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Introductory remarks 
 
As they say, there are two things that are certain in life: death and taxes. 
 
While there is no avoiding death there are plenty of people who would like to avoid tax or 
at least pay less of it. 
 
Whether we like it or not, paying tax is part and parcel of living in a prosperous and 
civilised society. 
 
Having an accessible and high quality health and education system - which themselves 
are a driver of prosperity and opportunity - requires a sound revenue base.  
 
Being a politician often involves a delicate balancing act, because it is necessary to try 
and balance the long held aversion of many to paying tax with the general desire for 
quality services.   
 
For too long the debate about tax has been hung up on whether we should have lower or 
higher taxes.  What I would argue is that we need a more internationally competitive tax 
system that maximises wealth creation while being fair and efficient. 
 
A competitive tax system, with a lower tax burden, is not cheap government as some 
would claim, its good government. It’s an investment in increased purchasing power for 
families and a down payment on higher living standards into the future. 
 
The design of our tax system should allow the economy to grow maximising both 
participation and productivity. 
 
An intelligent tax system that places the economy on a higher growth path with the 
dividend of growing revenues is a much preferable option to ever higher burdens of 
taxation on a flat lining economy. 
 
If we are to avoid the latter of these two outcomes, reform is desperately needed. 
 
It would be charitable to say our current tax system and structures are an inefficient mess 
that punish hard work and sap incentive.  
 
Today I don’t propose to perform a complete post mortem on the entire system. Whilst 
not diminishing the urgency of reform in other areas, I believe reform of personal income 
tax and transfer arrangements are the most pressing to address. 
 
Such are the appalling disincentives, the current system is a ball and chain shackling our 
aspirations and wearing down our will to work. 
 
International competitiveness 
 
Australia’s economic fortunes are, more than ever, hitched on our ability to compete in a 
globalised economy. 
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Greater international mobility of capital and skilled labour means we must continually 
reassess the competitiveness of our micro-economic structures.  
 
We simply cannot afford to recline back and return to the days of the lucky country 
content to be a farm and quarry to the world. 
 
Despite record commodity prices, the present state of the nation’s external accounts and 
the prospect of below average growth over the years ahead suggest we have much work 
to do to improve our economy’s competitiveness. 
 
Tax reform is an essential element for us to improve our international competitiveness. 
 
At an aggregate level, Australia’s tax burden at 31.5 percent of GDP is relatively low 
among OECD nations. But in comparison to our major trading partners located in the Asia 
Pacific region (29.1 percent) and the United States (26.4 percent) it is somewhat higher. 
 
While these aggregate measures make useful comparisons they really don’t tell the 
whole story.  
 
Turning to the tax burdens for individual workers and families the latest estimates from 
the OECD in its annual Taxing Wages report make interesting reading. 
 
The net burden of tax and transfers for a person on average earnings at 24.3 percent is 
only enough to rank us 13th lowest in the OECD. 
 
For a single income family on average earnings the burden falls to 12.8 percent but our 
ranking slips to 15th.  
 
These average tax rates show we are in the middle of the pack but a long way off the 
world’s lowest. 
 
Perhaps more telling are our marginal tax rates. Regardless of our average tax rates, I’ll 
argue the thing that really matters is the level of our marginal rates – the tax we pay on 
additional income.  
 
By this I don’t just mean the nominal marginal tax rate structure but the effective 
marginal tax rates that apply once the withdrawal of transfer payments are also taken 
into account. 
 
High marginal tax rates are an insidious disease that have for years been taking a toll on 
the aspirations of hard working Australians.  
 
High marginal rates are important. 
 
They are likely to discourage workers from seeking promotion, continuing their education 
or working overtime because of the poor marginal returns involved. 
 
They are also likely to discourage saving as the returns on their investment are 
diminished by high marginal rates of tax. 
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Almost two years ago I spoke at this conference of the need to address high effective 
marginal tax rates. At that time it was hard to raise any interest in the topic – I’m glad 
now we are beginning to have a serious debate. 
 
It is this aspect of the OECD’s report that the Treasurer has been so keen to avoid by 
attempting to distort its other findings. 
 
While the marginal tax rate for a single worker on average earnings seems reasonably 
competitive at 31.5 percent it is only good enough to rank us 13th lowest in the OECD. 
 
But when we look at a single income family at the same earnings the withdrawal rate on 
family tax benefits sees them plummet to near the bottom with an effective marginal 
rate of 51.5 percent - the second worst work incentives in the OECD. 
 
For a typical two income family the OECD found Australia had the worst work incentives 
with a marginal tax rate of 61.5 percent 
 
In three out of four scenarios of families with children our marginal tax rates are ranked 
worst to fourth worst in the OECD. 
 
But this disastrous outcome could have been much worse if the OECD were to examine 
some other family types. 
 
While it found the highest marginal tax rate of 61.5 percent was experienced by a primary 
income earner in a two income family, the secondary income earner in such families may 
face a marginal tax rate of 68.5 percent. 
 
In a testament to the regressive incentives in our tax system the situation gets worse at 
lower incomes. Here secondary income earners may face marginal tax rates of 83.5 
percent if they also have a dependent child on Youth Allowance. 
 
For a single person moving off unemployment benefits, marginal tax rates are as high as 
87 percent, and for a sole parent they may top 91.5 percent excluding childcare. 
 
There are even worse scenarios but I’ll deal with them later. 
 
As the debate on marginal tax rates has progressed I’m pleased to see at last recognition 
by those who are relatively comfortable that the worst disincentives are found not on the 
top marginal rate but for those struggling on lower incomes. 
 
With such poor work incentives it is no wonder Australia has below average participation 
rates and flagging productivity. 
 
Why would you work harder if you stood to gain little or nothing from your extra efforts? 
I’m sure many are asking why even work at all? 
 
In the face of these problems I find the Government’s indifference to high marginal tax 
rates is astounding. 
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Why we have such poor work incentives 
 
The Howard Government is keen to downplay the problem of high effective marginal tax 
rates for two reasons. 
 
The first is its abject failure over nine years in office to address them. 
 
The second is its role in contributing directly to the problem. 
 
The Treasurer asserts that high effective marginal tax rates are the price we must pay for 
targeted social security and family benefits. 
 
There is no doubt that higher marginal rates are a consequence of a targeted transfer 
payment system. 
 
At this point we need to ask who has broadened the transfer payment system. 
 
Close analysis of the OECD report shows the personal tax burden increased in Australia 
between 1996 and 2004.  
 
This increase was offset in most instances by an expansion in transfer payments. 
 
But the expansion in transfer payments has resulted in more widespread interactions 
with marginal tax rates – causing poor workforce incentives.  
 
According to the OECD a single income family in 1995 on average earnings faced a 
marginal tax rate of 35.7 percent. 
 
By 1999 the same family faced a marginal tax rate of 44.5 percent. 
 
Come the introduction of the New Tax System in 2000 the same family’s marginal tax 
rate leapt to 61.5 percent. This increase, along with those created with the introduction of 
Youth Allowance in 1998 more than offset the New Tax System’s worthwhile reductions 
for other lower income families by reducing the overlap between family benefits and 
parenting payment. 
 
Only after the latest changes in the 2004 Budget has this average income family’s 
marginal tax rate fallen, albeit to 51.5 percent – a level which is still the second worst in 
the OECD. 
 
Lower income families were not so lucky. 
 
Before the Budget a single income family on the minimum wage faced a marginal rate of 
83 percent. 
 
You would think that this family would be especially worthy of relief from these crippling 
effective marginal tax rates. 
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But after the Budget their marginal tax rate leapt to 104 percent. 
 
In a revealing Senate Estimates hearing following the Budget, Treasury officials coyly 
admitted no modelling was done of the Budget’s impact on marginal tax rates until after 
it was signed, sealed and delivered. 
 
What a disaster, and precisely why the Melbourne Institute’s modelling of the family 
benefit changes in last year’s budget suggested 22,000 individuals would withdraw from 
the labour market. 
 
Despite inheriting a growing economy and ample opportunity to undertake lasting reform 
the Coalition’s approach has been short sighted in the extreme. 
 
Fiscal policy has been stuck on a three-year timer switch. Every three years, the spigots 
get opened, and the entire country just about drowns in cash. The time has come to ask 
the serious question: where did this money come from, and what has it been spent on? 
 
In engaging in its three yearly spending sprees the government has missed the 
opportunity to pursue lasting reform to lower marginal tax rates – particularly where they 
are at their worst. 
 
The Coalition has completely ignored the appalling disincentives faced by those seeking 
to move from welfare to work.  
 
For a period they made matters worse due to the abolition of the earnings credit scheme 
in 1997 – a system of temporary relief from high marginal tax rates that was only 
reintroduced in 2002. 
 
Just imagine what the unemployment rate could be today if the unemployed could keep 
more than the paltry 13 cents of each extra dollar they earned. 
 
Defining the problem  
 
Despite the importance of addressing high marginal tax rates there has, to date, only 
been a muted debate about the options available to reduce them.  
 
This is despite Labor’s efforts in the 1998 and 2004 elections to propose positive options. 
 
The difficulties these policies faced were in part due to a lack of understanding of what 
they were trying to address. Without effectively defining the problem there has been 
depressingly little interest in possible solutions. 
 
That is now changing, with high profile interventions from the IMF, OECD and even our 
own RBA Governor that have shone a spotlight on the reason why so many see so little 
reward from their extra efforts. 
 
While the interactions that cause high marginal tax rates may be complex the underlying 
reasons are relatively straight forward. 
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As we here all know, high marginal rates are caused by the simultaneous withdrawal of 
transfer payments or tax offsets at the same time as tax is being paid. 
 
The problems are worse when there is a high rate of withdrawal on a transfer payment or 
when several transfer payments or tax offsets are being withdrawn at the same time. 
 
Some of these interactions are brief, leading to high marginal rates over short income 
ranges – others are not. 
 
Evidently removing or minimising the potential for these interactions is the only way to 
deal with them. 
 
Options for reform 
 
In beginning the task of lasting reform there are a number of approaches on offer.  
 
There is reform of the marginal tax rate structure. There is reform of the transfer payment 
system. And a more altogether ambitious approach would seek to integrate the two. 
 
Regardless of the approach reform should aim to simplify the existing system, lower the 
highest work disincentives, and not create unintended disincentives elsewhere. 
 
My firm belief is that we should, as a point of principle, aim where possible to address 
high effective marginal tax rates through the marginal tax rate structure, rather than 
further liberalising means tests on income support payments. 
 
We have relied too much on the social security system to redistribute income rather than 
on our primary redistributive mechanism, the tax system. 
 
The welfare bill is already a staggering $80 billion and drawing more people into the net 
will inevitably snare more people in the high marginal tax rate trap. 
 
Marginal tax rates 
 
Advocates of reductions in marginal tax rates have primarily concentrated on the two 
ends of spectrum.  
 
At the bottom the 17 and 30 percent marginal tax rates give rise to negative interactions 
with social security payments.  
 
At the top, the 47 percent marginal tax rate has been criticised because it cuts in at a 
relatively low multiple of average earnings, interacts with family payments, and 
encourages the use of mechanisms to avoid paying it. 
 
There are valid arguments for reform of both, but in the first instance our priority should 
be dealing with the interactions at the bottom of the marginal tax rate spectrum. 
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In terms of dealing with the worst effective marginal tax rates most attention has been 
given to increasing the income level where the 17 percent rate cuts in by lifting the tax-
free threshold.  
 
Proponents of this approach suggest that the tax free threshold ought to be lifted 
substantially so that a single person does not have to pay tax while income support is 
being withdrawn. This in itself is not an unreasonable suggestion. 
 
Currently the 17 percent marginal rate combined with the 70 percent withdrawal of social 
security allowances give rise to marginal tax rates of up to 87 percent.  
 
However the increases to the tax free threshold would need to be significant – for 
example the taper range for Newstart Allowance is currently $15,500 to $17,000 
whether you are a single or couple compared to the existing tax free threshold of just 
$6000.  
 
The sort of increases required would come at a considerable cost primarily because the 
benefit will flow to all taxpayers – not just those on low incomes who we are seeking to 
reduce effective marginal tax rates for. 
 
The approach would also provide new incentives for high income couples to artificially 
split income through trust structures. 
 
On its own it is a very inefficient mechanism for reducing effective marginal tax rates. 
 
As an alternative, others advocate a targeted increase in the tax free threshold by utilising 
a tax credit. However if it were simply bolted on to the existing system it would give rise 
higher marginal tax rates as it is withdrawn – a potentially undesirable outcome. 
 
In yet another alternative that seeks to address these deficiencies others have  argued 
that the general tax free threshold be abolished and replaced with a targeted tax free 
threshold for low income earners via a tax credit. For middle and higher income earners 
the loss of the tax free threshold would provide considerable scope for a trade off where 
marginal tax rates are cut. 
 
The other key problem with the marginal tax rate structure is where the 30 percent rate 
cuts in - just $21,600.  
 
For a single income couple this 30 percent rate may be combined with a 70 percent 
withdrawal of their spouse’s parenting payment, and a 4 percent reduction in the low 
income tax offset – giving rise to a marginal tax rate of 104 percent. 
 
Lifting the threshold for the 30 percent rate would diminish this interaction by extending 
the coverage of the 17 percent rate – a 13 percentage point improvement. Reforms that 
further sought to rationalise the low income tax offset would reduce the marginal tax rate 
by a further 4 percentage points. 
 
Lifting the 30 percent rate from $21,600 to $30,000 is also a costly proposition it would 
be a cheaper option than an equivalent increase in the general tax free threshold.  
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These are just a few examples of possible reforms. There are many others including those 
recently advocated by the Australian Industry Group who propose abolishing the 42 cent 
rate to significantly extend the income range where the 30 percent rate applies. 
 
Professor Peter McDonald has also recently presented three reform scenarios which seek 
to boost the tax free threshold as well as alter marginal rates to increase the income level 
where a maximum 35 percent average tax rate would apply or move to a flat 35% 
marginal rate. 
 
All of these approaches have their strengths and weaknesses. But whatever their relative 
merits the time has come for the Government to stop stonewalling on reforms. 
 
None of these reforms are especially cheap, but significant reforms introduced in a 
staged approach would be affordable over time. In this context there is no reason why the 
Government should not be able to point the way forward. 
 
The ball is now clearly in the Howard Government’s court, we should let the debate begin. 
 
Untangling transfer payments 
 
In tandem with marginal tax rate reform, the worst interactions between transfer 
payments need to be addressed. 
 
Currently payments like Youth Allowance, Parenting Payment Single, Childcare Benefit 
and Family Tax Benefit B have income tests that may operate over the same income 
ranges as Family Tax Benefit A.  
 
Seeking to restructure or even rationalise payments holds out the potential to reduce the 
opportunity for income tests to overlap. 
 
In cases where payments may not be rationalised then changes can be made to free 
areas so that income tests operate over different income ranges – reducing the capacity 
for benefits to be withdrawn at the same time. 
 
While some have quibbled about Labor’s 2004 Election Policy, it embraced targeted 
marginal tax rate and transfer payment reforms. 
 
At the heart of the changes was an overriding objective to boost participation – 
particularly amongst jobless families. 
 
A transferable tax free threshold for couples enabled a tax free area of up to $12,000 for 
one parent. Combined with a new working tax bonus, incentives for a jobless parent to 
move off benefits and into work were dramatically improved by almost completely 
removing the need to pay tax while Newstart was withdrawn - slashing effective marginal 
tax rates by 17 per cent. 
 
Family Tax benefit A and B were combined into a single payment ensuring the two family 
benefits could not be withdrawn at the same time.  
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The income threshold before family payments were withdrawn was lifted substantially 
from just over $30,000 to $50,000 per year – greatly improving rewards for work for 
middle income families by significantly reducing the overlaps with youth allowance and 
child care benefit. 
 
The Melbourne Institute assessed the impact of Labor’s package on participation and 
concluded up to 71,000 extra persons would be drawn into the labour market, including 
49,000 jobless parents, with the potential savings in social security outlays and extra tax 
revenues rising to more than $1 billion per year. 
 
Further analysis by the National Centre for Social and Economic modelling found the 
package in net terms reduced effective marginal tax rates for over one million persons. 
 
And it did all this while delivering larger budget surpluses than the Coalition. 
 
Negative Income tax 
 
A combination of reform of marginal tax rates and transfer payments will only go so far to 
improve workforce incentives.  
 
The most comprehensive approach to deal with the interactions with tax and transfer 
payments is to adopt a negative income tax type model where tax and transfer benefits 
operate in a single unified system.  
 
There are different variations on a negative income tax approach. Tax and transfer 
payments may be effectively netted out resulting in either a positive credit or a tax 
liability, or the transfer component may be fixed as a guaranteed minimum income – 
leaving tax as the only variable. In either case there is no potential for tax to be paid while 
transfer payments are being means tested away. 
 
The two key advantages advanced for such as system is that it can be designed to ensure 
marginal tax rates never exceed a particular level, and significant efficiencies are gained 
because churning of tax only to be handed back as a cash transfer payment is minimised. 
 
In theory it sounds promising, however there are significant administrative hurdles to 
overcome, not least of which is the fact that Government currently administers transfer 
payments while employers generally administer tax withholdings. 
 
A negative income tax model would require these two systems to be drawn together – not 
an impossible task, but one with daunting information technology and privacy challenges. 
 
I don’t advocate that such a system is achievable in the short to medium term, but I 
believe it is worthy of long term consideration. 
 
Setting a timetable for reform 
 
The most important aspect of reform as I see it is that we must get started. 
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We simply cannot waste any more time pretending there isn’t a problem and pursuing 
further short sighted reform that either ignores the problems or makes them worse. 
 
To this end a very useful contribution has recently been made to the debate by ANU 
academic Peter MacDonald.  
 
In his paper, Reform of income tax in Australia – a long term agenda, he outlines how 
significant programs for reform may be achieved over time if an objective is set and the 
plan executed to a pre-determined timetable. 
 
Peter MacDonald’s contribution is important because it shows how significant reforms 
can be achieved over time without placing significant pressures on fiscal policy. 
 
In the context of the current macroeconomic climate it would be most unwise to 
significantly loosen fiscal policy. But well thought out and executed reform in combination 
with offsetting savings means we can make significant changes over time without adding 
undue fiscal stimulus to the economy – an aspect which is crucially important to keeping 
downward pressure on inflation and interest rates. 
 
Conclusion 
 
Now, this tax debate we're just beginning is long overdue. 
 
It's a debate that starts from broad agreement, right across the political spectrum, that 
Australia's tax system is broken. 
 
It's been given new impetus by helpful contributions from both sides of politics, from 
industry, universities, the OECD and, of course, the Australian newspaper and the 
Melbourne Institute. 
 
I've argued today that the tax system is broken because it does little to encourage 
productivity and participation and it's not internationally competitive. 
 
The Government's preference for election handouts, instead of carefully considered tax 
reform, has created appalling work disincentives that must be fixed if we're to increase 
participation and productivity. 
 
I've argued here that our most pressing priority - above all else - should be to address 
those crippling effective marginal tax rates that fail to reward those who work hard to 
make our economy strong. 
 
Because by untangling the mess that is the interaction between income tax and transfer 
payments, and putting incentive back into the system, we stand the best chance of 
encouraging participation, productivity and international competitiveness and sustaining 
Australia's prosperity into the future. 
 
As Shadow Treasurer, with an ambition one day to be Treasurer I don’t underestimate 
how daunting tax reform is for my Party or the Country. But we have now reached the 
point where it must now be done to secure our future prosperity. 
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