PERSONAL INCOME TAX: THE AFTS PROPOSALS
John Freebairn, The University of Melbourne
Tel: 03-8344-6414 
Email: j.freebairn@unimelb.edu.au  

The review of Australia’s Future Tax System (AFTS), also known as the Henry Review, proposes radical but sensible changes to the taxation of personal income. These include taxing all forms of labour remuneration as wages and salaries, a separate and lower system of taxation of most forms of capital income, a simplified tax rate schedule which removes the Medicare levy and the various tax offsets, and moves to greater simplification. If adopted, the proposals would make important steps to a simpler, fairer and more efficient system of taxation of personal income.

The government in its May 2 Tax Policy Statement largely passes for future consideration the taxation of personal income. The one exception is that its proposed changes to the taxation of superannuation adopt only a part of the reforms proposed in AFTS.

For labour income, the AFTS proposes that all forms of labour remuneration be taxed identically at the personal income tax rate. Remuneration taken as fringe benefits, employer payments into superannuation (including the compulsory superannuation levy guarantee and salary sacrifice) and lump sums would be treated in the same way as wages and salaries. At the same time, concessional tax expenditures in the measurement of fringe benefits and lower taxation of some lump sums and allowances for location in remote areas would be eliminated. The broader and more comprehensive tax base would fund lower tax rates. There would be some losers, and particularly those making extensive use of the current tax expenditures, and here some political good selling and courage is required. If adopted, these proposals would mean a fairer, simpler and more efficient tax treatment of labour remuneration.
In the case of superannuation, the AFTS proposal would mean replacing the current flat rate 15 per cent tax on all employer contributions, regardless of income level with a progressive rate schedule that applies to all other forms of household saving. The government in its May 2 proposal has both usurped and botched this proposal by retaining the 15 per cent flat tax, but effectively reducing the rate to zero for low income individuals of up to $37,500 a year, but still retaining a large tax concession for high income individuals. 
Included in the AFTS proposals are a number of recommendations to simplify the personal income tax. One proposal is to replace the current set of ad hoc work related expenses with either a lump sum or a sum proportional to labour income, but retaining the option of detailed deduction claims. The objective is to reduce the number of taxpayers, 72 per cent at present, who use professional advice to complete their tax forms.  

For capital income, or the returns on household savings, the AFTS proposes quite radical reforms aimed at reducing, but not eliminating, the different effective tax rates on different savings options. The current prepaid consumption tax treatment of investment in owner occupied homes is to be retained (namely invest after tax income with no further tax on imputed rent or capital gains, and no deductions for expenses such as mortgage interest and rates). The proposed AFTS tax treatment of superannuation would move close to that of owner occupied housing, namely the investment from after personal income tax income (versus the current 15 per cent flat tax), with a flat rate tax credit, and then a rate of 7.5 per cent on fund earnings (versus 15 per cent now). Greater neutrality and simplicity would be achieved by taxing super the same way as owner occupied housing, that is, tax inflows at the personal tax rate, no further concessions or government co-payments, no tax on fund earnings, and no tax on withdrawals after age pension eligibility age.

Turning to other forms of capital income, including interest on bank and other financial deposits, dividends, the returns on property investments (but not owner occupied homes), and capital gains, the AFTS proposes a 40 per cent discount on the personal income tax rate. The discount is to remove from taxation returns which offset the effects of inflation, so that tax is applied only on real income. The discount rate assumes an average market or nominal rate of return (to cover the eroding effect of inflation plus the real return for deferring consumption) of 6 per cent and the Reserve Bank’s target inflation rate of around 2.5 per cent per annum. In the case of property investments, most of the current arbitrage opportunity between the immediate deduction of expenses, including debt interest, and the deferred payment of realised capital gains at a 50 per cent rate will be largely eliminated; both the expenses and the income would be reduced by 40 per cent. The imputation system for dividends is to be retained. These shorter term saving options still will be taxed more heavily than saving placed in owner occupied homes and superannuation with longer term provision of retirement income objectives, but the gap would be reduced.
More radical options to place all household savings on a neutral tax footing, such as the dual income tax system now operating in a number of Nordic countries, was considered too ambitious without substantial further analysis by AFTS.

The AFTS proposes a major rationalisation and simplification of the personal income tax rate schedule. In particular, it proposes a three step schedule with a tax free threshold of $20,000 a year, then a 35 per cent rate to apply to an estimated 97 per cent of taxpayers, and a top rate of 45 per cent for income above $180,000 a year.

Gone would be the Medicare Levy, which is really an anomaly and not a real hypothecated tax to fund government health expenditures, and the various tax offsets, including the low income tax offset, the senior Australians tax offset and the mature age worker tax offset. These later changes result in greater simplicity and transparency, and they reduce some very high effective marginal tax rates when the Medicare Levy and the tax offsets are recaptured or phased out. In turn, the lower tax rates provide more attractive incentives for workforce participation, and particularly for single parents, married women with young children, and the mature aged.

The AFTS does not provide estimates of the overall revenue effects, and the distribution of winners and losers, of the proposed package of personal income tax reforms. Against the costs to revenue (and wins to households) of the lower tax rates are the gains of a broader and more comprehensive tax base with elimination of many tax expenditures and the removal of the tax offsets.    
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