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Preface
This Issues Paper has been prepared by TaxWatch for the National Tax Reform Symposium. 
TaxWatch is a community information service on tax policy issues which affect social justice. It focuses mainly on issues which have a substantial impact on the lives of low and middle-income Australians and it seeks to provide information in a comprehensible, reliable and up-to-date manner. It does not give advice to individual taxpayers or provide detailed technical information which is already readily available to people who are directly affected. 

TaxWatch is based at the University of New South Wales and Monash University. The Convenor is Prof Julian Disney and the Academic Advisory Panel comprises Prof Chris Evans (University of NSW), Prof John Freebairn (University of Melbourne), Prof Rick Krever (Monash University), Ian McAuley (University of Canberra), Cameron Rider (Allens Arthur Robinson), Rosanna Scutella (University of Melbourne) and Julie Smith (Australian National University). While the Panel members' advice is invaluable, they are not responsible, of course, for the final content of TaxWatch publications.

The Inaugural Sponsor of TaxWatch is the Morawetz Social Justice Fund.
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AN INTRODUCTORY OVERVIEW

This introductory section aims to provide a background to discussions at the Symposium by suggesting a principal goal which the Australian tax system should seek to achieve, outlining some aspects of the current system which create problems, and canvassing some possible directions for action which could be pursued to address these problems. It concludes by outlining some key differences between our system and those in most other developed countries. 

A Principal Goal

An appropriate overall goal for the taxation system could be to promote sustainable economic and social development which will provide benefits for all Australians on an efficient and equitable basis. This includes generating adequate levels of revenue and exerting appropriate influences on individual and corporate decision-making.

Some Key Problems
Although Australia's taxation system has some very good features, it also has substantial weaknesses. Amongst other things, there are strong grounds for concluding that key aspects of the system

· promote excessive speculation in asset prices (especially in real estate and financial markets), rather than long-term investment in enterprises which generate ongoing profits or other income streams;

· encourage excessive borrowing, especially from overseas;

· inflate house prices and rents, as well as encouraging inefficient housing use; 

· unduly discourage and penalise some lower-income people who are trying to re-enter the workforce or increase their working hours;

· aggravate environmental damage and lead to patterns of urban development which harm productivity and work/life balance;

· exacerbate unfairness and divisive pressures within the community, rather than promoting social inclusion and equity;

· discourage important forms of saving for people of modest means;

· provide excessive opportunities for tax avoidance and evasion, often involving complex and wasteful processes.
These problems reflect substantial biases in the system towards

· assets rather than income;

· financing through debt rather than savings or equity; 

· retirement saving rather than saving for other purposes;

· home purchase rather than other forms of investment;

· wealthy people rather than people of more modest means; 
· overseas rather than Australian investors;
· income from gifts, bequests and investment rather than wages and salaries;

· cars rather than other forms of transport.

SOME KEY DIRECTIONS FOR ACTION
These problems require improvements to be made in the efficiency, equity and simplicity of the system. Key directions for action could include

· strengthening the system's capacity to provide sufficient revenue for public investment and other expenditure and to adjust that level for future needs (eg, arising from an aging population); 

· removing or reducing unjustifiable distortions in the treatment of different kinds of income, assets and usage (eg, between different types of investment income or different kinds of resource use);

· removing or reducing distortions, concessions or loopholes which unjustifiably aggravate disparities in income and wealth (eg, by putting an upper limit on tax exemptions and providing progressive payments or tax credits rather than regressive concessions);

· simplifying the system, especially its impact on taxpayers' actions (eg, by removing unnecessary variations in tax treatment and closing off avenues for complex tax minimisation);

· ensuring that encouragement or discouragement of particular economic or social activity (eg, home purchase, saving, vehicle use) is provided on a cost-effective, equitable and sustainable basis;

· responding to international tax trends on the basis of objective analysis and long-term perspectives (eg, taking account of all relevant aspects of the tax systems, and stages of development, of the countries with which comparisons are made).

Key reforms are more likely to be achievable if they form part of an integrated and balanced package, possibly including spending initiatives as well as tax measures. This could include 

· reducing gaps in the range of income, assets, goods or services to which a particular tax applies (ie, "base broadening") while also reducing the rate at which the tax is levied; 

· increasing the base or rate of a tax, or introducing a new tax, while also improving important public services; 

· strengthening some taxation of people's assets while also reducing some taxation of their incomes; 

· reducing tax benefits for some stages of people's lives while also strengthening benefits for other stages.

SOME INTERNATIONAL COMPARISONS
Key differences between Australia and other comparable OECD countries include:
· the overall level of tax revenue per capita is much lower than the OECD average and than almost all comparable countries (including the US);

· most other countries require employers and employees to pay social security contributions (often larger than their corporate income taxes and much more than our compulsory superannuation contributions);

· unlike almost all other countries, personal income tax is reduced by the full amount of corporate tax paid on income distributed as dividends ("dividend imputation”);

· most other countries have gift and estate duties, and a number have annual taxes on total asset-holdings;

· most other countries have higher GST rates.

Further information about comparisons between the tax systems in Australia and other countries can be found in two papers by TaxWatch: Some Comparative Perspectives on the Australian Tax System and Aspects of the Australian Tax System: A Preliminary Outline. Both papers are available at www.taxwatch.org.au 
THE STRUCTURE OF THIS PAPER
The following sections of this Issues Paper summarise some possible problems and reforms in relation to the topics dealt with in the respective sessions of the Symposium. The problems and reforms are drawn from a wide range of sources but do not aim to be comprehensive or detailed. They are provided principally as an introduction and background to the panel presentations and discussions at the Symposium. They do not necessarily reflect the views of TaxWatch or member organisations of the Community Tax Forum.

LAND AND HOUSING

INTRODUCTION 

This topic includes the following aspects of the current tax and transfer system which affect land and housing: 

· capital gains tax;

· land tax;

· stamp duty on real estate transactions;

· the pension assets test;

· rental investment incentives;
· deductibility of investment expenses.
SOME POSSIBLE PROBLEMS

Home purchase
· the exemption of all principal residences from capital gains tax provides uncapped opportunities for tax avoidance through purchasing very expensive homes, thereby helping to inflate house prices and distort patterns of investment;

· the uncapped exemption aggravates inequity because it is more readily available to higher earners who can afford to buy an expensive home and its value per dollar invested is higher for them than for people in lower tax brackets;

· the exemption deprives the Commonwealth of a very large amount of revenue and tends to increase the prices which governments have to pay when trying to provide housing for lower-income people;

· the exemption also distort people's choice of location, thus increasing pressures on higher-value suburbs and cities, and artificially increases their interest in acquiring large and luxurious dwellings;

· these distortions also tend to increase urban sprawl, lengthy travel within cities, and heavy dependence on private motor vehicles;

· the exemption of all principal residences from land tax creates similar problems to those arising from the exemption from capital gains tax, especially the inflationary, distortionary and inequitable impacts and the large loss of revenue (borne in this case by the States);

· stamp duties on home purchase can be major deterrents to housing mobility, which is often necessary to improve job prospects, respond to changes in family circumstances or relocate to a more appropriate size of dwelling;

· together with the unlimited exemptions from capital gains tax and land tax, the unlimited exemption of principal residences from the pension assets test discourages older people from leaving homes which are substantially larger or more expensive than they need in their later years; 

· most of these problems are substantially aggravated by the lack of a general tax on gifts, inheritances or overall asset holdings;

· major beneficiaries of improvements in local land values arising from government initiatives such as new railway lines or expressways are not required to return some of that benefit by paying a "betterment" tax or similar contribution.

Rental housing
· the 50% discount on capital gains tax for properties held for more than one year provides a major tax bias towards speculation in rental property and other assets rather than sustained investment in enterprises which principally generate income;

· this bias is aggravated by taxing capital gains only when the asset is sold, rather than on a regular basis as the gains are accruing;

· it is also aggravated by allowing interest payments and other expenses incurred by investors to be deducted from income from any source (rather than just from rental investment) and on an annual basis (rather than only when the property is sold and the gains are taxed); 

· these factors provide excessive encouragement for property investment to be financed by debt rather than savings, thereby contributing to excessive levels of debt at individual and national levels;

· extensive exemptions from land tax, especially the exemption of all principal residences, mean that the overall rates are higher than would otherwise be needed to raise the same amount of revenue; 

· landlords are deterred from having substantial portfolios of low-rent dwellings because land tax rates per dollar usually increase as the value of the landlord's total rental property holdings increases, rather than being assessed separately for each property; 
· the absence of general taxes on gifts, inheritances or asset holdings means that land tax can be seen as disadvantaging investors in that form of asset;
· as land tax is levied annually, it may unduly burden an owner who does not have a substantial income stream;

· public housing authorities are disadvantaged relative to non-profit housing providers because they do not enjoy the latter's exemption from GST.
SOME POSSIBLE REFORMS

Home purchase
· put an upper limit on the value of capital gains from a principal residence which is exempt from the capital gains tax;
· apply the capital gains tax when property is transferred by gift or bequest, rather than only when it is sold;

· put an upper limit on the value of a principal residence which is exempt from annual land tax but allow payment to be partially deferred until the property is transferred;

· remove or reduce stamp duty on purchases of principal residences below a mid-level value, irrespective of whether they are first home purchases; 

· reduce the range of exemptions from land tax for non-residential property; 
· put an upper limit on the value of a principal residence which is exempt from the pension assets test;

· convert the First Home Owner Grant and First Home Saver Account into a loan scheme;

· allow limited transfers from a superannuation account to a First Home Saver Account;

· discontinue or reduce developer levies; 

· apply a "betterment tax" on increases in land value arising from major planning or infrastructure initiatives by government;

· establish an annual tax on overall assets above a very high threshold.
Rental housing
· require losses on investment properties to be carried forward to offset future capital gains, rather than immediately offset against income;

· make interest payments and other investment expenses deductible only against income from assets of the same type (or only when the asset is transferred or on loans below a specified value, except in specified circumstances);
· reduce or remove the 50% discount on capital gains tax for individuals, at least for assets held for less than five years (perhaps with a capped exemption for all gains, including housing, below an overall lifetime total);
· increase the size of the tax incentive provided for investors in low-rent housing under the National Rental Affordability Scheme (NRAS) or supplement it with capital grants from other housing assistance programs; 

· exempt public housing and all housing under NRAS from GST on construction costs;

· assess stamp duty on purchase of a dwelling under NRAS by reference only to its own value not the combined value of the landlord's holdings. 

TRANSPORT AND THE ENVIRONMENT

INTRODUCTION

This topic includes the following aspects of the current tax system in Australia:

· fringe benefits tax on transport and parking;

· fuel taxes and credits;

· taxes on land and housing;

· depreciation allowances;

· taxes and charges on use of natural resources.
SOME POSSIBLE PROBLEMS 
Transport and urban development 

· the tax concessions for fringe benefits provided in the form of private motor vehicles distort choices in favour of that method of transport to the disadvantage of modes of transport such as rail, bus, bicycle and walking which tend to cause

   
- less pollution and greenhouse gas emissions;
 
- less depletion of non-renewable energy sources;
 
- less urban congestion;

· these problems are aggravated by the value of the concession per kilometre driven increasing as the overall distance driven per year increases, thereby increasing the incentive to drive long distances;

· the concessions are inequitable because they are available only to people who can afford to purchase a car and have an employer who is willing to provide fringe benefits in this form;

· they are also inequitable because their value per dollar spent to purchase the vehicle is greater for high-earners and for purchasers of more expensive vehicles;

· these impacts are accentuated by the complete tax exemption enjoyed by fringe benefits provided in the form of running expenses such as petrol, registration and insurance;
· they are also aggravated by special tax concessions for fringe benefits provided in the form of free or discounted car parking; 

· the fuel tax credits scheme aggravates pollution and depletion of non-renewable energy resources by treating road transport more favourably than rail;

· it is also inequitable because its benefits apply only to business transport, not to commuters or other private travellers;

· aviation fuel is taxed much less than fuel for transport modes such as rail and bus which tend to consume less non-renewable energy;
· exemptions of principal residences from capital gains tax, land tax and the pension assets test tend to encourage urban sprawl, lengthy travel within cities, and heavy dependence on private motor vehicles (see previous section); 

· similar impacts arise from the generous tax treatment of investors in rental housing (see previous section). 

Sustainable development
· the tax system does not provide sufficient incentives for investment in industries and methods of operation which 
 
- are energy-efficient, especially in relation to non-renewable sources;
 
- do not heavily deplete natural resources; 
 
- reduce pollution and other atmospheric damage; 

· special concessions are provided for capital investment in industries such as mining, oil exploration and aviation which have a high impact on the environment; 

· in addition, the system of depreciation allowances can discourage purchase of new energy-efficient equipment and technology;

· these factors would be likely to counteract incentives, disincentives and price signals provided by a carbon pollution reduction scheme or a carbon tax;

· they can also create a bias towards investment in industries which are capital intensive rather than providing job opportunities.

SOME POSSIBLE REFORMS

Transport and urban development
· abolish FBT concessions for company-provided vehicles or restructure them so that they are greater for vehicles with high fuel efficiency;
· apply a moderate and standard concessional rate for FBT above a mid-level kilometre threshold, possibly with requirements to establish business usage through maintenance of a log book;

· provide an exemption from FBT for benefits in the form of public transport or "active transport" options such as cycling;
· include petrol and other running costs in the calculation of motor vehicle benefits subject to FBT; 

· abolish FBT concessions for parking benefits (except where justified on equity grounds, such as for disabled workers);

· apply FBT to employees at their individual marginal rates, with concessions provided in the form of flat rate credits rather than regressive concessions;

· phase out most elements of the fuel tax credits scheme, including the tax credits for on-road transport and off-road mining use;

· phase-out the concessional rate of excise for aviation fuels; 

· increase the general level of fuel excise; 

· introduce congestion charges and other user charges for motor vehicles;

· abolish registration fees on the purchase of vehicles and increase annual registration fees, especially for vehicles which are not energy-efficient;

· provide a stamp duty rebate on home purchase for expenditure on retro-fitting to improve energy efficiency; 

· implement other reforms in the taxation of land and housing (see previous section).
Sustainable development
· phase out subsidies for fossil fuel producers while also implementing measures to protect vulnerable, low-income households from adverse impacts of higher fuel prices;
· remove the accelerated depreciation and capped effective life provisions that benefit mining, airline and certain primary production industries;
· reduce the general depreciation allowance for capital assets;
· provide immediate deductibility for investment in plant and equipment that replaces older, less efficient assets;

· expand accelerated depreciation provisions for environmental protection activities to cover a broader range of investments (eg, in renewable energy and retrofitting of buildings);

· introduce a carbon tax instead of, or in addition, to the carbon pollution reduction scheme; 

· consider a revenue-neutral replacement of corporate taxation with a broad-based system of taxes on resource use and waste.

COMPANIES AND TRUSTS
INTRODUCTION 

This topic includes the following aspects of the current tax and transfer system in Australia:

· corporate income tax;
· dividend imputation;

· deductibility of expenses;

· capital gains tax;

· dividend and interest withholding taxes;

· payroll taxes;

· taxation of trusts.

SOME POSSIBLE PROBLEMS
Corporate and shareholder income

· the standard 30% tax rate on corporate income is higher than in some other countries and thus a deterrent to international investment;

· the rate is so low that corporations do not make an adequate contribution to public revenue;

· the rate is so much lower than the top marginal rate on personal income that there is a great incentive to set up structures and processes which avoid tax by effectively converting personal income into corporate income;

· there are too many exemptions, concessions and loopholes (especially in relation to international activities) which reduce business efficiency by distorting decisions about investment and methods of operation;

· these distortions also cause inequity between different types of business;

· it is unnecessarily complex and distortionary to tax income in the hands of corporations, rather than in the hands of shareholders when it is distributed;

· the system of dividend imputation is too generous, causing the corporate income tax rate to be higher than would otherwise be necessary;

· the system deters international investors, for whom dividend imputation is not available;

· but many international investors effectively enjoy exemptions from any tax on dividends from Australian companies;

· tax exemptions for dividends and capital gains from overseas subsidiaries, combined with the deductibility of interest on their borrowings in Australia, distort business decision-making in ways which encourage using Australian resources to re-locate offshore;

· these distortions also disadvantage investors who are resident in Australia and wish to invest in local activities;

· the concessional tax rate on interest received by overseas lenders is excessively generous (yet the borrowers can claim a full deduction for the payments);

· the provision of full and immediate deductibility for interest expenses but only delayed and discounted tax of capital gains encourages excessive borrowing for speculative purposes and also increases inflationary pressure on land and share prices.

Corporate payrolls

· other countries raise much more revenue than Australia from taxes which are based on payrolls, thereby enabling corporate and income tax rates to be lower than would otherwise be the case; 

· there are too many exemptions from payroll tax, thereby distorting business decision-making and making the rate higher than would otherwise be necessary to raise the same amount of revenue; 

· payroll tax increases labour costs, thereby reducing job opportunities and/or wages, rather than being based on profitability and capacity to pay;

· payroll tax is largely passed on to consumers through higher prices; 

· payroll tax can be too readily avoided by creating an appearance that employees are actually independent contractors;
· differences between payroll tax systems in different States distorts business decision-making and hampers their efficient operation;

· competition between States to attract business leads to exemptions being too generous and/or rates too low.

Trusts

· discretionary trust structures are being used extensively for tax avoidance because they 
 
- facilitate income-splitting to reduce the effective tax rates paid on
  
  distributed income; and 
 
- provide access to tax concessions, such as the capital gains tax discount,
 
  which are not available through corporate structures; 

· establishment and operation of these trusts diverts time and money from genuinely productive activities.
SOME POSSIBLE REFORMS

Corporate and shareholder income

· increase the corporate income tax rate to raise more revenue and reduce the gap between it and the top marginal rate;

· abolish or reduce dividend imputation, perhaps accompanied by a reduction in the corporate rate; 

· tax undistributed profits from private companies at the top personal income tax rate;

· remove the exemption of dividends and capital gains from overseas subsidiaries, except in relation to high-tax countries (or at least disallow deductibility in Australia of interest expenses incurred to finance the offshore activity); 

· disallow deductibility of interest expenses incurred in Australia against losses made by overseas subsidiaries; 

· re-establish a withholding tax on dividend payments to non-residents;

· increase the 10% withholding tax on interest payments to non-residents and apply it to all such payments;

· remove recent exemptions for capital gains by non-residents.

Corporate payrolls
· reduce the tax-free thresholds for payroll taxes and remove or reduce other exemptions for particular types of employer (eg, local councils); 

· remove or reduce payroll tax rates, perhaps replacing the lost revenue by increasing taxes on corporate income;

· harmonise payroll tax systems between States;
· transform payroll tax, superannuation and workers compensation into a social insurance system.
Trusts

· tax trust income in the same way as corporate income;

· tax distributed profits from trusts as if they are income in the hands of the controller of the trust;

· apply capital gains tax to distributions of untaxed or concessionally-taxed income;

· strengthen the enforcement of rules relating to independent contractor status.

NON-PROFIT ORGANISATIONS
INTRODUCTION 

This topic includes the eligibility of charities and other non-profit organisations for exemptions or concessions relating to taxation of 

· donations made to them;

· their other income;

· fringe benefits provided to their employees; 

· their purchase of goods and services. 
SOME POSSIBLE PROBLEMS
· some tax exemptions or concessions are based on whether the organisation is a "charity" which is a very vague criterion that has not been defined by legislation or the courts and the assessment of which can cause considerable uncertainty, controversy, delay and expense;

· the most generous concessions are generally based on whether an organisation meets a prescribed but vague and out-dated definition of "public benevolent institution" which, to an even greater extent than the broader criterion of "charity", can result in organisations risking the loss of tax benefits if they 


- do not themselves provide "direct" assistance to people in poverty or

  other forms of hardship;

- provide assistance for people who are moving out of poverty or are at

  risk of poverty, but not actually poor;

- research and draw public attention to problems of poverty, and call for

  action which will prevent or mitigate them;

- generate profit from some activities in order to subsidise their main

  areas of activity; 
· substantial tax benefits are available to organisations if they are classified as "religious", which is not only an inappropriate criterion but causes considerable scope for manipulation and unfairness relative to other organisations which are  undertaking similar kinds of non-profit or commercial activities;

· some tax benefits are provided specifically to organisations which fall within classifications such as "education", "child care", "health promotion" or "community service" but not to organisations seeking to promote other types of public benefit such as affordable housing, environmental protection etc;

· the value of the tax concessions is much greater per dollar where the donors are on high incomes than when they are on low incomes;
· special concessions for charities and some other non-profit organisations in relation to fringe benefits provided to their employees can distort their choices about personal investment and consumption, especially in relation to the purchase and use of motor vehicles; 

· some of the problems with unduly narrow interpretations of "charity" and "public benevolent institutions" have been rectified by ad hoc legislation for particular types of organisation rather than by rational and consistent reform.
SOME POSSIBLE REFORMS

· classify charities and related organisations into the three categories proposed by the Charities Inquiry in 2003 ("altruistic community organisations", "charities" and "benevolent charities") which avoid many of the problems of vagueness, inconsistency and restrictiveness in the current arrangements;

· establish a Charities Commission or other independent agency to determine organisations' classification within this system;

· specify eligibility for tax benefits by reference to these three categories;

· in lieu of these thoroughgoing reforms, legislatively clarify eligibility for particular types of organisation (eg, non-profit housing organisations) or activity (eg, advocacy, commercial activities) where uncertainty or unfairness has arisen;

· replace some of the tax concessions, especially in relation to fringe benefits, with increased direct government funding.

FAMILIES
INTRODUCTION 

This topic includes the following aspects of the current tax and transfer system in Australia:

· Family Tax Benefits A and B;

· Youth Allowance;

· Baby Bonus;

· Child Care Benefit;

· Child Care Rebate; 

· Fringe Benefits Tax concessions for child care;
· Superannuation tax concessions.
SOME POSSIBLE PROBLEMS

General family income
· the general system of family income support (through Family Tax Benefits or, where children are over 16, the Youth Allowance) does not adequately recognise the extra costs of rasing older children, especially as it decreases when children turn 16; 

· the additional payment for one-income families (through Family Tax Benefit B) is too generous towards high-income families;

· the special payment on the birth of a child (the Baby Bonus) is too generous for high-income families; 

· the system of family payments is excessively complex; 

· there is no tax-assisted vehicle for saving to meet the costs of parenting, by contrast with the availability of very generous superannuation tax concessions for retirement saving.
Work and child care

· the income test for Family Tax Benefit A starts at too low a level, creating excessive workforce disincentives for lower-income families;

· the income test for Family Tax Benefit B provides an excessive barrier to workforce participation by a second earner, especially in low- and middle-income families;

· the basic payment for child care costs (Child Care Benefits) is too low;

· the additional assistance with child care expenses (Child Care Rebate) is too generous to higher-earners and drives up child care costs, while being of little or no benefit to low-income families;

· the provision of fringe benefits tax concessions for child care services is inequitable because it is of greater value to high-earners and little or no value to low-earners and is available only for child care provided at the workplace;

· the rate of assistance for child care should not vary according to whether the care is provided by a parent, child care centre or other paid or unpaid source;

· the system of assistance with child care expenses is excessively complex; 

· some of the cost of assistance to parents should be re-allocated to strengthen provision of non-profit child care in areas of unmet need; 
· assistance for child care should be integrated with assistance for early childhood education.
SOME POSSIBLE REFORMS

General family income
· adopt a standard benchmark for adequacy of family payments, based on an independent and up-to-date measure of a decent standard of living in the Australian context;

· increase Family Tax Benefit A and Youth Allowance; 

· limit Family Tax Benefit B to parents with young children (eg, below 8 years);

· abolish Family Tax Benefit B and add a supplement for sole parents to family tax Benefit A;

· abolish the Baby Bonus or tighten the income test, with the savings being used to increase other family payments;
· allow some access to accrued superannuation benefits in order to assist with the costs of parenting, especially arising from full or partial withdrawal from paid work.

Work and child care
· relax the income test for Family Tax Benefit A, especially in relation to its impact on second earners in low- and middle-income families; 

· relax or remove the income test for Family Tax Benefit B in relation to second earners;

· base income tests for all family payments on the income of primary earners, except perhaps for very high-income families;

· increase Child Care Benefit, especially for lower-income families;

· abolish the Child Care Rebate or income test it; 

· make Child Care Benefit available to all parents, irrespective of the type of paid or unpaid care (or early child hood education) being provided; 

· abolish the Fringe Benefit Tax concessions for child care;

· extend the concessions to cover all types of employer-sponsored child care, including home care;

· increase funding for non-profit or government child care providers in areas of unmet need.
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