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The first major publication from the Henry Review’s secretariat ‘Architecture of Australia's Tax and Transfer System’ (August 2008) made clear how skewed is the distribution of wealth in Australia. Wealth is much more unequally distributed than income, such that the top ten percent of wealth holders receive no less than 53 percent of all capital income. By contrast, the top 10 percent of wage earners receive 28 percent of all labour income.  So taxation of asset income is vitally important if the tax system is to be redistributive.  

It is also vital if the tax system is to raise enough revenue.  Total household net wealth is estimated as $5 trillion, and if these assets were conservatively deemed to yield an average 5 percent per annum this translates into a tax base of $250 billion annually. Taxed at 35% the potential yield is $87 billion.  Currently, most of this wealth is lightly taxed, as reflected in the Treasury estimate that there are over $100 billion in tax expenditures: monies which are not collected but could be if the income tax base were fully comprehensive.
The Henry Review of the tax system creates a clear break with past views on the taxation of capital incomes.  The 1974 Asprey review suggested reforms based on comprehensive income tax principles, which imply that labour and capital incomes should be taxed similarly.  The 1986 Keating reforms were also based on this underlying view.  But the opposite view now becoming very influential in tax theory is that capital income taxation discriminates against savers and undermines capital formation, implying that we should move in the direction of expenditure taxation.  
The underlying logic of expenditure taxation is that there is no effective tax on capital income: it leaves the return on saving equal to the underlying yield on the assets which it finances.  Expenditure taxes can be levied at flat rates on consumption, as in the GST, at progressive rates on consumption, as in the cash flow form of direct consumption tax, at flat rates on payroll, or at progressive rates as in the income tax with no taxation of savings yield.
Australia’s so-called income tax system is actually a hybrid of income and expenditure taxes, there being little or no tax on private housing, little effective tax on superannuation and investment housing, and concessional rates on capital gains.  The Henry Report recommends that these hybrid tax features broadly continue and in fact be extended, with lighter taxation of savings and rental incomes (but some wind back of negative gearing). This would mean that the current situation whereby there are nearly $100 billion per annum of tax expenditures relative to the comprehensive income ideal would continue indefinitely. Indeed, on the Henry Review logic, most of these are not tax expenditures at all.
The Henry Report justifies the continuation of this hybrid tax system by reference to a chart (A1-6, part 2 p12) showing that income taxation creates a bias against consuming in the future as compared to current consumption, and the bias increases the longer consumption is deferred. Tax theorists have long been aware of this bias under an income base, but there is much less consensus as to whether it actually creates a problem that should be addressed.

The Henry Report implicitly maintains the myth that wealth is the product of past labour incomes combined with a propensity for saving, and such propensity should receive its just reward.  In the real world the sources of wealth are many and varied, with bequest, borderline legality and plain dumb luck not inconsequential.

The issue is this:  if the tax bias against saving is to be totally removed it implies that there should be no taxation of capital incomes.  Only labour incomes, or equivalently consumption, should be taxed.  But taxation of labour incomes also produces a bias, in this case against paid work and towards leisure or informal (household) work. Which bias is more damaging no-one agrees on.  In principle “optimal tax’ analysis can be used to resolve this issue but the findings of such analysis depend on its underlying assumptions and can run counter to people’s intuitive notions of a fair tax system: for example, the result that tall people should face higher tax rates than short people, men more than women and so on. 
There is considerable evidence that aggregate savings are pretty inelastic (unresponsive) to changes in the real net yield.  So taxing the yield on savings produces the closest thing to a free kick in tax policy since such taxation has little impact on behaviour and is dramatically equalising in terms of the income share accruing to the well-off.  The Henry Report’s coverage of these trade-offs is quite inadequate. While the Report was concerned that mobile international capital should not face high tax rates, it seems to extend this concern to quite immobile domestic savings.
There is another issue.  Australia already taxes payrolls and consumption, and if it were felt that these were better taxes than the income tax (because of their not impacting on savings yields) it is quite possible to alter the relative weight of these three taxes.  In this light the role of the income tax in the mix is to actually have one component which falls on savings yield.

Moreover even a proportional tax on asset income is much more redistributive than the same tax on labour incomes, so achieving effective redistribution via the tax-transfer system is that much easier if asset income is part of the tax base. This is explicitly recognised in the pension means test, but the Review explicitly argues that different principles should apply to measuring the ability to pay of tax-payers than apply to measuring the means of welfare recipients. This is a matter of contention.
The report is inconsistent in other ways.  The tax bias against savings applies both in the short and in the long term, and if it were really thought to be a problem the logical recommendation is that we should more away from income taxation in its entirety and towards a direct progressive consumption tax of the cash-flow variety.  Such taxes have been recommended by tax inquiries overseas and are now well understood.  Many people think they offer possibilities for considerable tax simplification.  Yet the Henry report doesn’t go down this track, preferring to stick with a hybrid income tax with arbitrary bits of concessionality for capital incomes. Such a hybrid inevitably discriminates between asset classes and gives rise to significant tax induced distortions.  It is widely agreed that such asset allocation distortions are far more damaging than any distortions arising from the taxation of asset incomes in aggregate.
Perhaps subconsciously appalled by where they ended up, the Henry Review were attracted to tacking on a bequest tax to their hybrid income tax system, which I interpret as helping redress the continuing adverse implications for wealth distribution implied by their main recommendations.

We propose a different set of reform priorities.  A conventional approach, based in income tax principles, is to move to more fully tax asset incomes and reduce tax expenditures.  This would include for example reducing the capital gains discounts, heavier taxation of superannuation and including some housing capital gains in the tax base.  More radical variants on this approach include using deeming (as used in the pension means test, and which the Henry Review wish to see expanded in that context)) to tax assets which currently provide real benefits for their owners – like geared property investments – but nonetheless escape tax.  Deeming is of course a form of annual wealth taxation. 
A more radical sub-option is to tax capital gains on an accrual basis, an approach which tax theorists are now beginning to concede is increasingly practical. Such changes could, in combination, finance large income tax cuts spread across the whole population, and redistribute from the well-off to those struggling to gain a foothold in the housing market or to pay expensive rents.
The alternative approach is to move to a direct expenditure tax of the cash-flow variety and supplement it with an annual wealth tax, as advocated for example by the Meade Committee in the UK in 1978.  A variant of this approach is an income tax with savings yield exempt and comprehensive deeming, with deemed yield added to wage income to give assessable income. The former is the better approach but has more transitional difficulties. Ironically, such taxes come very close in their underlying economics to the comprehensive income tax.  But they may be the most practicable means of implementing such a tax, and could have significant benefits in terms of tax simplification, administration, compliance and equity. What should not happen is that we move away completely from the principle that capital income should be taxed.
