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2014 Budget, policy versus politics: seven or
126 taxes?
Dr Paul Kenny FLINDERS UNIVERSITY

The 2014 Federal Budget’s budget deficit debt levy

arguably takes Australia from 125 to 126 taxes. With the

high probability of significant tax reform under the new

federal Liberal Coalition government, it is pertinent to

reflect on the findings of recent major tax reviews in

Australia (the 2009 Henry Review),1 as well as in the

United Kingdom (the 2011 Mirrlees Review)2 on pos-

sible future directions. There is much similarity in the

opinions of these two reviews as to what constitutes a

sensible tax system. From examining their findings, this

article distils seven generally broad taxes that could

replace the current 126 taxes. However, the politics of

tax reform is all consuming.

A sensible tax system
The Mirrlees Review was able to synthesise its

findings into a “good tax system”. At its core, the good

tax system called for a progressive neutral tax system,

looking at the overall system.3 Departing from neutral-

ity, though, could be warranted in exceptional circum-

stances, where the cost of the externalities is so high that

the distortions and added complexity are worthwhile.4

The Henry Review had similar views and also called for

a uniform resource rent tax. Both reviews further called

for the coordination of the tax and social security

systems. Overall, a sensible tax system can be sum-

marised into seven taxes, as follows:

• a progressive broad income tax with tax incentives

for savings (especially retirement savings);

• a lifetime wealth transfer tax;

• a broad goods and services tax;

• a broad land tax;

• additional taxes on alcohol and tobacco, and on

carbon and gambling;

• a uniform resource rent tax; and

• a well-targeted tax on road congestion.

Income tax
The Mirrlees Review found that a progressive broad

income tax with a transparent and coherent rate structure

would better achieve efficiency, simplicity and redistri-

bution goals.5 The current UK system was viewed as an

opaque jumble of different effective rates as a result of
tapered allowances and a separate National Insurance
Contributions system.6 The Henry Review developed
numerous principles and 13 recommendations on the
taxation of earnings.7 In essence, these were in general
agreement with the Mirrlees Review. The Henry Review
sought a broad progressive income tax and called for the
abolition of the Medicare levy and the rationalisation of
tax offsets.8

Also, the Mirrlees Review noted that the existing rate
structure reduced employment and earnings more than
necessary, and thus proposed that effective tax rates be
adjusted to reflect evidence on behavioural responses.9

Mothers of school-age children and people near retire-
ment are very responsive to work incentives, so lower
income tax rates were warranted for these people.10 The
Mirrlees Review estimated that these changes would
result in a large increase in employment rates.11 While
the Henry Review found that “effective tax rates can be
high for some people, including for those likely to
reduce their level of work as a result”,12 it made no
recommendations to adjust such effective tax rates.

Indirect taxes
The Mirrlees Review recommended a largely uni-

form value added tax (VAT) to maximise efficiency and
simplicity.13 The current VAT has extensive zero-rating,
reduced rating and exemptions (financial services exempt
and housing).14 Given the difficulty in imposing VAT on
financial services and housing, the Review considered
that an economically equivalent tax should be used.15

While housing is generally not subject to VAT, it is
subject to a council tax which is not proportional to
current property values. Broadening the VAT at a 17.5%
rate in the United Kingdom would allow the government
to make each household as well off as it is now and to
generate an extra £3 billion of revenue.16 The Henry
Review similarly sought a broad tax on private consump-
tion.17 Given the restrictive terms of reference on
examining value added taxes, the Henry Review did not
elaborate on design issues of such a tax.18

The Mirrlees Review recommended the elimination
of transactions taxes.19 Presently, stamp duties in the
United Kingdom are imposed on transactions of prop-
erty and of securities. The Henry Review recommended
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the removal of conveyancing stamp duties, to be replaced

by a broad land tax.20 The Henry Review also recom-

mended the elimination of specific insurance taxes.21

The Mirrlees Review recommended additional taxes

on alcohol and tobacco, in accordance with current UK

policy.22 The Henry Review similarly recommended

such additional taxes and the abolition of the wine

equalisation tax. The Henry Review considered that all

alcoholic beverages should be taxed on a volumetric

basis, with a low-alcohol threshold introduced for all

products.23 The rate of alcohol tax should be based on

evidence of the net marginal spillover cost of alcohol.

The Henry Review recommended that tobacco taxation

be retained, with the rates of tax substantially increased,

depending on further evidence on the costs of harm from

tobacco smoking.24

Carbon tax
The Mirrlees Review found that a consistent price on

carbon emissions should be introduced through extended

coverage of the European Union’s Emissions Trading

Scheme.25 Under the current system, there are arbitrary

and inconsistent prices on emissions from different

sources, and others set at zero.26 The Henry Review

similarly found that Australia’s permit trading scheme,

the Carbon Pollution Reduction Scheme (CPRS), is the

most cost-effective way to reduce Australia’s carbon

emissions.27

Tax on road congestion
The Mirrlees Review called for a well-targeted tax on

road congestion to correct market failure and replace the

ill-targeted tax on fuel consumption.28 It estimated the

annual welfare benefit of up to 1% of national income

from such road taxes. The Henry Review similarly

recommended that congestion charges should apply to

all registered vehicles using congested roads.29

Taxation of savings and wealth
The Mirrlees Review recommended no tax on the

normal return to savings.30 The standard income tax

schedule would apply to income from all sources after

an allowance for the normal rate of return on savings.

This treatment is justified on economic grounds, since it

encourages savings and investment and reduces the lock

in of capital gains.31 While no estimate was made of the

economic impact, the Review’s conservative reading of

the literature suggested a significant positive impact on

savings and lifetime welfare.32 Currently in the United

Kingdom, the normal return is taxed on many, but not

all, forms of savings. There are additional but poorly

designed incentives for retirement saving.33 Income tax,

National Insurance Contributions, and capital gains tax

together imply different rates of tax on different types of

income (wages, profits and capital gains).34

While the Henry Review sought to tax the normal

return on savings, it proposed a 40% savings income

discount to individuals for non-business related:

• net interest income;

• net residential rental income (including related

interest expenses);

• capital gains (and losses); and

• interest expenses related to listed shares held by

individuals as non-business investments.35

Further, the Mirrlees Review recommended lower

personal tax rates on income from company shares to

reflect corporation tax already paid.36 The Henry Review

found that dividend imputation should be retained for

the short to medium term.37

The Mirrlees Review proposed additional incentives

for retirement savings to reward freezing savings for

long periods: to simplify pension taxation and to reduce

reliance on the age pension.38 The Henry Review also

called for further tax incentives for retirement savings.39

Wealth transfer tax
The Mirrlees Review recommended a lifetime wealth

transfer tax to reduce the inequality at birth of life

chances, as well as for efficiency and equity reasons,

noting recent increases in wealth inequity.40 The Review

noted the practical problems of designing such a tax.

Currently, the inheritance tax only applies to certain

assets transferred at or near death. However, the Henry

Review declined to recommend a wealth tax, but rather

called for the government to promote further study and

community discussion of the options.41 This appears as

a major weakness in the Henry Review, given the

growing inequality in Australia.42

Business taxes and land tax
The Mirrlees Review sought equal treatment of

income derived from employment, self-employment,

and running an unincorporated business or a small

company.43 The current differences in tax treatments

distort choices over organisational form. In aligning the

taxation of income, the National Insurance Contribu-

tions would be integrated and a rate of return allowance

would apply for capital invested in the business.44 The

Henry Review sought to retain the existing single rate of

corporation tax, albeit at a lower rate of 25% (from

30%).45 The review similarly sought the integration of

the Medicare levy with the personal income tax rate.46

The Mirrlees Review called for an allowance for

corporate equity (ACE) to level the playing field for

equity and debt finance, increase equity investment, and

thus increase domestic investment, employment and

wages.47 The Mirrlees Review estimated that introduc-

ing an ACE financed by an increase in a broad-based
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consumption tax would increase gross domestic product

by 1.4%.48 Under the Henry Review, the normal return

on investment would continue to be taxed. However, as

noted above, over the medium to long term, consider-

ation should be given to an alternative to dividend

imputation.

The Mirrlees Review recommended abolishing busi-

ness rates and replacing these with a land value tax on

business and agricultural land, at least.49 An input tax

would apply on buildings (business rates), but no land

value taxes. Business rates discriminate between differ-

ent sorts of business and hinder business property

development.50 The Henry Review proposed the removal

of stamp duties and advocated a broad land tax (on all

land) with consideration of using a per square metre

basis with an increasing marginal rate schedule.51 Under

a broad land tax, low-value land such as farming land

would be under the exemption threshold. The Henry

Review also advocated the removal of the state-based

payroll taxes.52

Resource taxes
Resource taxes were not considered in the Mirrlees

Review’s good tax system.53 The Henry Review recom-

mended that the current resource charging arrangements

imposed on non-renewable resources by the Australian

federal and state governments should be replaced by a

federal uniform resource rent tax.54

Social security system
The Mirrlees Review also called for a single inte-

grated benefit for those with low income and/or high

needs in order to simplify and rationalise the benefit

system.55 The Henry Review called for better coordina-

tion between the tax and benefit systems.56 The Henry

Review found that there should be only three categories

of income support payments: pensions for special needs

or aged; participation support for people of working age

(ie, unemployed, temporary incapacitation); and student

assistance.57 The payments should be indexed and a

comprehensive means test should replace the numerous

current tests for eligibility.

Progressivity
The Mirrlees Review considered that the tax-benefit

systems should be viewed as an overall package that

needed to be shaped to achieve different levels of

progressivity, taking into account efficiency.58 The Henry

Review supported the commitment to Australian values

of fairness and a progressive tax system.59

Implementation plans
The Mirrlees Review considered that implementation

of all the changes would mean a revolution in tax

policy.60 Thus, the Review saw the reforms as a long-

term program of reform. Priority should be given to the

reforms that will make the greatest impact on economic

welfare, such as broadening the VAT, introducing motor

vehicle congestion taxes and carbon pricing, and reform-

ing personal income taxes and the benefit system.

The Henry Review did not advance the detailed

design, timing or prioritising of its measures, noting “it

is neither possible nor desirable to make all of these

changes too quickly”.61 The aim was to set strategic

directions for the future architecture of the Australian

tax and transfer system.

Politics of tax
To date, the UK government has not acted on the

Mirrlees Review proposals, although the government

has proposed changes to the benefit system to take place

in 2017.

While Australia’s former Labor government partially

adopted two of the significant Henry Review reforms,62

these reforms have proven to be troublesome. First, the

Minerals Resource Rent Tax (MRRT)63 was introduced,

commencing on 1 July 2012. However, the MRRT ran

into fierce opposition from mining companies, media

owners and the Liberal Coalition opposition. This resis-

tance to the tax was cited by commentators as one factor

for the replacement in June 2010 of the then Labor

Prime Minister, Kevin Rudd, by Julia Gillard. Conse-

quently, the Labor government acceded to the demands

of the big miners, ensuring an ineffective design that

produces insignificant tax revenues. The May 2012

budget asserted that the MRRT would bring in $3 billion

for the 2012/13 financial year, but on 14 May 2013 this

was downgraded to $200 million.64 The current Liberal

Coalition government proposes to abolish the MRRT.65

Second, the former Labor government introduced a

carbon tax commencing on 1 July 2012 as a pathway to

an emissions trading scheme, as recommended by the

Henry Review. However, the current Liberal Coalition

government proposes to abolish the carbon tax and any

emissions trading scheme proposals.66

Comment
While not every economist will arrive at these same

policy conclusions and evaluate the empirical evidence

in the same way, the two reviews show that there is

considerable consensus for what a sensible tax system

looks like. Both reviews set out a similar comprehensive

set of proposals for tax reform based on modern theory

and evidence. This suggests that their analysis and

conclusions bear directly on the current policy debate.

Such a best practice tax system features just seven taxes.

Notably, New Zealand more closely resembles this

system than does Australia.
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The two reviews did not agree on all key aspects of

the “good tax system”. The Mirrlees Review recom-

mended a lifetime wealth transfer tax, whereas the

Henry Review ignored this important issue. The Henry

Review recommended a federal uniform resource rent

tax, while the Mirrlees Review ignored this issue. The

Henry Review also called for a cash flow tax to

effectively replace the state payroll tax.

There were a number of smaller differences. Unlike

the Henry Review, the Mirrlees Review called for lower

tax rates for mothers of school-age children and people

near retirement. The Mirrlees Review called for an ACE

and no tax on the normal return on savings. The Henry

Review rejected ACE and considered that dividend

imputation should be retained for the short to medium

term. Also, the Henry Review sought to tax the normal

return on savings, but proposed a 40% savings income

discount.

Both countries illustrate the political intransigence to

sensible tax reform. In the United Kingdom, the Mir-

rlees Review appears to have been largely ignored, with

only benefits system reforms planned for 2017. In

Australia, only a number of minor reforms have been

implemented successfully. Significant tax reforms, such

as the MRRT and carbon tax, were (or are being)

rendered ineffective, or are in the process of being

abolished.

The adoption of a sensible tax system is compelling,

given the estimated gains to economic welfare that

amount to many billions of dollars67 and the increasing

need for tax revenue. The simplicity benefits of having

just seven taxes versus the current 125 are enormous.

Unfortunately, given the Australian politics of tax reform,

red tape rules — such is the resistance to change.

Complexity, special tax concessions, lobbying and other

rent-seeking activity are deeply entrenched and we are

moving further away from this sensible tax system.

Effective tax reform requires both sides of government

to work together to achieve consensus for the common

good. Since this is not possible, tax laws should be

designed, implemented and maintained by a statutory

body that is independent of politics. Politicians should

only be responsible for adjustments to tax rates. Former

Prime Ministers Kevin Rudd, in his involvement in

introducing the mining tax, and Julia Gillard, in her

experience with the introduction of a carbon tax (a

broken promise), as well as the current Prime Minister’s

budget deficit levy (another indiscretion), well illustrate

the difficulty with the current processes.
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