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Summary

Australia’s taxation policies have had a profound influence on income and wealth distribution, community ethics and social capital.  This submission reviews Australian tax policy and finds that the decline of tax integrity in Australia is visible with the growth of Government concessions, high marginal personal income tax rates, bracket creep and a growing reliance on indirect taxation and the associated avoidance and evasion.  

Whilst the current Australian tax system incorporates a progressive
 income tax structure, this is offset by loopholes in the income tax laws that result in significant levels of tax avoidance and minimization, and by the massive reliance on indirect taxes
.  Thus, the taxation system struggles to fulfill its critical goals of income distribution and economic efficiency.

Recent reforms have done little more than plug minor leaks yet create new loopholes. The paper concludes that the greater the departures from the comprehensive taxation of income and wealth, the greater the damage to economic efficiency, income distribution, community ethics and social capital.  The case is made for fundamental tax reform.
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1.  Introduction

Australia’s taxation policies have had a profound influence on income distribution, community ethics and the levels of trust and social capital.  This paper firstly makes the case for the comprehensive taxation of income and wealth.  Secondly, the paper reviews the departures in Australian taxation laws from this tax base and examines the impact on income distribution, community ethics and social capital
..  The paper finds that greater the departures from the comprehensive taxation of income and wealth the greater the damage to the community.

2. Optimal taxation policy

It is clear that taxation
 plays a central role in providing a setting for an ethical society funding the institutions that enable a high level of trust and social capital.  As stated by Isaacs J
:

It is one of the empirical certainties of history that no structural society has ever arisen without taxation. However, the power of taxation is one which is particularly liable to abuse, either in the hands of an individual autocrat or of a sectional oligarchy such as may wield the sceptre of authority even under the forms of a modern Parliamentary system; but without that power no Government, as we understand the term, is possible. 'The power to tax is the one great power upon which the whole national fabric is based. It is as necessary to the existence

and prosperity of a nation as is the air he breathes to a natural man. It is not only the power to destroy, but the power to keep alive. 

As Isaacs J. noted, the abuse of tax power can have a negative impact on society.  Indeed the general thrust of this paper argues that abuses of tax laws in the form of tax preferences
 have a highly detrimental impact on ethics and social capital.  This begs the initial and critical question of what constitutes a good and fair tax law?  There exists widespread agreement that a good tax policy should optimise the three goals of taxation policy: equity, economic efficiency and simplicity
.  Most of the literature suggests that these policy goals will be optimised by comprehensive income and wealth taxation, as follows.  

It is a widely accepted and fundamental principle of social justice that demands equal treatment for people in similar circumstances
.  In a tax sense this requires the determination of a tax base, to measure ‘similar circumstances’ so that an appropriate amount of tax be imposed on a taxpayer.  Accordingly, most commentators
 have defined the tax base by a taxpayer’s ‘ability to pay’.  Thus the classic definition of tax equity is horizontal equity.  This requires those having an equal ability to pay, bear equal burdens of tax
.  

Ability to pay could be based on income or wealth or a combination thereof.  To ensure equity, the tax base should however, be defined as comprehensively as possible, so as to include both income and wealth, since this is the best measure of taxable capacity
. 

The Haig-Simons formulation of ‘economic income’ has become a widely accepted
 definition of ‘ability to pay’, as this approach includes both income and wealth gains.  Also known as comprehensive income, this concept defines income as the increase in net economic wealth between two points of time plus consumption during that period, where consumption includes all expenditures except those incurred as a cost in the earning or production of income.
  There are a number of deficiencies with this tax base though that necessitate certain adjustments.  

Firstly, this tax base fails to take into account the size of existing wealth holdings, so additional wealth taxes such as gift and death taxes would be needed to satisfy the ability to pay criteria.  Further, for practical administrative reasons, the difficulty in valuing such assets as human capital and personal rights to superannuation warrant departures from this tax base.  Other departures are required to take account differences  between economic income and ability to pay.  For example a person with ill health who spends most of their income on medical expenses and care will have a lesser ability to pay than a healthy person on the same economic income.  It is beyond the scope of this paper to definitively set out a fully detailed ideal measure of ability to pay.  This paper though asserts that the tax base should be based on one’s ability to pay and that this will be best achieved by defining the tax base in terms of a close proxy to economic income and wealth. 

As horizontal equity concerns the equal treatment of equals, as a corollary, vertical equity is required to ensure that tax imposed on people in different circumstances is also fair. Most countries have progressive rates of income tax
, so as to try to ensure that a person with a greater ability to pay, pays not only more tax, but at a higher income tax rate. 

Vertical equity requires both progressive income tax rates and a tax based on the ‘ability to pay’.  

The other goals of taxation policy, economic efficiency and simplicity are generally compatible with horizontal equity and a comprehensive income base.  Cooper’s
 literature survey found that economic income has long remained a popular tax base ideal with western countries.  Indeed since the 1980’s there has been a long term international trend towards comprehensive income taxation
.  The Ralph Report’s business taxation design principles advocated that ‘the tax base adopted should be as close as possible to comprehensive income.’
  Similarly the Asprey Report
 and Draft White Paper
 preferred this tax base.  The results from large scale surveys of economists further illustrate the wide support for this tax base.  Behrens
 surveyed 450 registrants of a 1971 National Taxation Conference and found that tax professionals overwhelmingly chose income tax as the fairest tax.  Slemrod
 reported on a 1994 survey of economists that similarly found a strong preference for income and wealth taxation.  In the survey 65% considered that real capital gains should be taxed as ordinary income.  Also, 72% supported inheritance taxes, 71% gift taxes and 59% favoured taxing wealth.  Further, 64% of respondents thought that the distribution of income should be more equal.  

It is submitted that a good and fair tax has two requirements.  Firstly, as set out above it is based on the ability to pay.  Secondly, such a tax must be compulsory.  That is, tax administrators must be given sufficient resources and powers to ensure that people pay the appropriate amount of tax.  This paper argues such taxation facilitates ethical conduct and high levels of social capital.

3.  Australian taxation policy and Economic efficiency

“Politicians and the public still believe that fiscal change can achieve social purposes.  That tax breaks work.  That accelerated depreciation encourages investment which no doubt, explains our non-existent shipping industry.  That the tax system is a good way of keeping our film industry going.  As a general proposition, it doesn’t hold water and it needs to be punctured as often and as brutally as possible.”

The Australian income tax act contains a plethora of exemptions and concessions.  Indeed a number of the recent Ralph reforms further contributed to the erosion of the income tax base.  There is considerable evidence of the economic damage caused by such tax preferences.  

Taking capital gains tax exemptions as an example.  Commentators have noted Australia’s seventy years of experience in exempting capital gains from taxation resulted in: conservative investments and savings into large blue chip companies, real estate and holiday homes and low yielding tax advantaged assets
.  Thus they found such policies fail to promote small business, entrepreneurial activities and a successful dynamic economy
.

A number of economists
 in the United States similarly noted the economic distortions created by capital gains tax preferences.  Steuerle found that such preferences encouraged unproductive investments such as windmill farms, empty commercial buildings, empty vacation homes and safe low growth investments
.  The cost of such policies fell on the most successful and dynamic firms, new firms and resulted in a poor allocation of resources
.

In the United Kingdom commentators found that the preferential tax treatment for gains made from certain assets has had a major impact on the allocation of resources
. Whilst in South Africa, the Department of Finance
 considered that the many distortions created in the economy from the failure to tax capital gains was a primary rationale for introducing capital gains tax.

Exempting capital gains from taxation clearly favours large established business at the expense of new and small business, and promotes an increasing concentration of wealth at the expense of low and middle income taxpayers.

The same economic costs broadly apply to the many other departures from the taxation of economic income.  

4.  Australian taxation policy and Equity

Australia’s taxation policies though significantly breach the equity requirement of taxation.  Substantial departures from the taxation based on the ability to pay and an increasing reliance on indirect taxation both violate horizontal and vertical equity as follows.

The consequence of a failure to tax on the ability to pay is illustrated by the CGT reforms flowing from the Ralph Final Report
.  The Government acted to scrap inflation indexation and averaging of capital gains and lowered the capital gains tax rate, with a 50% capital gains tax discount
 applying to assets held by individuals for longer than 12 months and disposed after 11.45 am EST on 21 September 1999.  This damages horizontal equity as seen by the following example. 

X who earns a salary of $50,000 and pays $11,380 in tax will be in a horizontally equitable position with Y who realises a capital gain of $50,000 and pays $11,380 in tax.  However, if Y’s capital gain is only half taxed, horizontal equity will be breached as Y pays $3,880 tax and X pays $11,380 tax, yet both have the same ability to pay.

Additionally, such preferential treatment of capital gains can result in a negative income tax where taxpayers negatively gear capital assets.  Taxpayers obtain a full tax deduction for interest yet receives a tax break on the capital gain.  This exacerbates the horizontal inequity between those who negatively gear and those who do not. 

These policies have also damaged vertical equity in two ways as seen by the following examples. A high income earner at the top marginal income tax bracket of 47%, earns $100,000 of taxable income and pays tax of $34,380 income tax in the income year ended 30 June 2001, at an average rate of 34.4%.  A taxpayer earning $30,000 taxable income pays only $5,380 income tax, at an average rate of 17.9%.  Thus vertical equity is maintained.  However, if both taxpayers receive a $10,000 tax free capital gain, the high income earner obtains a greater benefit from this exemption, of $4,700, while the middle income taxpayer only saves $3,000 income tax.  This is known as the upside down effect of tax exemptions.  In this way a capital gains tax exemption breaches vertical equity.

Vertical equity though is a less rigorous ideal than horizontal equity as it begs a controversial philosophical question as to the degree of progressivity for the income tax rates
.  Whilst there are different notions of vertical equity, it is clearly not fair that a person with a lower ability to pay tax, pays more tax than a person having a greater ability to pay.  It is not necessary though to provide an exact measure of vertical equity since tax preferences principally benefits high income earners given that they pay the top marginal rate of tax. 

Since Australia has traditionally exempted or lightly taxed capital gains and failed to tax wealth and other types of economic income it is clear that the breaches in horizontal and vertical equity have been on a massive scale
.  Additionally, the self assessment system of income taxation coupled with the low risk of income tax audit and plethora of loopholes means that for many taxpayers the payment of income tax can virtually be voluntary
.

It is also evident that Australia’s increasing reliance on indirect taxes such as the goods and services tax, gambling taxes, bank debits tax, petrol and alcohol excises, have adverse distributional consequences. As noted by Sinn
 and Gravelle
 indirect taxes breach horizontal and vertical equity since low income earners spend a greater proportion of their income than higher income earners. 

Thus Australia’s tax policies have demonstrated a neglect of distributional consequences as the following commentators have noted.  Vann
 found that the redistribution goal of taxation has waned since World War II, as economic efficiency is argued, whilst equity is ignored.  Groenewegen
 observed that the inadequacy of Australian wealth and capital taxation demonstrates that fairness is not a high priority in Australian taxation.

5. Distributional impacts

Such inequalities contribute to a growing inequality in Australia
.  Research at the Social Policy Research Centre at the University of New South Wales in conjunction with the international ‘Luxembourg study’
 found that compared to eight other comparable nations, Australia ranks third highest in terms of the proportion of income in the top 20% of households.  Also, Australia ranks third in terms of the proportion of income in the poorest 20% of households
.  Consequently, Australia is among the most unequal of the countries studied. 

Further, the Australian Productivity Commission
 found that there is a trend for a growing inequality of the distribution of Australia’s household disposable income over the period 1981 – 1994.  This trend is in line with other countries such as Netherlands, Germany, Italy, United Kingdom and the United States.  Not all countries have, however, become more unequal, as Canada has improved equality whilst Sweden and France have maintained their income distribution
.  
United Nations
 data shows that Australia is one of the most unequal of all developed countries, having slipped from 7th to 15th place on their index of human development. 

Australia now ranks as one of the worst OECD countries in terms of income and wealth distribution
.  There are two million people in Australia living below the poverty line
.  In contrast, in the 2000 year there were 330,000 families with net assets of a million or more.

6. Ethical implications

Ethical behaviour can be described as the ‘acting with integrity which in turn means telling the truth, avoiding shady and illicit dealings, refusing to take or give bribes……it means being true to oneself.’
   Given the significant breaches of horizontal and vertical equity in the tax system one may surmise that this would impact heavily on the ethics of the players in the tax system.  As Pederick observed
:

If the tax system and its administration are seen as to press heavily on some but lightly on other taxpayers in essentially the same circumstances, with essentially the same tax paying capability, then the confidence of the citizenry in the fairness and justness of the system, of their government, erodes.  Cynicism grows apace and a race not to be left out of the tax minimisation derby, by hook or by crook, infects the body politic.  Since government in our societies truly is ‘of the people, by the people and for the people”, to escape collection of one’s share of the costs of our joint enterprises is to rifle the common treasury, to take from one’s neighbour.  A society that breeds an attitude that one’s duty is wholly to one’s self and not to the community, not to one’s country, when it comes to taxes, is a society with a cancer at work.  It is, moreover, a cancer that threatens the quality of life on a wider front and, indeed, perhaps the long term stability of the society it infects.

Indeed there exists broad evidence of ethical deficiencies across the spectrum of players in the taxation system as set out below.
Governments

Firstly, given the loop hole ridden Australian taxation system, it appears clear that the ethics of the participants in the political process are open to question.  A number of commentators have highlighted the difficulty of tax reform and the weaknesses of governments.  In 1928 Adams
 asserted that ‘modern taxation or tax making in its most characteristic aspect is a group contest in which powerful interests vigorously endeavor to rid themselves of present or proposed tax burdens.  It is, first of all, a hard game in which he who trusts wholly to economics, reason, and justice, will in the end retire beaten and disillusioned.  Class politics is the essence of taxation.’  Stigler
 similarly found that in the real world that income tends to be redistributed from those who have income and wealth to those who have political power.  

Hayek stated that ‘Corrupt and at the same time weak…the governing majority must do what it can do to gratify the wishes of the groups from which it needs support, however harmful to the rest such measures may be….it is wholly incapable of pursuing a consistent course of action, lurching like a steamroller driven by one who is drunk.’

Groenewegen noted that the wealth tax debate requires public education, but it unfortunately provides the soil in which the worst forms of political opportunism thrive
.

Mayhall reviewed 100 years of capital gains taxation in the United States and found that policy has ‘bobbed like an anchorless dinghy awash a turbulent sea of conflicting economic and legislative interests’
.  Also, Toder observed that major personalities have influenced tax policy in the United States, for the worse.
  It would seem smart politics does not correlate very well with good tax policy.

Tax committee enquiries

Whilst tax enquiries generally agree on the high ideals of a comprehensive income tax base and horizontal equity, these aspirations are usually not sought in their final recommendations or in subsequent tax reforms.  As Slemrod noted of his experience in writing a chapter on tax policy for the Economic Report of the President for President Reagan
.  His draft to William Niskanen, now the head of the Cato Institute, met with the response that good policy would be to make the tax system less rather than more efficient
. 

In Australia, all of the major recent reports into income taxation have placed great emphasis on equity as well as economic efficiency objectives.  The Asprey Report
 considered that simplicity was subordinate to equity. The Draft White Paper
 considered equity to be ‘crucial’, whilst economic efficiency was ‘necessary’.  The Ralph Report
 states that
 ‘Equity or fairness is a basic criterion for community acceptance of the tax system…. There is widespread support for…horizontal equity.  It is also accepted that taxation should be based on vertical equity.’  These reports though did not generally seek to move significantly towards a comprehensive income base. Indeed the Ralph Report made serious departures away from the ideal in eroding the capital gains tax and also sought the removal of fringe benefits tax.  

Following a conference presentation in February 2000 by the Chairman of the Ralph Report, John Ralph, the author spoke with Ralph about the Review of Business Taxation and the capital gains tax changes
, querying the variable rate structure produced by the reforms that resulted in a top individual income tax rate at 48.5%, a top individual capital gains tax rate of 24.25%, a company tax rate at 30% and a superannuation rate at 15%.  The author asked Ralph whether he thought this rate structure was crazy given the inequities and economic distortions that it created.  Ralph agreed, but asserted that political influences and the social welfare lobby would never agree to a reduction of the top marginal tax rate.   

Tax professionals

It is also apparent that loopholes are eagerly exploited by tax professionals.  Whilst this could be due to interpretational problems, Ayres et al
 found that advisers adopted an aggressive stance in ambiguous tax deduction cases.  In fact the level of exploitation can often cross the line into avoidance.  Similarly Porcano et al
 found that tax returns prepared with tax assistance, especially prepared by CPAs and lawyers had much higher levels of non-compliance than returns that were self prepared.

Tax administrators

Under resourced in an increasingly complex tax system, tax administrators come under intense pressure as taxpayers and tax planners seek to maximise tax preferences.  This can lead to poor tax administration as commentators note.  Grbich
 found that tax planners use time honoured legalistic games to exploit the language of rulings and bureaucrats fall into the old traps where the judiciary such as Barwick J.  stumbled before them.  Tax officers are mesmerised by the legalistic arguments and occasionally by superficial economic rhetoric.
  Further, tax preferences can lead to unethical and corrupt behaviour.  

Taxpayers

The prevalence of tax preferences appears to have had a profound impact on taxpayers.  A number of studies
 have found that the belief that the tax laws are unfair encourages the acceptability of cheating.  Also, Tanzi’s review of literature found evasion is likely to occur where evasion opportunities exist
.  Thus it is not surprising that Australia’s loop hole ridden income tax legislation has encouraged a plethora of tax avoidance and evasion activities, sometimes carried out on a massive scale. 

For example, Australia’s pre capital gains tax era experienced high levels of tax avoidance, as taxpayers and tax planners exploited the capital gains tax exemptions.  A popular strategy involved the simple purchase of capital appreciating assets, such as shares, and the subsequent sale for a tax free gain.  Other schemes involved the transformation of ordinary income into tax free capital gains. Walpole et al relevantly noted Australia’s ‘history of aggressive tax planning fueled by a conservative High Court and spectacular tax scandals by Government, and high marginal tax rates’
.  The widespread
 bottom of the harbour tax avoidance schemes of the 1970s were predicated on the capital gains tax exemption.  Grbich estimates that revenue losses through avoidance and evasion from such schemes in the 1970s amounted to a minimum of $10,000 million
.  

An example of widespread tax avoidance activity that flowed from the capital gains tax  exemption was evident in the popularity of lease incentives provided by owners of rental properties in the central business districts of Australian cities to tenants.  Such lease incentives were considered by many tax planners to be tax free capital amounts.  The Australian Taxation Office described these arrangements in taxation ruling IT 2631 at paragraph 2:

The incentives take many forms, including large upfront cash payments, non-cash items such as top of the line motor vehicles or boats, expensive paintings, holiday packages, rent-free or rent-discounted periods for the leased premises or for premises in other cities, free fit-outs of the premises, payment of removal costs or for the surrender of the existing lease, interest-free loans, or a combination of these incentives.

Additionally, the recent Australian Senate Economics Reference Committee
 into the operation of the Australian Taxation Office found that mass marketed schemes pose a major risk to revenue.  To date the Australian Taxation Office had disallowed deductions from these schemes worth $1.5 billion, claimed by 22,000 taxpayers
.  The inquiry noted estimates of tax avoidance by high wealth individuals of $800 million per annum.
 

Indications of the level of tax avoidance are evident from the enormous shrinkage to the income tax base as seen by the compression of the Australian income tax rates since 1955
:

Top marginal tax rates & taxable income cut in 1999 dollars 1955-1999

	Year
	Top marginal income 

tax rate
	Taxable income for the top marginal tax rate

(in 1999 dollars)

	1955
	65%
	$480,000

	1972
	72%
	$130,000

	1985
	60%
	$60,000

	1999
	48.5%
	$50,000


Further, Toohey found that people with high taxable incomes paid low rates of tax
:

What tax rates do the rich pay?

	Taxable income
	Average tax rate

	> $2m
	21.3%

	$1-2m
	28.9%

	$80,000-$90,000
	32.8%

	$38,000-$70,000
	24.7%


Also, non-compliance is not restricted to individuals and small business taxpayers.  Tax audit activity by the large business and international division of the Australian Taxation Office raised  $370.8 million in 1995/96, $1,430 million in 1996/97 and $793 million in 1997/98
.  Indeed the Newcastle Herald reported that News Corporation paid tax at around 6% of its pre tax profits of $5.4 billion
. 

As Mathews
 asserted, ‘the essential problem is not to make the rich pay higher rates of tax, or even pay more tax, than the poor: it is to make the rich pay any tax at all’.

One may well conclude that taxpayer attitudes to taxation are poor.  This is evident from a recent Australian Taxation Office survey of taxpayers' attitudes to income tax
.  The Australian Taxation Office refused to release the results claiming that this would not be in the public interest to do so, implying a very negative public attitude to income taxation.  

7.   Implications for social capital

As previously detailed, tax loopholes, self assessment taxation and the low risk of audit, allow many taxpayers to almost avoid taxation completely if they put their mind to it.  

Such ‘voluntary taxes’ firstly lower social capital since they reduce the incentive to be a good citizen or do not increase the cost of not being one.  Secondly, such inequitable tax policies have grave distributional consequences that lead to further declines of social capital.  The problems created by the growing divide between low income and high income households include unequal access to jobs, education and community services worsen, unable to afford justice, increase in disharmony and an increase in social conflict and crime
.  

Stillwell found that this trend resulted in a network of interlocking socio economic inequalities
.

Network of interlocking socio economic inequalities

	Redistribution from labour to capital



	Growing inequality among wage incomes; rapid rise executive salaries; concentration of income from capital



	Increased inequality in the distribution of income



	Distinctive social cleavages



	Social residual of poverty


Economic costs of declining social capital

Slemrod
 found that a society has a stock of social capital and that trusting societies tend to have stronger incentives to innovate and accumulate both physical and human capital.  Knack and Keefer
 tested the impact of these attitudes on growth and investment rates of 29 countries using a measure of trust and civil norms from world surveys in 1981 and 1990-91.  They found that social capital variables exhibit a strong and significant positive relationship to economic growth.  Trust is more correlated with per capita income in later years than early years showing that causation runs from trust to growth
.  Clague
 asserted that a society with low levels of rule obedience could not have institutions that are conducive to economic progress.  

8.  Conclusion

The decline of tax integrity in Australia is visible with the growth of Government concessions, high marginal personal income tax rates, bracket creep and a growing reliance on indirect taxation and the associated avoidance and evasion.  Recent reforms have done little more than plug minor leaks yet create new loopholes.  The Australian experience shows, the greater the departures from the comprehensive taxation of income and wealth, the greater the damage to the community.  

It is submitted that the income tax base should be broadened to a reasonable close proxy to economic income and wealth and provide strict limits for any diversions, known as tax exemptions, from this tax base.  Additionally, more resources and powers need to be given to tax administrators to minimise the risks of self assessment and to ensure that  taxation is compulsory not voluntary.
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