating new policy proposals, with greater emphasis being 
given to the assessment and reporting of compliance cost impacts; 

• improving the clarity of legislation through, for example, the application of plain 
language and principles-based drafting techniques;  

• increased consultation on policy design and its implementation;  

• abolishing a number of inefficient state taxes through the Intergovernmental Agreement on 
the Reform of Commonwealth-State Financial Relations and harmonising the structure of other 
state taxes, such as payroll tax; 

• reducing the complexity and compliance costs associated with the existing stock of 
legislation through targeted measures; 

• implementing, by 2010, a single standard business reporting portal, via which business 
can provide information to all levels of government; and 

• several States setting targets to reduce the total burden of their regulation. 

At an aggregate level, the effectiveness of these steps is difficult to ascertain due to parallel 
implementation of new policy that has added to the complexity of the tax-transfer system.  

Reducing complexity through targeted measures can be hard to achieve, as it typically 
involves a trade-off between simplicity and other policy objectives and results in both 
winners and losers unless policy settings are made more generous. Broader reform provides 
an opportunity to take a systemic view of the trade-offs between simplicity and other policy 
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objectives and to balance the demands of individual stakeholders through at least partially 
compensating policy adjustments. An awareness of the factors that drive complexity and 
operating costs may assist in gaining community acceptance of the trade-offs required to 
achieve a measurable reduction in the complexity and operating costs of the tax-transfer 
system. 
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12 Household assistance measures for the 
Carbon Pollution Reduction Scheme 

Outline 

This section outlines the impacts on households of the Carbon Pollution Reduction Scheme 
and the Australian Government’s proposed household assistance measures. 

Key points 

• The Australian Government is committed to providing assistance to households for the 
introduction of the Carbon Pollution Reduction Scheme. The assistance is designed to 
help meet the overall cost of living from the scheme, especially for low-income 
households. 

• The mechanism for the delivery of assistance and the existing tax-transfer system will 
be considered by the Australia’s Future Tax System review. 

 

12.1 Impacts of the scheme on households 
The Australian Government’s Carbon Pollution Reduction Scheme Green Paper (Australian 
Government 2008c) outlines the ways in which the scheme will affect households.  

First, it will change the relative prices of goods and services faced by all households. It will 
also affect particular groups of households (such as workers in particular industries, or 
regional communities) directly through changes in production patterns in the economy, and 
may change the value of companies owned by some households. 

Price impacts 
All households will face changes in the relative prices of the goods and services that they 
purchase as carbon prices are incorporated into businesses’ cost structures. The precise 
impact of the scheme on the prices of particular goods will depend on many factors and will 
change as production practices evolve. However, as a general principle, the prices of goods 
that are emissions intensive to produce will rise relative to those that are less emissions 
intensive to produce. 

Final decisions on scheme coverage will also affect the ultimate price impacts of the scheme. 
If the initial coverage of the scheme includes all emissions sources other than those from 
agriculture and land use, and given the offsetting adjustment to fuel taxes, it is likely that 
price impacts will initially be concentrated in electricity and gas prices. The prices of other 
goods will also rise as the carbon price permeates the economy. The extent of the increase 
will depend on the emissions embodied in the production of the good or service; the extent 
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to which the threat of imports limits the ability of producers to pass through cost increases; 
and the availability of substitutes. 

Impact of structural changes 
The demand for goods which are less emissions intensive to produce or which enable firms 
to lower their carbon footprint is likely to increase. Conversely, demand for goods that are 
more emissions intensive to produce is likely to decrease. This will induce structural change 
in the economy, both initially and into the future, opening up employment opportunities in 
some industries and regions while constraining them in others. 

To some extent, these changes in production patterns are not unlike the changes that take 
place on a continual basis in any dynamic economy. The Australian economy has proven 
resilient to a wide range of domestic and international shocks in recent decades because its 
flexible structure allows resources (both capital and labour) to move between industries 
based on the market’s assessment of where they would be most productively employed. This 
flexibility has enabled a protracted period of strong economic growth, even in the face of 
sometimes quite difficult global circumstances. Australia is, therefore, well placed to manage 
changes in production patterns in response to the new challenges posed by climate 
change — the critical issue is to recognise that a flexible, responsive economy will manage 
change best and will provide new opportunities for sustained employment and economic 
growth, and higher living standards. 

However, workers and regions are generally less able to diversify their income sources than 
businesses, so it is appropriate for the Government to provide targeted assistance to address 
instances where a clear and sizeable burden might be imposed on particular segments of the 
community, such as a group of workers or a particular region.  

While existing structural adjustment measures provide a means to assist affected workers 
and regions, the Government proposes providing additional support as required through the 
Climate Change Action Fund and the Electricity Sector Adjustment Scheme. This assistance 
would be designed to facilitate structural adjustment for individual firms, workers and 
regions.  

Wealth impacts 
A more diffuse impact of the scheme on households will be through its effect on wealth. The 
scheme will affect the value of companies, increasing the value of some and reducing the 
value of others. These changes in value will ultimately flow through to the owners of 
companies. To the extent that individual households have diversified wealth holdings, the 
value of some of their assets may increase while the value of others may decrease in response 
to the introduction of the scheme. 

In taking a decision to hold wealth in a particular company, individuals must assess the 
likely risks and returns to that company. It would be inconsistent with past practice and 
inappropriate for the Government to provide compensation to households for wealth effects 
flowing from a policy decision. However, the Government’s provision of industry assistance 
measures may reduce these wealth effects to some extent. 
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12.2 Broad distributional price impacts 
The Australian Government’s Carbon Pollution Reduction Scheme Green Paper provided an 
outline of the scheme’s impact on distributional price impacts.  

The overall price impact of the scheme on an individual household’s welfare will always be 
difficult to quantify. It will depend on many factors including: 

• the carbon price (or the price of permits); 

• the extent to which the carbon costs are reflected in individual retail prices; 

• individual consumption patterns; 

• individual households’ levels of disposable income; 

• the assistance provided to households by the Government to manage the impacts of the 
scheme; and 

• the ability of households to adjust consumption patterns in response to higher carbon 
prices. For example, those households with higher disposable incomes can more readily 
access capital markets to undertake energy efficiency home improvements. This is not 
necessarily the case for households on lower incomes or with greater debt. 

12.3 Australian Government’s commitments to assist 
households 

The Carbon Pollution Reduction Scheme Green Paper outlined the Australian Government’s 
commitments to assist households. 

The revenue provided by the auctioning of the carbon pollution permits provides the 
Government with the capacity to assist Australians — households and businesses — adjust 
to the scheme.  

The Government has committed that every cent raised for the Australian Government from 
the Carbon Pollution Reduction Scheme will be used to help Australians — households and 
business — adjust to the scheme and to invest in clean energy options. 

In order to give households time to adjust to the scheme, the Government will make an 
offsetting cut in fuel taxes as part of a broader on-going response to the rise in the cost of 
transport fuel which continues to strongly affect Australian households and transport 
businesses. The Government will cut fuel taxes on a cent for cent basis to offset the initial 
price impact on fuel associated with the introduction of the scheme. The Government will 
periodically assess the adequacy of this measure for three years and adjust this offset 
accordingly. At the end of the three year period the Government will review this adjustment 
mechanism. 

The Government is also committed to provide low-income households with increases in 
assistance through the tax and payment system and all households with other assistance to 
address the impact on their living standards.  
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The Australian Government is committed to: 

• Increase payments, above automatic indexation, to people in receipt of pensioner, carer, 
senior and allowance benefits and provide other assistance to meet the overall increase in 
the cost of living flowing from the scheme. 

• Increase assistance to other low-income households through the tax-transfer system to 
meet the overall increase in the cost of living flowing from the scheme.  

• Provide assistance to middle-income households to help them meet any overall increase 
in the cost of living flowing from the scheme.  

• Review annually in the Budget context the adequacy of payments to beneficiaries and 
recipients of family assistance to assist households with the overall impacts of the scheme, 
noting that these payments are automatically indexed to reflect changes in the cost of 
living. 

• Provide additional support through the introduction of energy efficiency measures and 
consumer information to help households take practical action to reduce energy use and 
save on energy bills so that all can make a contribution. 

As long as support to households takes the form of cash or measures that are not linked to 
the amounts of specific emissions-intensive products that are consumed (such as electricity 
or gas), this assistance should not blunt the incentives for households to change their 
behaviour in ways that result in lower emissions. In relation to fuel, given recent significant 
increases in global energy prices and the current cost of living pressures facing households, 
the Government recognises that households already face strong incentives to reduce their 
fuel use.  

The Australia’s Future Tax System review will consider the mechanism for delivering 
assistance for the Carbon Pollution Reduction Scheme. This will include consideration of 
how assistance will interact with existing: 

• transfers; 

• income tax arrangements; and 

• taxes on fuel. 
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Appendix A: Terms of reference 

Australia’s Future Tax System  

Objectives and scope 
1. The tax system serves an important role in funding the quality public services that 
benefit individual members of the community as well as the economy more broadly. 
Through its design it can have an important impact on the growth rate and allocation of 
resources in the economy.  

2. Raising revenue should be done so as to do least harm to economic efficiency, provide 
equity (horizontal, vertical and inter-generational), and minimise complexity for taxpayers 
and the community.  

3. The comprehensive review of Australia’s tax system will examine and make 
recommendations to create a tax structure that will position Australia to deal with the 
demographic, social, economic and environmental challenges of the 21st century and 
enhance Australia’s economic and social outcomes. The review will consider:  

3.1. the appropriate balance between taxation of the returns from work, investment 
and savings, consumption (excluding the GST) and the role to be played by 
environmental taxes;  

3.2. improvements to the tax and transfer payment system for individuals and 
working families, including those for retirees;  

3.3. enhancing the taxation of savings, assets and investments, including the role and 
structure of company taxation;  

3.4. enhancing the taxation arrangements on consumption (including excise taxes), 
property (including housing), and other forms of taxation collected primarily by the 
States;  

3.5. simplifying the tax system, including consideration of appropriate administrative 
arrangements across the Australian Federation; and  

3.6. the interrelationships between these systems as well as the proposed emissions 
trading system.  

4. The review should make coherent recommendations to enhance overall economic, 
social and environmental wellbeing, with a particular focus on ensuring there are 
appropriate incentives for:  

4.1. workforce participation and skill formation;  
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4.2. individuals to save and provide for their future, including access to affordable 
housing;  

4.3. investment and the promotion of efficient resource allocation to enhance 
productivity and international competitiveness; and  

4.4. reducing tax system complexity and compliance costs.  

5. The review will reflect the Government’s policy not to increase the rate or broaden the 
base of the GST; preserve tax-free superannuation payments for the over 60s; and the 
announced aspirational personal income tax goals.  

6. The review’s recommendations should not presume a smaller general government 
sector and should be consistent with the Government’s tax to GDP commitments.  

7. The review should take into account the relationships of the tax system with the 
transfer payments system and other social support payments, rules and concessions, with a 
view to improving incentives to work, reducing complexity and maintaining cohesion. 

8. The review should take into account recent international trends to lower headline rates 
of tax and apply them across a broader base, as well as domestic and global economic and 
social developments and their impact on the Australian economy.  

9. The review will also incorporate consideration of all relevant tax expenditures.  

Composition and consultation  
10. The Review Panel will be chaired by the Secretary to the Treasury, Dr Ken Henry AC 
and will also comprise Mr Greg Smith (Australian Catholic University); Dr Jeff Harmer 
(Secretary of the Department of Families, Housing, Community Services and Indigenous 
Affairs), Heather Ridout (Australian Industry Group), and Professor John Piggott 
(University of New South Wales).  

11. The Review Panel will be supported by a working group from within the Treasury, 
with representation from the Department of Families, Housing, Community Services and 
Indigenous Affairs, and drawing on other Australian government and state agencies as 
appropriate.  

12. The Chair may task members of the Review Panel to oversee programs of work related 
to their field of expertise.  

13. The Review Panel will consult the public to allow for community and business input.  

14. The review will also, where necessary, draw on external expertise and shall have the 
cooperation of state governments and their Treasuries as well as relevant COAG working 
groups.  

15. The Minister for Families, Housing, Community Services and Indigenous Affairs will 
provide input on issues related to transfer payments, family assistance and retirement 
incomes.  
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Structure and timing 
16. The review process will be conducted in several stages. These will follow the release of 
an initial discussion paper by Treasury on the architecture of the tax system and an 
examination of the existing tax rates and bases (excluding the GST). The paper will be 
released by the end of July 2008.  

17. The Review Panel will provide a final report to the Treasurer by the end of 2009. The 
Government will respond in a timely way to the tax review’s recommendations as they are 
released. 
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Appendix B: What are the potential tax bases? 

Summary 

This appendix relates the three tax bases of labour, capital and land, to the traditional 
income and consumption tax bases often discussed in the literature on tax policy. It also 
presents an intertemporal analysis of the traditional income and consumption tax bases. 

 

Factors of production 
While there are at least a hundred taxes, they all ultimately fall on returns to owners of three 
possible factors of production; land or other naturally endowed resources (R), labour (L) or 
produced capital (K). The earnings of each of these factors make up the income of 
individuals, and when added up over the whole resident population for a given time period 
(t), the income of the nation (Y): 

t t t t(1) Y  = rR  + iK  + wL   

where r is the return to resources, i is the return to capital and w is the return to labour. 

This framework allows for an analysis of the relationship between the two main broad bases 
of income and consumption. 

Income taxation base 

Result 

Comprehensive income taxation falls on the earnings of the providers of capital, natural 
resources and labour. 

 
Moving closer to a comprehensive tax base treatment of income taxation has been the goal of 
many tax reform proposals (for example, the 1985 tax reforms), since the work of George van 
Schanz in the late 1890s which was further developed by Haig (1921) and Simons (1938).  

According to the Schanz-Haig-Simons income definition, the income tax base is the total 
amount that an individual can devote to consumption in a given period (C) plus the increase 
in the economic wealth between that period and the next ( WΔ ). Based on this benchmark, 
income is:  

t

t+1 t t

(2) C  + W
where W = W - W  = S
Δ

Δ
 

tW is the stock of wealth in period t and tS  is the amount saved in period t for future 
consumption which is equivalent to the increase in wealth by definition. 
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Taxing income comprehensively means taxing income from all sources — land, labour and 
capital. This includes cash flows to individuals, such as wages, interest and dividends, as 
well as accruing capital gains and imputed rent from owner occupied dwellings.  

The comprehensive income base can therefore be equivalently defined by (1) or (2) and the 
relationship is clear between the Schanz-Haig-Simons income tax base and the three tax 
bases of labour, capital and land: 

t t t t

t

(3) rR  + iK  + wL  = C  + W
= Y

Δ

 

Thus, comprehensive income taxation in the Schanz-Haig-Simons sense falls on the earnings 
of the providers of capital, natural resources and labour and is equivalent to a consumption 
tax plus a wealth tax.  

Expenditure tax base 
The other potentially broad taxation base is consumption or expenditure, which can be 
traced back to Mill (1848) and Fisher (1937). Consumption is a component of income and can 
be derived by excluding changes in wealth (referred to by Fisher as ‘accruals’) from the 
comprehensive income tax base. This can be seen by rearranging (3): 

t t t(4)  Y  - S  = C   

The ideal consumption base involves domestic rents and wage labour. If there are no 
domestic rents, then the consumption base is effectively labour income.  

Result 

A tax on consumption is equivalent to a tax on labour under strict conditions. 

 
To illustrate this result, consider a two-period model of a closed economy (see Box B.1 for a 
discussion of model assumptions). In period t, assuming no existing capital or accumulated 
savings, income is equal to: 

t t(5)  Y  = wL   
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Of this income a proportion α is saved for future consumption. Assume it is saved through 
the acquisition of land (R) and capital (K), such that: 

t t t

t t

(6)  S  = αY = αwL
= R +K

  

Box B.1: Generalising assumptions of the two-period model 

The story as told by the two-period model in this appendix assumes (i) a starting point 
with no capital or accumulated saving, (ii) the rate of return equals the discount rate, and 
(iii) a closed economy. The equivalence of a consumption tax and a labour tax for the 
two-period model holds only under strict assumptions of no pre-existing savings, common 
tax rates across periods and no windfall gains or losses on future savings 
(Freebairn and Valenzuela 1998). 

For the reality of prior savings, the relaxation of (i) strengthens the results of this model 
from an efficiency perspective. A consumption tax versus the wage tax has an efficiency 
dividend by taxing previous period decisions to save which cannot be reversed. That is, 
this form of double taxation1 of prior savings does not alter decisions and therefore there 
are no efficiency losses.  

For the reality of rents above the discount rate, and the relaxation of (ii), note that in the 
long run, rents and interest on capital or naturally endowed resources will equal return on 
savings, but there may be timing differences so that for sustained periods of time rents are 
above normal returns to capital. In such circumstances, the consumption tax base is greater 
than simple wage income as it captures rents.  

An important qualification in relaxing (iii) and moving to an open economy is that a 
consumption tax is a destination base whereas a labour tax has an origin base. Thus 
offsetting exchange rate adjustments are required for equilibrium and similarity.2 

 
Consumption in period t equals: 

t t(7)  C  = (1-α)wL  

Let savings invested in land (R) generate a return r and capital (K) generate a return i. Thus 
income in period t+1 is given by: 

t+1 t+1 t t(8)  Y  = wL +rR +iK  

In period t+1, all income and savings from prior years is consumed. 

                                                      

1 The double taxation of the existing wealth stock in the consumption tax context is different to the concept of 
the ‘double taxation of savings’ in the income tax context (which does have an efficiency cost).  

2 After offsetting exchange rate adjustments, border adjustments (as under a pure consumption tax) on balance 
have real but small impacts on capital flows and revenues cf Auerbach (1997) and Auerbach (2005). 
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t+1 t+1 t t(9)  C  = wL + (1+r)R + (1+i)K   

Discounted to period t dollars using rate d, this is equivalent to: 

t+1 t+1 t tC wL  + (1+r)R + (1+i)K(10)   =  
(1+d) (1+d)

 

Where there are no domestic rents (r = i = d), consumption over the two periods (in 
period t dollars) is equal to: 

t+1
t

t+1 t t
t

C(11) C = C  +  
(1+r)

wL (1+r)(R +K )         = (1- )wL + +  
(1+r) (1+r)

α

∑
 

Substituting (6) into (11):  

t+1
t t

t+1
t

wL(12) C = (1- )wL + + wL  
(1+r)

wL= wL +
(1+r)

α α∑
 

From (12), we observe that the consumption base can be expressed as the present value of 
labour income. Therefore, in the absence of rents, a tax on consumption is equivalent to a 
labour tax.  

Income or consumption taxation — intertemporal analysis 

Summary 

The two-period model can be extended to show that the choice of the income or the 
consumption tax base can affect the intertemporal pattern of revenue collections in spite of 
revenue neutrality. 

 
To see this more clearly, consider the two-period model of a closed economy presented 
earlier. In period t, assuming no existing capital or accumulated savings, the government 
introduces a uniform and proportional income tax rate (0<τy<1). The revenue collected from 
the income tax base ( yT ) in period t is equal to: 

y
t t t(13)  T  = Y  = wLy yτ τ  

A proportion α is saved out of disposable income for future consumption:  

t t t(14)  S  = α(1 )Y = (1- )wLy yτ α τ−  

where S is savings. 
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Assuming S generates a return r (no domestic rents), income in period t+1 before income tax 
is imposed for that year is given by: 

t+1 t+1 t t+1 t(15)  Y  = wL +rS wL +r (1- )wLyα τ=  

The revenue collected from the income tax base ( yT ) in period t+1 is: 

y
t+1 t+1 t+1 t(16)  T  = Y  = [wL +r (1- )wL ]y y yτ τ α τ  

Thus the present value of government revenues collected from an income tax base (Gy) is: 

y -1 y
y t t+1

1
t+1 t

(17) G  = T +(1+r) T

r(1- )
    = w[(1 r) L + (1+ )L ]

(1 r)
y

y

α τ
τ −+

+

 

Compare this to the case where a uniform and proportional uniform tax rate (0<τc<1) is 
imposed on consumption. The revenue collected from the consumption tax base ( cT ) in 
period one is equal to: 

c
t c t c t(18)  T  = C  = (1-α)wLτ τ  

Savings in period t is denoted by: 

t t t(19)  S  = αY = αwL  

S generates a return r (no domestic rents). So income in period t+1 before tax is: 

t+1 t+1 t(20)  Y = wL +rS  

In period t+1, all income and savings from prior years is consumed. 

t+1 t+1 t t+1 t(21)  C  = wL + (1+r)S wL + (1+r) wLα=  

The revenue collected from the consumption tax base ( cT ) in period t+1 is equal to: 

c
t+1 c t+1 c t+1 t(22)  T  = C  = [wL + (1+r) wL ]τ τ α  

Thus the present value of government revenues collected from a consumption tax base (Gc) 
is: 

c -1 c
c t t+1

-1
c t+1 t

(23) G  = T +(1+r) T

      = w[(1+r) L + L ]τ
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To summarise, the table below sets out the revenue collections each year under the two tax 
regimes in period t dollars: 

Period Income tax collected Consumption tax collected 

t  y twLτ  c t(1-α)wLτ  

t+1  y1
y t+1 t

r(1- )
w[(1 r) L + αL ]

(1 r)
τ

τ −+
+

 -1
c t+1 tw[(1+r) L + αL ]τ  

 
We observe that in period t, whether income taxes collected ( y twLτ ) is greater than the 
consumption tax collected ( c t(1-α)wLτ ) depends on the savings ratio, the consumption tax 
rate and the income tax rate levied. In period t+1 when savings are drawn down, the 
consumption tax revenue is greater than income tax revenue if: 

c

r(1- )
(24) 

(1 r)
y

y

τ
τ τ

⎡ ⎤
> ⎢ ⎥+⎣ ⎦

 

cwhere  and  are between zero and one and r is positive.yτ τ  

For better comparability, set the consumption tax rate such that the present value of revenue 
collected through an income tax is the same as the present value of revenue collected 
through a consumption tax. That is, assuming that c yG  = G : 

1 -1
t+1 t c t+1 t

αr(1- )
(25) w[(1 r) L + (1+ )L ] = w[(1+r) L + L ]

(1 r)
y

y

τ
τ τ−+

+
 

Equation (25) can be rearranged to give the consumption tax rate which satisfies revenue 
neutrality between the income tax and the consumption tax: 

t+1 t
c

t+1 t

L [(1 r) r(1- )]L
(26) =

L (1 r)L
y

y

α τ
τ τ

+ + +⎧ ⎫
⎨ ⎬+ +⎩ ⎭

 

Where α,r>0 and the income tax rate is between zero and 1, the term r(1- )y yτ α τ  in equation 
(26) representing the double taxation of savings will always be positive. Thus under the 
revenue neutral constraint the income tax rate is less than the consumption tax rate.  

This is an important result. It illustrates that under a comprehensive income tax and given 
revenue neutrality, a lower tax rate is possible because of the broader base driven largely by 
the double taxation of savings, and thus a reliance on capital income taxation, which distorts 
the relative price of future consumption. 

The analysis above is also pertinent in illustrating the pattern of revenue collections in the 
context of an economy facing demographic challenges such as demographic shifts and 
population ageing.  

To see this more clearly and for simplicity of presentation, as an extreme example, suppose 
that in period t+1 all labour factors in the economy are retired (that is, let t+1L  = 0 ). The 
revenue collected in period t+1 under the two regimes in period t dollars is given by: 



Appendix B: What are the potential tax bases?  
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Period Income tax collected Consumption tax collected 

t+1  t

r(1- )
wL

(1 r)
y

y

τ
τ α

⎡ ⎤
⎢ ⎥+⎣ ⎦

 t

r(1- )
1 wL

(1 r)
y

y

α τ
τ α

⎡ ⎤
+⎢ ⎥+⎣ ⎦

 

 
It is implied that the revenue raised from the income tax in period t+1 would be a fraction 
( r(1- )/(1+r)yτ compared to 1 r(1- )/(1 r)yα τ+ + ) of the revenue collected under a consumption 
tax. Note that if r was 50 per cent3, α was 50 per cent, τ was 30 per cent, this model suggests 
that an income tax would only collect around 20 per cent of the revenue that would be 
collected under a consumption tax in period t+1 where all labour is retired and the stock of 
savings is being fully consumed. 

                                                      

3 A period in the two-period model can represent many years. 
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