Bracket Creep, Effective Marginal Tax Rates and Alternative Tax Packages
A report by The Melbourne I nstitute in association with The Australian

By Hielke Buddelmeyer, Peter Dawkins, John Freebairn, and GuyonneKalb™".

Table of contents:

IO 014 oo [T A oo O SURRURRR 2
A Y =T = A O == o 2
2.1 The dollar costs of bracket Cregp .......cccveveveereeie e 2
2.2 Thetax burden of bracket Cregp..........ccooeeiiieieeie 3
2.3 Bracket creep and the distribution of individuals across the five tax brackets....4
G300 I 911 0o [F o1 o o OSSPSR 4
B2EMTR PIOfHES ettt e 5
3.2.1 EMTRs for the head of household in a single-earner family..............c......... 5
3.2.2 EMTRs for spouses as a Secondary €arner ..........cocceeeereeeeseeeseeseesseesseseenns 5
3.3 Average EMTRs measured over realistic employment options............c.cceceenee. 6
3.3.1 Heads of hOUSENOIAS .........coviieiiiise e e 6
3.3.2 SPOUSES aS SECONTANY EAIMEN'S ...cuveeeereeiesieesieesie e sreeeesreesreeee e sseeeesaee e 6
4. Some Alternative Tax Packages ........occovireiieiine e e 7
v R g (oo [H o (o USRS 7
4.2 Labour supply effects of the various tax reforms..........cccocveveevesceenecceveeseenne 9
4.3 Winners and Non-winners under the various tax reform proposals..................... 9
4.4 Effect of the various tax reforms on EMTRs over realistic employment options
.................................................................................................................................. 10
5. Income Tax Reform: Base Broadening........ccocecerenenieseenienieseesiesee e 10
6. DiscuSSION @nNd CONCIUSION .......ooeeiiieieeie ettt sne e 12
REFEI BNCES......ceee ettt st et r e 17
Appendix 0N MEtNOAOIOGY ........ccoveiiiriiirirereeeee e 18
L1055 YOS 21

"~ We are grateful to George Megalogenis of The Australian with whom we collaborated on this
project.



1. Introduction

With an election year, and with the windfall tax revenue gains from fiscal creep, it is
likely that a big tax cut will be offered in the May, 2004, Federal Budget. Income tax
brackets have not been fully adjusted for inflation over the last three years, and strong
economic growth is generating more and more tax revenue.

This study has the following objectives:

= To estimate the amount of bracket creep that has occurred since the GST tax
package.

= To examine the incidence of that bracket creep on familiesin different parts of
the distribution of income.

= To provide an analysis of the distribution of effective marginal tax rates and
the work incentives faced by low-income families.

= To explore adternative ways in which the government could hand back some of
the bracket creep to increase work incentives.

= To cost a number of possible tax packages and evaluate their likely impact on
labour supply and feedback effects on the budget.

Sections 2 and 3 focus on the extent of bracket creep since the ANTS package, and
the distribution of effective marginal tax rates, respectively.

In analysing bracket creep we present four “scenarios’. The first scenario relates to
the actual system asit has developed since the ANTS package, and which is projected
to continue forward without any further changes to the tax thresholds beyond the
changes made in the 2003/04 budget. In order to gain insight in the extent and the
effects of bracket creep, a second scenario is one where the introduction of ANTS
would have been accompanied by a systematic indexing of the tax thresholds at the
start of each budget cycle by the CPI increase over the previous budget cycle. A third
scenario is identical to the second scenario, except that indexing is now based on
increases in average weekly earnings (AWE) rather than CPI. Finally, the fourth and
last scenario is one where there is no indexing of thresholds at all (that is, they are
fixed at the 2000/01 levels).

Section 4 presents a range of possible tax cut proposals that all have upfront costs
that are roughly equal to the dollar amount of bracket creep that has resulted from
increases in CPl not having been matched by the raising of thresholds. The
methodology used to simulate the different policies discussed in this report is
described in the appendix.

It should be stressed that the alternative tax packages analysed, assume that the
income tax base is not changed. There is a case, however, for broadening the income
tax base. Thisisdiscussed in section 5.

2. Bracket Creep
2.1 Thedollar costs of bracket creep

The definition of bracket creep is not smply people moving into higher tax brackets,
rather it is about people facing higher average tax rates. For example, consider a



simple two bracket tax rate schedule with a zero rate threshold of $6000 and then a
flat 20% marginal tax rate. Now, someone whose income rises by 10% from $30000
to $33000 just because of inflation finds their average tax rate rises from 16% ($4800
divided by $30000) to 16.4% ($5400 divided by $33000), athough the real
purchasing power of the pre-tax income has not changed. In fact, the failure to index
tax brackets for inflation, or bracket creep, redistributes income from the private
individuals to the government. It should be noted however that a portion of bracket
creep could be the result of strong real wage growth. Bracket creep is defined as
people moving into higher tax brackets purely because the tax thresholds are not
(fully) adjusted for inflation, which means that at the same rea income a larger
proportion is paid in tax.

If the ANTS tax reform would have included a policy to annually index tax thresholds
by the CPI (corrected in 2000/01 for increases due to the introduction of GST in the
ANTS package,), then by 2005/6 the total personal income tax collected would be
$3.8 hillion lower than it would be if there were no further increases in the tax
thresholds other than the ones that took place in the last 2003/04 budget. This amount
is calculated from the difference in total income tax under the two systems (a cost of
roughly 4.3 billion dollars for the government) and is then adjusted for the difference
in total rebates (a saving of roughly haf a billion for the government). This $3.8
billion is the dollar amount of bracket creep, expressed in first quarter 2004 dollars,
and represents what it would cost to compensate the Australian tax payers for the
extra amount of tax they would pay in 2005/06 as a result of inflation as measured by
the CPI since 2000/2001.

2.2 Thetax burden of bracket creep

The effect of not fully adjusting the tax thresholds for CPI increases can also be
expressed in other ways (see table 1). The average income tax rate (AITR) for all
Australians, computed as income tax net of rebates expressed as a percentage of gross
income, is 15.9 per cent in 2005/06 assuming the current system will not be changed
further and 15.1 per cent under a policy of CPI indexing of the thresholds, compared
to 14.5 per cent at the time when ANTS was introduced in 2000/01. A policy of CPI
indexing will not keep the average income tax rate constant as wages generally grow
faster than the CPI, thereby causing people to move into higher tax brackets because
their real incomes grow. We do not consider the latter to be bracket creep. A policy of
indexing tax thresholds by average weekly earnings (AWE), rather than CPI, would
keep the average income tax rate constant.

When examining the average income tax rate by income deciles (Table 4b) it is clear
that the increase in AITR due to not (fully) indexing thresholds by CPI is largest in
relative terms among those in the lowest income deciles.

To read Table 4b, consider someone in income decile 3. In 1999-2000, or before the
ANTS reforms, their average tax rate was 11.96%. The ANTS reforms reduced the
average income tax rate to 11.09%,; but there also was a net increase in indirect taxes
paid. The effect of nominal wage increase, and including the tax rate schedule
changes for 2003-04, was for the average tax rate to rise to 11.73%. If all brackets had
been indexed by the CPI the average tax rate would have risen only to 11.26%; with
some increase because real wages rose. If there are no further changes to the tax rate



schedule over the next two years, the average tax rate is projected to rise to 12.81% in
2005-06, an increase of 1.72 percentage points or of 15.5%. By contrast, someone in
decile 8 is projected to experience a rise in their average tax rate from 20.84% in
2000-01 to 23.01% in 2005-06, an increase of 2.17 percentage points but only a 10.45
increase in real tax paid.

2.3 Bracket creep and the distribution of individuals across the five tax brackets

A more detailed overview can be obtained by looking at the distribution of people
over the different tax brackets. One can do that for the population as a whole (see
tables 2, 17-24, or 26-30) or just for those people who pay positive net taxes (see
tables 2 ATO, 25, or 31-35). When looking at the total Australian population,
including [excluding] those paying no taxes, the per cent of people in the highest tax
bracket under the current system is about 1.1 [1.7] percentage points higher today
than under a system of CPl indexing - at 8.9 per cent and 7.8 per cent respectively
[14.6 per cent and 12.9 per cent respectively]. By 2005/06 this number will have
increased to 2.8 [4.5] percentage points, if no further changes to the tax threshold
beyond the ones in the last 2003/04 budget are made (tables 2 and 2_ATO). To put
these numbers in perspective, between 2000/01 and 2003/04, about 336 thousand
people moved into the top two tax brackets as a result of inflation and not (fully)
indexing the tax thresholds by the CPI. Another 500 thousand are expected to move
up between 2003/04 and 2005/06 if tax thresholds remain at the level of the 2003/04
budget (tables 6-16).

3. Effective Marginal Tax Rates
3.1 Introduction

The existence of high effective marginal tax rates (EMTRS) in Australia has been
frequently documented and is well known to be a direct result of the structure of the
social security system®. The various benefits are targeted at those who need it, based
on family income levels. This means that when families earn additional income some
of their benefits are withdrawn, albeit not on adollar for dollar basis. This also means
that low-income families face high EMTRS, but low average income tax rates (see
table 4), whereas the reverse holds for high-income families. For instance, looking
only at heads of households of working age under the current actual tax system (Table
70), 21 per cent of those in the first income decile have EMTRS in excess of 50 per
cent. 19 per cent have EMTRs in excess of 70 per cent. The situation in the second
income decile is even worse with 31 per cent having EMTRs over 50 per cent and 27
per cent facing EMTRs in excess of 70 per cent. Across all deciles about 16 per cent
have EMTRs in excess of 50 per cent and only 8 per cent are on EMTRs over 70 per
cent.

! Seefor example, Whitlock (1994), Harding and Polette (1995), Ingles (1997) or Beer (2003).



3.2EMTR profiles

EMTR profiles, although variable, do not change dramatically over time providing no
big changes to the socia security system are made. To examine the current situation,
we take a closer look at the current year (2003/04) for four hypothetical families. For
each couple we look at the head's EMTR profile conditional on the spouse not
supplying labour to the market (figures A-J) and to the spouse’'s EMTR profile
conditional on the head working 40 hours a week (figures C-spouse through J
spouse). The actual situation is compared with a situation in which there is full
indexation of all tax brackets of the persona income tax rate schedule by the CPI or
AWE or no indexation at all.

The four families we consider are:

Average
Low-wage | wage | High-wage
Sole Parent | family family family

Number of children (under 13) 1 2 2 2
Hourly wage prime earner (Head) |  $11.80 $11.80 $24 $48
Hourly wage secondary earner - $11.80 $18 $27

3.21 EMTRsfor the head of household in a single-earner family

In this section it is assumed that the spouse does not supply any labour to the market
(Figures A through J). The EMTRSs for a low-wage family (on the minimum wage)
are fairly high (see Figures C and H). The EMTR for a low-wage family does not
drop below 60 per cent when working between 3 and 48 hours per week. Often the
EMTR is even above 70 per cent. For this group, the different indexation schemes are
irrelevant. For those on an average wage, EMTRS are high for lower part-time hours
only (see Figures D and I). From 24 hours onwards, EMTRSs are mostly 60 per cent or
below. Indexation of tax thresholds benefits them over a wider range of labour supply
and at the relevant (full-time) hours of work. The range of high EMTRSs is much more
narrow for high-income earners, but the work-incentive effects of indexing tax
thresholds are likely to be irrelevant for them, given that it lowers EMTRs in the part-
time hours range only (see Figures E and J). At higher hours they automatically fall in
the highest tax bracket.

The more modest withdrawal rate of pensions (compared to allowances) isreflected in
the lower EMTRS for sole parents than for NewStart recipients (see Figures A and F),
but EMTRs are still around 60 per cent for a large proportion of the labour supply
range (basically from 10 hours work per week onwards). Tax threshold indexation
seems somewhat more relevant for them than for NewStart recipients.

3.2.2 EMTRsfor spouses as a secondary earner

In this subsection it is assumed that the head of the household is working full time
(Figures C-spouse through J-spouse). The EMTR profiles for the spouse reveal that



spouses in low-wage families face high EMTRS of over 60 or 70 per cent up to a
labour supply of nearly 20 hours per week when they enter the market as a secondary
earner. These high EMTRs then ease to around 50 per cent and jump back to around
60 per cent at labour supply over 35 hours a week as a result of entering a higher
income tax bracket.

In contrast, the spouse in an average-wage family faces higher EMTRs of 60 and 50
per cent over a narrower range of about 12 hours per week, followed by a long
sustained plateau of very low EMTRs of around 20 to 30 per cent. Only at afull-time
work week the family tax benefits cause the EMTR to double to about 60 per cent.

Finally, the EMTR profiles of second earners in high-wage families are dominated by
amove through the subsequent tax brackets, steadily raising the EMTR from about 20
to 50 per cent, with the exception of a modest peak at a low level of labour supply
(less than 8 hours per week).

3.3 Average EMTRs measured over realistic employment options

3.3.1 Heads of households

EMTRs can be misleading in that they present the incentive to work as the return to
earning one extra dollar, which is not the actua unit in which most people think.
Therefore, table 94 presents gross and net income at zero, 20 and 40 hours of work for
each of the four families, corresponding to non-work, part-time and full-time
employment. Ignoring for the moment the columns on the Earned Income Tax Credit
(EITC), which is discussed in sections 4 and 5, the financia incentives of taking up
employment are higher for sole parents than for families that depend on an allowance
when out of work. In other words, they lose a smaller fraction of their earned income
in taxes and benefit withdrawals. In the case of part-time take up, sole parents lose 37
per cent of their earned income in taxes and withdrawn benefits, versus an average of
68 per cent for heads of households in couples. Even a move from non-work to full-
time work is more rewarding for sole parents, losing 51 per cent of their earnings
compared to 69 per cent for low-wage, 67 per cent for average-wage and 61 per cent
for high-wage earning heads in couples.

3.3.2 Spouses as secondary earners

The highest proportion of income islost by second earnersin low-wage families. This
is caused by the fact that these families are till éigible for various payments even if
the head is working full-time. As the second earner starts to earn a higher income
these payments are withdrawn, causing a higher EMTR than would have been the
case had they been partners of high-wage individuals. The difference is quite large,
especialy for a second earner taking up part-time employment. In the case of a low-
wage family the second earner loses 65 per cent of the extra dollars earned in taxes
and withdrawn benefits, compared to 39 per cent for an average wage and 32 per cent
for a high-wage earning family. A low-wage secondary earner partnered to a low-
wage primary earner also faces lower incentives to increase hours from part-time to
full-time levels.

To highlight the effects of benefit withdrawals for low-wage couples further, we
examined the effect of awage increase. Increasing the minimum wage from $11.80 to
$12.50 for a head of household working 40 hours per week only increases the



family’s net income by $3.50 per week (out of a gross increase of $28 per week). For
a standard week of 38 hours this would be $5.58 out of an increase of $26.60.

3.4 Summary

Section 3 has identified the low financial incentives to take up employment or to
increase hours of work that particularly affect low-wage earning couples. As noted
earlier, these low incentives are a direct result of the means tested nature of the
various transfer payments. The EMTR profiles for both partners in the four families,
described above, have shown that the different indexing schemes have very little
effect on the observed profiles and only shift them horizontally (figures A-J and their
spouse equivalents). However, changes to the social security system itself, in the form
of a reduction in taper rates, could have large consequences for the profiles. The
changes however cannot be described as horizontal (or vertical) shifts of the profile.
To assess various reform proposals amed at addressing the low financial incentives to
take up employment or increase hours worked, we analyse each of them individually
and compare them at the 20-hour block choices of non-work, part-time and full-time
for each of the partnersin the four stylized families.

4. Some Alternative Tax Packages
4.1 | ntroduction

To make a comparison of the impacts of various tax proposals seven tax reforms are
compared to the alternative of keeping the current tax and social security system.

Each of the seven tax proposals is designed to have an upfront cost of approximately
$3.8 hillion when introduced in 2005/06. This $3.8 hillion is the dollar value of
bracket creep in 2005/06 as established in section 2.

A further three tax reforms are analysed separately and have much smaller upfront
costs. The EITC is effectively a payment from the tax office to low-income families.
It is tapered in at around 5c to the dollar, starting at the first dollar being earned. For
each individual, the maximum EITC is capped at $30 a week. Each working partner is
thus eligible for this EITC on their own merits. However, the EITC is tapered out
based on family income using the same withdrawal scheme as for Family Tax Benefit
Part A. First all family payments are tapered out at 30 per cent until the minimum
level is reached, after which the withdrawal of the EITC starts. Under this proposal
the maximum tax credit that any individual can obtain is $30 a week, but atwo earner
couple could get more than this.



Table 4: Overview of different tax reforms, upfront costs, ex-post costs and employment effects.

Tax- Restrict Costs after
free Tax Tax Tax Tax Reduce  NewStart Upfront accounting for Extra labour
area Bracket Bracket Bracket Bracket Taper Eligibility Costs labour Supply supply versus
1 2 3 4 5 EITC rates to<30hr  ($hillion) effects($billion) Reform | (jobs)
Reform | (Current System) no no no base base base
Upper Tax Threshold ($) 6,000 21,500 52,000 62,500 -
Tax rate 0 17c 30c 42c 47c
Reform I1 (CPI indexing) 3.85 2.90 43,997
Upper Tax Threshold ($) 6,818 22,727 56,819 68,183
Tax rate 0 17c 30c 42c 47c
Reform 11 yes no no 3.94 2.69 79,942
Upper Tax Threshold ($) 6,000 21,500 52,000 77,500 -
Tax rate 0 17c 30c 40c 47c
Reform IV yes no no 3.99 2.68 85,737
Upper Tax Threshold ($) 6,000 21,500 57,000 68,000 -
Tax rate 0 17c 30c 42c 47c
Reform V no yes no 3.71 3.44 20,135
Upper Tax Threshold ($) 6,000 21,500 52,000 77,500 -
Tax rate 0 17c 30c 40c 47c
Reform V1 no yes no 3.76 3.43 25,667
Upper Tax Threshold ($) 6,000 21,500 57,000 68,000 -
Tax rate 0 17c 30c 42c 47c
Reform V1I no yes yes 3.39 3.09 19,730
Upper Tax Threshold ($) 6,000 21,500 52,000 77,500 -
Tax rate 0 17c 30c 40c 47c
Reform V1| no yes yes 3.44 3.08 25,113
Upper Tax Threshold ($) 6,000 21,500 57,000 68,000 -
Tax rate 0 17c 30c 42c 47c
Reform IX yes no no 2.33 1.48 72,447
Upper Tax Threshold 6,000 21,500 52,000 62,500 -
Tax rate 0 17c 30c 42c 47c
Reform X no yes no 141 134 17,549
Upper Tax Threshold 6,000 21,500 52,000 62,500 -
Tax rate 0 17c 30c 42c 47c
Reform XI1 no yes yes 120 1.10 16,995
Upper Tax Threshold 6,000 21,500 52,000 62,500 -
Tax rate 0 17c 30c 42c 47c




4.2 Labour supply effects of the varioustax reforms

A complete picture of the different impacts of the various tax reforms is obtained in
tables 78 through 95. The different tax reforms each have different labour supply
effects. These labour supply effects induced by the tax reforms imply very different
ex-post costs of the various tax reforms, athough each reform proposal has
approximately equal upfront costs (except for IX, X and XI). Asit turns out, the most
expensive tax reform package (IV) with an upfront cost of $3.99 billion is actually the
least expensive reform when accounting for labour supply responses, with an
expected ex-post cost of $2.68 billion. The reason is that this package, which
combines indexing the top two thresholds by the CPI with the introduction of the
EITC, triggers the largest labour supply response (Table 80). The labour supply
responses, expressed as an increase/decrease in the number of workers compared to
the benchmark of tax Reform I, show that approximately 85,000 extra workers would
enter the market under this most cost-efficient tax reform. The tax reforms that
include a reduction in the taper rates (reforms V-VIII), athough generating extra
labour supply, perform less well than a straightforward indexing of tax thresholds (tax
reform Il). A breakdown of the labour supply effects by partnered men, partnered
women, single men, single women, and sole parents reveals for which group each tax
reform has the largest impact. The EITC hasrelatively large positive aggregate effects
for al groups except partnered women. This negative effect is however partly
counteracted by the indexing of the two top thresholds under tax reform IV. In
contrast, the tax reforms involving a reduction in taper rates have large negative
aggregate effects on partnered women, but unlike the case of the EITC these are not
offset by strong gains in labour supply for other groups. The only tax reform that in
aggregate increases the labour supply of partnered women is the straightforward
indexing of the tax thresholds (tax reform I1). This makes sense intuitively, asit isthe
only tax reform under consideration that is purely based on individual income.

4.3 Winners and Non-winners under the various tax reform proposals

Asevery reformisin principle atax cut, there are no losers under any of the reforms,
only non-winners. The different tax reform proposals imply different distributions of
winners and non-winners, and conditional on being a winner, the average win also
varies greatly under the different tax reform proposals (Tables 88 and 81 — 87). The
proposal with the most winners (78 per cent) is the straightforward indexing of the
thresholds. However, the average gain is only $2.50 a week for those in the lowest
family income decile, which increases to about $5 for those in the 5" family income
decile, and is largest for the highest decile at $28 a week. The tax reforms involving
the EITC have roughly 55 per cent of families gaining, versus 45 per cent for reforms
involving areduction in taper rates. Compared to the indexing of all thresholds, some
middle- to high-income families miss out on the gain. What the EITC and reduction in
taper rates have in common is that, compared to straightforward indexing of the
thresholds, they take some of the gains for high-income families, in particular the top
two family income deciles, and redistribute these lower down the income ladder.? The
EITC tax reforms maintain a relatively even spread, in absolute value, of the average

2 Indexation of the lower tax thresholds benefits everyone not just families on low incomes. For this
reason, it is relatively expensive.



gain across income deciles whereas the reforms involving a reduction of taper rates
seem to favour the 2™ and 4™ and 5™ deciles to alarger extent.

4.4 Effect of the various tax reforms on EMTRs over realistic employment options

Returning to the four hypothetical families and their EMTRS over the realistic
employment options of non-work, part-time and full-time employment, a few things
stand out (Tables 94a — 94d). Sole parents, under al tax reform proposals, see their
EMTRs at the different employment options lowered, except under tax reform Il
(straightforward indexing by CPI). The impact on EMTRs for couple familiesis more
diverse. However, al tax reforms increase the incentive to move from non-work to
part-time, most strongly so under those reforms that include a reduction in taper rates.
The incentive for the head of household to move from non-work to full-time
employment is also increased in the case of low-wage families. Where the different
tax reforms for low-wage couples differ is that while the incentives to move from
part-time to full-time employment are greater with the introduction of the EITC, this
move is discouraged under reforms involving a reduction in taper rates. The same
holds for the incentives for a secondary earner in a low-wage family to enter the
labour market. These incentives are increased under reforms that include the EITC but
discouraged under reforms with reduced taper rates.

For average-wage couples, moving from non-work into part-time employment is more
attractive under all reform proposals. The subsequent move from part-time to full-
time is less attractive under reforms involving taper rate reductions, but still more
attractive under reforms involving the EITC. The EITC has a negative effect on the
incentives for a secondary earner to take up part-time employment. The second
earner’'s EMTR is low at 35 per cent and would be increased to 43 per cent under
reforms involving the introduction of the EITC. This is however still lower than the
EMTR of 63 per cent that a second earner in a low-wage family is currently facing.
The latter would be reduced to 58 per cent under areform involving the EITC.

The impacts of the various tax reforms on the EMTRSs at the different employment
levelsfor high-wage families are al relatively small.

5. Income Tax Reform: Base Broadening

The analysis has proceeded on the simplifying assumption that there be no change in
the tax base or taxable sum. This enabled the discussion to focus on changes in the tax
rate schedule.

In practice tax reform also can be directed at changes in the tax base. For example, the
income tax reforms of 1985 used the introduction of the capital gains tax (CGT) and
the fringe benefits tax (FBT) to achieve greater equity and efficiency and to fund
much lower tax rates, including reducing the top rate from 60 per cent to 49 per cent;
and most of the reduction in the corporate tax rate from 39 per cent to 30 per cent in
2001 was funded by replacing the system of accelerated depreciation with
depreciation over the economic life for plant and equipment and for buildings.

Options to make the current income tax base more comprehensive and broader, and in
the process achieving greater equity and efficiency and providing funds for lower tax
rates include: eliminating most work expenses deductions, reducing remaining
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concessions in the FBT; eliminating concessions in the CGT; removing other tax
expenditures; and, proceeding with measures to reduce the use of trusts and company
structures to reduce taxation.

Work Related Expenses

Data from the ATO (Taxation Statistics, 2004) report that in 2001-02, 6.7 million
individual taxpayers claimed a total of $8.753 billion in work related expenses. The
largest claims were for motor vehicles ($3.4 hbillion), clothing ($0.8 hillion), self-
education ($0.6 billion) and other travel ($0.7 billion).Those on higher incomes claim
more than those on lower incomes, for example those with taxable incomes of $60000
or more a year represent 11 per cent of taxpayers but claimed 22 per cent of work
related expenses. Removal of deductions for work related expenses would improve
vertical equity, and arguably it also would improve horizontal equity and efficiency.
In particular, removal of these concessions would simplify the individual income tax
system and in the process reduce some of the $862 million a year claimed as
deductions for costs of managing tax affairs.

FBT Concessions

In its latest Tax Expenditure document, Treasury (2004) estimates that the
undervaluation of motor vehicle fringe benefits for private use involves aloss of tax
revenue of over $1 billion a year. It seems likely that these benefits are skewed in
favour of middle and high-income earners. Removal of the concession would add to
equity, efficiency and fund lower tax rates, especially at the higher income brackets.

CGT Concessions

Relative to a comprehensive income tax treatment which applies to many other forms
of capital income, concessions on the taxation of capital gains include halving of the
tax rate for assets held for more than a year and generous roll-over provisions for
small business; in addition, CGT is applied only on realisation at time of sale and not
on accrued gains, and owner occupied housing is exempt. In its Tax Expenditure
document, Treasury (2004) estimates the 50 per cent rate concession for capital gains
cost revenue of $2.4 billion in 2003-04, and that the concessions for small business
cost another $0.25 hillion. Data from the ATO (2004) for 2001-02 show that capital
gains are highly skewed to the better off, for example only 12.8 per cent of those with
incomes in the $20000 to $50000 range reported capital gains, compared with 22 per
cent for those in the $60000 to $100000 range, and over 30 per cent for those on even
higher incomes. Reform of the CGT would significantly broaden the income tax base.

Other Tax Expenditures

The Treasury Tax Expenditure document (Treasury, 2004) includes many other
gpecial tax concessions and deductions which narrow the tax base at the expense of
revenue, equity, efficiency and simplicity, and which reflect more past political
favours than good tax design. Concessional tax treatment of non-superannuation
termination payments and of unused lump sums for unused annual and long service
leave (relative to the taxation of wages) involves estimated tax expenditures of nearly
$1 billion a year. Almost certainly these benefits are skewed in favour of those with
higher incomes, but only some benefit. Selective tax concessions for income
averaging, for farm management deposit bonds, for low valuations of natura
livestock increase inventories and other concessions exceed $0.6 billion a year and
represent selective reductions in income tax for primary producers. Other tax
concessions which could be considered in striving for a more comprehensive, broader
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and larger income tax base, but which have their own organised political lobby and
interest groups, include the zone tax offset, taxation of superannuation, the First
Home Owners Scheme (FHOS), and the 30 per cent private health insurance rebate.

Business Sructures

Compared with the rigorous individual tax treatment of wage and salary earners, the
self employed and earners of capital income have much more flexibility to legally
reduce income tax paid by the use of trusts and corporate business structures. With
these structures it is relatively easy to split incomes and the lower 30 per cent
corporate tax rate is preferable to the top 48.5 per cent personal tax rate as a means of
deferring the payment of tax. There also is anecdotal evidence that it is easier to
classify some private expenditure as tax deductible business expenses under trust and
corporate structures. While the tax reform debate at the turn of the twenty-first
century considered reforms to achieve greater neutrality in the tax treatment of
different business structures, only cosmetic changes were implemented. Clearly,
finding an administrative solution to this on-going form of tax inequity and
inefficiency, let alone finding a political consensus, is a daunting task. Further, the
absence of generally agreed data on the magnitude of tax avoidance and the
distribution of these concessions makes the task of achieving informed debate and
reform difficult. One extreme solution which avoids the tax base measurement issue
would have aflat tax rate applying to all forms of income. Greater alignment of the
corporate and top personal tax rates, and flattening of the tax rate scale, particularly
when funded by removing concessions and deductions which are skewed in favour of
the better-off, reduce the incentives and rewards from carefully restructuring of
business enterprises.

What then are some implications of broadening the income tax base as a means of
funding reductions in the income tax rate schedule? First, such reforms generally
make for good tax design or structural reform in their own right. A broader and more
comprehensive base means a more even tax playing field and less distortions to
economic decisions, it results in greater horizontal tax equity, for most of the changes
discussed vertical equity also would be improved, and some simplicity likely would
follow as special exemptions and deductions are removed. But, of course, those who
now utilise the concessions will be losers. Second, in terms of annual dollar sums, the
earlier discussion indicates potential revenue gains in the billions of dollars, with a
number of $10 billion a year achievable. In terms of the top tax brackets and rates, a
great deal could be achieved. For example, a billion dollars a year would fund a 2
percentage point reduction in the top marginal rate from 48.5 per cent to 46.5 per cent,
or a $16000 increase in the top tax bracket from $62500 to $78500; or, a billion
dollars would fund dropping the second highest marginal tax rate by 5 percentage
points to 38.5 per cent, or raise the second top bracket by $4000 to $56000.

6. Discussion and Conclusion

In this report we have identified the extent to which bracket-creep has been causing an
increase in tax revenue to the Commonwealth Government. By the end of this
financial year it will have reached 1.7 billion. By the end of 2004-5 this would reach
the value of 2.8 billion dollarsif there are no further adjustments to thresholds. By the
end of 2005-6, it would reach $3.8 billion.
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Thus, if the government is to return this bracket-creep to the tax payer, it has $3.8
billion to “spend” on tax cuts in 2005/2006.

This was one of the two main issues analysed in this report, for which we used the
Melbourne Institute Tax and Transfer Simulator.®> The other was an analysis of
effective marginal tax rates.

As a genera principle, the highest effective marginal tax rates are faced by low-
income families. In particular, jobless families or families with only a few hours of
work a week, gain remarkably little, financially, from one or even two family
members obtaining jobs.

Take the example of the jobless couple with two children. If one member of the
couple secured a full-time job with a low wage rate of $11.80 per hour - $472 for a
forty-hour week - the family’s net after tax income would increase by only $144.31
per week. The effective marginal tax rate on the wage income earned would be 69 per
cent.

Why is this? First, they would pay $65.10 in income tax. In addition they would have
their income support payments reduced, losing $173.65 of NewStart Allowance and
$127.05 of Parenting Payment. They would gain an additional $38.11 in Family Tax
Benefit, but in total the net loss of assistance would be $262.59, a much larger effect
than the $65.10 income tax.

Thus in designing alternative tax packages to hand back the $3.8 hillion bracket creep,
there is a strong argument that rather than ssmply index the thresholds to inflation, the
policy should be strategic in seeking to reduce the effective marginal tax rates of low-
income families at the same time, to improve their work incentives.

In this report we have explored aternative ways of improving the work incentives of
low-income families. On the one hand, the income support received by families when
they are out of work could be cut. This solution is normally ruled out on
compassionate and political grounds. We can effectively discount this as a possibility.
On the other hand, there are options that would increase the net income received from
obtaining one or more jobs.

First, their income tax could be cut. If the tax-free area ended at $10,000 instead of
$6,000 the family we described earlier would pay $52.03 income tax, increasing their
net income by $13.08 and reducing their effective marginal tax rate to 67 per cent.
This very modest reduction of two percentage points would be very expensive. It
would cost the government about $5.7 billion, as it would reduce al income tax-
payers' tax liability.

A more cost-effective option would be to reduce the family’s effective marginal tax
rate in a way that does not reduce every tax-payer’s liability: a tax cut focussed on
low-income families. A tax credit, the kind of policy that has been adopted in the UK
and the US, could do this. One problem with tax credits, (a payment from the tax
system to low-wage earners in low-income families) is that when they are withdrawn
higher up the income distribution, they can increase the effective marginal tax rates
for some higher income families.

One such proposal, building on the ideas of Michael Keating and Simon Lambert (see
Dawkins et al., 2000) was designed to limit the effect on effective marginal tax rates

% See the appendix for a description of the methodology used in this report.
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higher up the income distribution, by tapering it out in tandem with Family Tax
Benefit Part A. If about $2.5 billion was spent on this proposal it would boost the net
income of the family in our example by $23.19 and reduce its effective marginal tax
rate by 4 percentage points, to 65 per cent. This is twice the impact of increasing the
tax-free area at half the cost.

A third option is to reduce the withdrawal rate on NewStart Allowance. The main
problem with this is that only the unemployed and part-time employees seeking full-
time employment are eligible for NewStart. If the taper rate were to be reduced it
would make part-time employment more attractive for our family, but full-time
employment relatively less attractive.

The rules could be changed to make full-time employees €eligible. The government
would have to consider whether this benefit, administered through Centrelink, should
be used to increase the incomes of full-time employees in low-income families. The
tax system would seem to be a more suitable mechanism.

If full-time employees did become eligible for NewStart, further issues would arise.
Reducing the withdrawal rate would raise the net income of our family where one
member works full-time. But it would have alarger beneficial impact on the returns to
working part-time. Further, the effective marginal tax rate faced by a second earner
from our low-wage family entering the labour market, part-time or full-time, would be
significantly increased.

This is in contrast to the effect of the tax credit, which would reduce the effective
marginal tax rate for a second low-wage earner. It is further up the income
distribution, for medium-wage couples, where the tax credit would raise the effective
marginal tax rate for the second earner. However, the resultant effective rate would
still be substantially lower than that faced by the second earner in low-wage couples.
Further, the rise in the effective margina tax rate for these medium-wage families
would be smaller than the rise that would be experienced by the low-wage families,
from adjusting the tapers on NewStart.

We have so far focussed on couples. In the case of lone parents the taper rate on the
lone parent pension is already lower than for NewStart, at 40 per cent. But lone
parents would still be very responsive to increased work incentives. The application
of the tax credit would be a more effective policy than reducing the taper rate further
on the lone parent pension.

Thus the tax credit proposal is the most promising strategy for making employment,
especialy full-time employment, a more attractive proposition for jobless households
or households with only a few hours of work. As the result of the movement from
welfare to work, a significant proportion of the up-front cost would be recouped in
reduced welfare payments and increased tax revenue.

Our estimates of the reduction in labour supply of a number of second earners
(because their spouses’ incomes will have been boosted) indicate a small effect that
would be swamped by the positive effect on the labour supply of low-income
families. An estimated net loss in employment of 6,000 women in couples compares
with a net gain of 72,000 new workers overal, if $2.5 billion is spent on the tax
credit.

Bracket creep has caused another problem with EMTRs higher up the income
distribution, due to the large number of people moving into the top two income tax
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brackets. In addition to the tax credit, therefore, there is good argument that some of
the tax “hand-back” should be used to raise the top two tax thresholds.

Here we discuss two of the tax packages. Tax Package IV combines the tax credit
with raising the top two thresholds. About $2.5 billion is spent, up-front, on the tax
credit and $1.5 billion on raising the thresholds. Tax Package Il ssimply indexes all tax
thresholds for inflation over the June 2001 to June 2005 for a slightly lower total up-
front cost.

What would be the effect on the number of individuals moving into jobs and on the
number of jobless families? We are using the term ‘families’ here loosely, to refer to
what the statisticians call ‘income units' which may for example be a couple with
children or it may only be a single person without children.

Tax Package IV is found to increase the net number of Australians moving into paid
work, by about 85,000. At the same time it would reduce jobless families by an
estimated 89,000. The reason the latter is alarger number isthat thereis anincreasein
single earner couples but areduction in dual earner couples.

The consequent effect on tax revenue and welfare benefits paid would reduce the cost
to the government by over $1.3 billion resulting in anet cost of about $2.7 billion

Tax Package Il would increase the movement into paid work by about 44,000 with a
reduction of just 32,000 in jobless families. This would reduce the cost to government
by a significant but considerably smaller amount than Tax Package V.

Most of the hand-back of tax revenue that results from indexing the thresholds for
inflation, in Tax Package |1 goesto the top four deciles in the distribution of income.

By contrast Tax Package 1V spreads the benefit more evenly across the income
distribution so that the bottom half of the distribution gains more in proportion to their
income. This results from the tax credit which benefits the low-wage earners in low-
income families and raises the incentive for jobless households and households with
few hours of work, to move from welfare to work.

A couple with children with a single earner on the national minimum wage would
gain $21.00 from Tax Package |V. Compare this with the $5.58 they will gain if the
ACTU’swage claim of $26.60 is granted in full, because of the high EMTR that they
face. Indeed, if such atax benefit also took the pressure of the wage system to deliver
a substantial wage increase for minimum wage workers which benefits them little, job
opportunities for jobless households would also rise.

Meanwhile, although the total amount of tax handed back to high-income families is
less under Tax Package IV than Tax Package I, the incentive for middle-income
earners to increase their earnings would be equally strong under both packages
because the top two marginal rates are cut equally in both packages.

It is true that on average most families in the top twenty per cent of the income
distribution do not get quite as much handed back to them in tax cuts. Also some
middle-income families (mostly singles and couples without children) would miss out
on asmall tax cut. This would seem a small price to pay, for Australiato significantly
reduce its number of jobless households who rely on income support from the
government, and to reduce the number of children in jobless families.
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In addition, the government gets a payback in higher tax revenue and lower welfare
benefits paid. This is a virtuous cycle that will help the long-run ambition to reduce
everyone' s tax burden and/or improve the health and education systems.

Finally, it should be stressed that the alternative tax packages analysed, assume that
the income tax base is not changed. There is a case, however, for broadening the
income tax base. Thiswas discussed in Section 5. Options to make the current income
tax base more comprehensive and broader, and in the process achieving greater equity
and efficiency, in addition to providing funds for lower tax rates, include: eliminating
most work expenses deductions; reducing remaining concessions in the FBT,;
eliminating concessions in the CGT; removing other tax expenditures, and,
proceeding with measures to reduce the use of trusts and company structures to
reduce taxation.

Such reforms generally make for good tax design or structural reform in their own
right. A broader and more comprehensive base means a more even tax playing field
and less distortions to economic decisions and results in greater horizontal tax equity.
For most of the changes discussed vertical equity also would be improved. Some
simplicity likely would follow as special exemptions and deductions are removed.

But, of course, those who now utilise the concessions will be losers. Second, in terms
of annual dollar sums, potential revenue gainsin the billions of dollars, with a number
of $10 hillion ayear are achievable. In terms of the top tax brackets and rates, a great
deal could be achieved. For example, a billion dollars a year would fund a 2
percentage point reduction in the top marginal rate from 48.5 per cent to 46.5 per cent,
or a $16000 increase in the top tax bracket from $62500 to $78500; or, a hillion
dollars would fund dropping the second highest marginal tax rate by 5 percentage
points to 38.5 per cent, or raise the second top bracket by $4000 to $56000.
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Appendix on methodology
The calculation of net incomes at observed hours of work

The numbers in these tables are based on calculations in the Melbourne Institute Tax
and Transfer Simulator (MITTS).* MITTS calculates net incomes for individual
households for which we have detailed wage, labour supply, other income and
household composition information. The results for individuals are weighted and
aggregated to represent population level results.

A sample of households, based on the Australian Bureau of Statistics Survey of
Income and Housing Costs 2000-2001, representing the population in 2000/2001 is
used. The same sample is used to represent the same population in 2001/2002,
2002/2003, 2003/2004, 2004/2005, and 2005/2006. Employment and size and
composition of the population are held constant at the 2000/2001 level. The only
difference between the different years is that wage rates are updated with the average
wage index for male average weekly earnings and other incomes are updated with the
consumer price index (CPI). For the earlier years, indices published by the Australian
Bureau of Statistics are used. For 2004/2005 and 2005/2006, the Treasury’s
projections from the budget papers are used. The actual social security systems of
2000/2001 to 2003/2004 are used to calculate benefit receipt in the earlier years’,
while in the last two years pensions are indexed by the projected male average weekly
earnings increase and allowances (for sickness and unemployment) are indexed by the
predicted CPI.

Alternative taxation systems are used to calculate net incomes in the different years.
The outcomes under the different systems are compared. Initially, it is assumed that
people do not change their behaviour because of the changed taxation rules. There are
four different taxation regimes identified over time. The first system is the true
regime, which means there are no changes over time, except in 2003/2004 when all
tax thresholds excluding the first threshold are increased. Second, we look at a regime
where the tax thresholds do not change at all from 2000/2001 to 2005/2006. Third, we
apply aregime which increases the tax thresholds yearly by the consumer price index
change over the previous tax year.® Fourth, a system with yearly indexing of all the
tax thresholds by male average weekly earningsis applied.

All amounts in the tables are expressed in first quarter 2004 dollars, which means all
the differences between years are real effects and not nomina effects caused by
inflation.

Calculating net incomes at different hours of work

The effective marginal tax rate (EMTR) is calculated taking into account income tax
and withdrawal rates of social security payments or rebates. We compare the increase
in gross income with the increase in net income at different levels of labour supply.

* This appendix gives a brief description of the Mebourne Ingtitute Tax and Transfer Simulator. More
details can be found in Creedy et a. (2002), in Creedy et a. (2001) or on the web site
http://www21.ecom.unimelb.edu.au/iaesrwww/lsfs/mitts.html . A more general description of the
technical aspects of microsimulation models can be found in Creedy and Kalb (2003).

® See publications from the Commonwealth Department of Family and Community Services, and the
Department of Education, Science and Training for details on the social security system. For DVA
payments see publications by the Department of Veterans' Affairs.

® In the first tax year 2000/2001, the GST effect (as calculated by Treasury) is taken out of the price
index, because the July 2000 tax changes are already meant to counteract these effects.
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That is, the EMTR calculates the cents lost to income tax and to withdrawal of
pensions and allowances when one extra dollar of grossincome is earned.

Net incomes can be calculated at all possible hours of labour supply, assuming the
gross wage per hour does not change (for example there is no overtime pay in the
model). For workers the observed gross wage per hour (earnings divided by the
observed hours of work) is used and for non-workers a gross wage rate is predicted
from a wage model based on the individual’s characteristics (such as education level
and age).

Marginal effective tax rates and a budget constraint (showing net incomes across the
possible range of labour supply) can identify potential disincentive effects on labour
supply of the tax and social security system. Disincentive effects can occur whenever
an additional hour of work is not rewarded by a corresponding increase in net income.
MITTS can evaluate incentive effects of aternative policies by predicting whether
individuals are expected to change their hours of work as a result. Adjustments can be
made by leaving or entering the workforce, and for those in the workforce by
changing hours worked. Only financial incentives can be studied within MITTS.
Individuals who are self-employed, over 65, a full-time student or disabled are left at
their observed labour supply. This group with constant labour supply is expected to
behave differently from the other individuals of working age and to be less responsive
to financial incentives.

MITTS calibrates the predicted hours in the base case to equal the observed hours, to
use as a starting point for the reform. Estimated parameters from a labour supply
model, which indicate a person’s preference for employment in the labour market
versus the preference for income, are used to evaluate the different levels of net
income at the different levels of labour supply in the alternative tax systems.” The
parameters are based on observed behaviour. An effort is made to account for
differences in preferences between individuals, an obvious example is the age of the
youngest child for mothers®, but of course not al individua differences can be
captured by a statistical model. This means there is uncertainty associated with the
predicted outcomes. Using the model, we can calculate the probability of particular
labour supply and net income combinations being the optimal combination an
individual can attain given their wage, other income and the tax and social security
system. Based on these probabilities, expected labour supply and expected changes in
labour supply can be calcul ated.

An important assumption in these calculations is that individuals can change their
labour supply according to their preferences. In MITTS it is assumed that all
additional labour supply is met by a sufficient demand for labour.

On indexing
Indexing of the 2000/01 tax thresholds with the AWE/CPI:

Our indexing rule is that we index for the July-June budget by using as close as
possible amatch for the last year's increase in CPI/AWE. For the CPI this means we
index the July-June budget of this year, with the CPI increase over the previous

’ For the current model used in MITTS see Kalb (2002).
8 Having a preschool child decreases the predicted preference for employment in the labour market for
mothers.
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financial year. For indexing with AWE, we use the increase in male average weekly
earnings as measured from August to August during the previous financial year.

CPI indexing controlling for ANTS effectsin CPI:

We can compute the “GST adjusted CPI” based on the press release by the Treasurer
on the Consumer Price Index for the September 2000 quarter (press release No. 100 in
the 2000 series). It saysthat the all goods CPI increased by 3.7 per cent in the quarter,
resulting in a6.1 per cent increase with respect to last year. It also says that excluding
the ANTS effects, the CPI annual increase was around 3.25 per cent (not corrected for
oil prices, only for ANTS effects). We can then, using the quarterly increasesin CPI
from September 1999 to June 2000, calculate the missing September 2000 quarter
increase that generates the 3.25 on an annual basis. Thisresults in a September 2000
quarterly increase of 0.9115 per cent. Based on this September 2000 quarter CPI
increase we compute the uprating factors for the tax thresholds under the "pure”’ CPI
indexing scheme.

CPl increase  Isused to uprate

from for budget cycle The uprate factor is
Jun00 - Jun01 2001/02 1.031462
Jun01 - Jun02 2002/03 1.028273
Jun02 - Jun03 2003/04 1.027232
Jun03 - Jun04 2004/05 1.022585
Jun04 - Jun05 2005/06 1.020000

male AWE increase |sused to uprate

from for budget cycle The uprate factor is
Aug00 - Aug01 2001/02 1.04132
Aug01 - Aug02 2002/03 1.04118
Aug02 - Aug03 2003/04 1.05525
Aug03 - Aug04 2004/05 1.03687
Aug04 - Aug05 2005/06 1.03562

The uprating is based on the forecasts for CPl and AWE growth, taken from the Mid-
Y ear Economic and Fiscal Outlook 2003-04 (Commonwealth of Australia, December
2003, ISBN 0642 74222 7). Since only annual numbers are provided, we assume the
increase in CPI/AWE to be gradual during the year.

For CPI the forecasts are 2.25; 2; 2.5; 2.5 for budget cycles 2003-04; 2004-05; 2005-
06; 2006-07 respectively.

For AWE these are 3.75; 3.5; 3.75; 3.75 for budget cycles 2003-04; 2004-05; 2005-
06; 2006-07 respectively.
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Glossary

AITR

ANTS
AWE
CPl
EMTR

Average EMTR
FTPA/FTBA
FTPB/FTBB

GST
Hours, Gross,

TUNet, Mrate

Income Decile

LF
Transition matrix

Unit type

Jan01tru/niw/cpi/awe

Average Income Tax Rate. Thisisthe amount of incometax a
person pays after deducting rebates, expressed as a percentage
of his/her grossincome.

A New Tax System (introduced in 2000/01)
Average Weekly Earnings
Consumer Price Index

Effective Marginal Tax Rate. The amount of tax you pay on
each extradollar earned.

The average of the EMTRS currently faced by Australian
individuals. The EMTR is calculated for each individual. Next,
aweighted average is computed using sample weights.

Family Tax Payment part A / Family Tax Benefit part A
Family Tax Payment part B / Family Tax Benefit part B
General Sales Tax

Appliesto tables A-K. Hours are the weekly hours worked,
Gross

are the gross earnings at the hourslevel, TUNet is the total net
disposable income for the income unit, and Mrateisthe EMTR
at the levels of hours.

After ranking everyone by their income, the first decile
represents the poorest 10 per cent of the population, the second
decile the next 10 per cent of the population, and so on. The
tenth decile represents the richest 10 per cent of people. In the
tables a decile is sometimes indicated by arange, so that the
third decile is presented as 20-30.

Labour force

Shows the flows from starting states (the rows in the matrix) to
destination states (the columns in the matrix).

Unit type are different types of income units. A household can
consist of more than one income unit. The different unit types
are couple, single female, single male, couple with dependent

children, and sole parents.

The tax system for the budget cycle 2000/01 as it
actually was (tru), what it would have been in the
absence of tax threshold indexing (niw), what it would
have been under CPI indexing of thresholds (cpi), or
what it would have been under indexing of tax
thresholds by AWE (awe).
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MarO2tru/niw/cpi/awe

MarO3tru/niw/cpi/awe

Jan04tru/niw/cpi/awe

Jan05tru/niw/cpi/awe

Jan06tru/niw/cpi/awe

The tax system for the budget cycle 2001/02 as it
actually was (tru), what it would have been in the
absence of tax threshold indexing (niw), what it would
have been under CPI indexing of thresholds (cpi), or
what it would have been under indexing of tax
thresholds by AWE (awe).

The tax system for the budget cycle 2002/03 as it
actually was (tru), what it would have been in the
absence of tax threshold indexing (niw), what it would
have been under CPI indexing of thresholds (cpi), or
what it would have been under indexing of tax
thresholds by AWE (awe).

The tax system for the budget cycle 2003/04 as it
actualy is (tru), what it would be in the absence of tax
threshold indexing (niw), what it would be under CPI
indexing of thresholds (cpi), or what it would be under
indexing of tax thresholds by AWE (awe).

Thetax system for the budget cycle 2004/05 as it
actually would be absence any further indexing besides
the one that took place in 2003/04 (tru), what it would
be in the compl ete absence of tax threshold indexing
(niw), what it would be under CPI indexing of
thresholds (cpi), or what it would be under indexing of
tax thresholds by AWE (awe).

The tax system for the budget cycle 2005/06 as it
actually would be absence any further indexing besides
the one that took place in 2003/04 (tru), what it would
be in the complete absence of tax threshold indexing
(niw), what it would be under CPI indexing of
thresholds (cpi), or what it would be under indexing of
tax thresholds by AWE (awe).
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AUSTRALIA

TABLE 1: INCOME TAX REVENUES (indexed), AVERAGE EMTRs AND AVERAGE INCOME TAX RATES UNDER

DIFFERENT SCENARIOS
Income Tax Revenue indices (indexed at 2000/01)
M (I1) (1) (V)
Budget cycle | Actual In absence of indexing  Under CPl indexing Under AWE indexing
1999/2000 (pre-ANTS) 112.9 112.9 112.9 112.9
2000/01 (ANTS) 100 100 100 100
2001/02 104.1 104.1 102.3 101.8
2002/03 107.6 107.6 104.2 103.0
2003/04 109.3 111.9 106.9 104.1
2004/05 112.9 115.5 109.2 105.5
2005/06 116.5 119.1 111.5 106.9
Average Effective Marginal Tax Rate
" (In) (1) (V)
Budget cycle | Actual In absence of indexing  Under CPl indexing Under AWE indexing
1999/2000 (pre-ANTS) 32.6 32.6 32.6 32.6
2000/01 (ANTS) 30.0 30.0 30.0 30.0
2001/02 29.6 29.6 29.4 29.3
2002/03 30.3 30.3 29.8 29.6
2003/04 30.0 30.4 29.7 29.3
2004/05 30.1 30.6 29.6 291
2005/06 31.4 31.8 30.6 30.0
Average Income Tax Rate
" (Ir) (1) (V)
Budget cycle | Actual In absence of indexing  Under CPl indexing Under AWE indexing
1999/2000 (pre-ANTS) 16.2 16.2 16.2 16.2
2000/01 (ANTS) 14.5 14.5 14.5 14.5
2001/02 14.9 14.9 14.6 14.6
2002/03 15.3 15.3 14.7 14.5
2003/04 15.2 15.6 14.8 14.4
2004/05 15.6 16.0 15.0 14.4
2005/06 15.9 16.4 15.1 14.4
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AUSTRALIA

TABLE 1b: AVERAGE EMTRs UNDER DIFFERENT SCENARIOS (WORKING AGE INDIVIDUALS ONLY)

Average Effective Marginal Tax Rate

M (i) (I (V)
Budget cycle | Actual In absence of indexing Under CPlindexing Under AWE indexing

1999/2000 (pre-ANTS) 39.0 39.0 39.0 39.0
2000/01 (ANTS) 36.0 36.0 36.0 36.0
2001/02 354 354 35.1 35.0
2002/03 36.2 36.2 35.6 35.4
2003/04 35.7 36.2 354 34.9
2004/05 35.8 36.4 35.2 34.7
2005/06 37.5 38.0 36.6 35.9
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TABLE 2: DISTRIBUTION OF HIGHEST TAX BRACKET REACHED UNDER DIFFERENT SCENARIOS

(distribution)
Highest tax rate reached

(cumulative)

Highest tax rate reached

Budget cycle 0 0.2 0.34 0.43 0.47 0 0.2 0.34 0.43 0.47
1999/2000 (pre-ANTS) 19.0 37.3 24.4 8.9 10.5 19.0 56.3 80.6 89.5 100
(1) Actual Highest tax rate reached Highest tax rate reached

Budget cycle 0 0.17 0.3 0.42 0.47 0 0.17 0.3 0.42 0.47
2000/01 (ANTS) 18.9 34.5 34.4 5.2 7.0 18.9 53.4 87.8 93.0 100
2001/02 18.8 33.8 33.9 55 7.9 18.8 52.6 86.5 92.1 100
2002/03 18.7 32.8 34.0 5.5 9.0 18.7 51.5 85.5 91.0 100
2003/04 18.5 34.2 32.9 5.6 8.9 18.5 52.6 85.6 91.1 100
2004/05 18.4 33.4 32.9 5.2 10.1 18.4 51.8 84.7 89.9 100
2005/06 18.2 32.8 32.2 5.5 11.3 18.2 51.0 83.2 88.7 100
(1) In absence of indexing

Budget cycle 0 0.17 0.3 0.42 0.47 0 0.17 0.3 0.42 0.47
2000/01 (ANTS) 18.9 34.5 34.4 5.2 7.0 18.9 53.4 87.8 93.0 100
2001/02 18.8 33.8 33.9 55 7.9 18.8 52.6 86.5 92.1 100
2002/03 18.7 32.8 34.0 55 9.0 18.7 515 85.5 91.0 100
2003/04 18.5 32.4 33.7 5.1 10.2 18.5 50.9 84.6 89.8 100
2004/05 18.4 32.0 32.9 5.5 11.4 18.4 50.3 83.2 88.6 100
2005/06 18.2 31.5 32.0 5.9 12.4 18.2 49.6 81.6 87.6 100
(1) Under CPI indexing of tax brackets

Budget cycle 0 0.17 0.3 0.42 0.47 0 0.17 0.3 0.42 0.47
2000/01 (ANTS) 18.9 34.5 34.4 5.2 7.0 18.9 53.4 87.8 93.0 100
2001/02 19.0 34.3 34.3 5.2 7.2 19.0 53.3 87.6 92.8 100
2002/03 19.0 34.1 34.0 5.4 7.6 19.0 53.0 87.0 92.4 100
2003/04 19.0 33.9 33.9 5.5 7.8 19.0 52.9 86.7 92.2 100
2004/05 19.0 33.6 33.9 55 8.1 19.0 52.5 86.4 91.9 100
2005/06 18.9 33.2 33.9 55 8.5 18.9 52.1 86.0 91.5 100
(IV) Under AWE indexing of tax brackets

Budget cycle 0 0.17 0.3 0.42 0.47 0 0.17 0.3 0.42 0.47
2000/01 (ANTS) 18.9 34.5 34.4 5.2 7.0 18.9 53.4 87.8 93.0 100
2001/02 19.0 34.4 34.5 5.1 71 19.0 53.4 87.9 92.9 100
2002/03 19.1 34.3 34.4 5.0 7.2 19.1 53.4 87.8 92.8 100
2003/04 19.4 34.4 34.4 4.9 6.9 19.4 53.8 88.2 93.1 100
2004/05 19.5 34.4 34.4 4.9 6.8 19.5 53.8 88.3 93.2 100
2005/06 19.6 34.2 34.4 4.9 6.9 19.6 53.8 88.2 93.1 100
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TABLE 2 ATO: DISTRIBUTION OF HIGHEST TAX BRACKET REACHED UNDER DIFFERENT SCENARIOS EXCLUDING NON-TAX PAYERS

(distribution)

Highest tax rate reached

(cumulative)

Highest tax rate reached

Budget cycle 0.2 0.34 0.43 0.47 0 0.2 0.34 0.43 0.47
1999/2000 (pre-ANTS) 28.0 40.1 14.6 17.3 - 28.0 68.1 82.7 100
() Actual Highest tax rate reached Highest tax rate reached

Budget cycle 0.17 0.3 0.42 0.47 0 0.17 0.3 0.42 0.47
2000/01 (ANTS) 22.6 57.1 8.6 11.6 - 22.6 79.7 88 100
2001/02 215 56.2 9.2 13.2 - 215 77.7 87 100
2002/03 19.9 56.1 9.1 14.8 - 19.9 76.0 85 100
2003/04 221 54.1 9.2 14.6 - 221 76.2 85 100
2004/05 20.9 54.0 8.6 16.5 - 20.9 74.9 84 100
2005/06 19.9 52.7 9.0 18.5 - 19.9 72.5 82 100
(1) In absence of indexing

Budget cycle 0.17 0.3 0.42 0.47 0 0.17 0.3 0.42 0.47
2000/01 (ANTS) 22.6 57.1 8.6 11.6 - 22.6 79.7 88 100
2001/02 21.5 56.2 9.2 13.2 - 215 7.7 87 100
2002/03 19.9 56.1 9.1 14.8 - 19.9 76.0 85 100
2003/04 19.3 55.5 8.4 16.8 - 19.3 74.7 83 100
2004/05 18.5 53.9 9.0 18.7 - 18.5 72.4 81 100
2005/06 17.6 52.3 9.7 20.4 - 17.6 70.0 80 100
(1) Under CPI indexing of tax brackets

Budget cycle 0.17 0.3 0.42 0.47 0 0.17 0.3 0.42 0.47
2000/01 (ANTS) 22.6 57.1 8.6 11.6 - 22.6 79.7 88 100
2001/02 22.4 57.0 8.6 12.0 - 22.4 79.4 88 100
2002/03 221 56.4 8.9 12.6 - 221 78.5 87 100
2003/04 21.9 56.1 9.1 12.9 - 21.9 78.0 87 100
2004/05 21.4 56.0 9.1 13.4 - 21.4 77.5 87 100
2005/06 20.9 56.0 9.1 14.0 - 20.9 76.9 86 100
(IV) Under AWE indexing of tax brackets

Budget cycle 0.17 0.3 0.42 0.47 0 0.17 0.3 0.42 0.47
2000/01 (ANTS) 22.6 57.1 8.6 11.6 - 22.6 79.7 88 100
2001/02 225 57.3 8.4 11.7 - 225 79.8 88 100
2002/03 22.6 571 8.4 11.9 - 22.6 79.7 88 100
2003/04 23.3 57.2 8.1 11.4 - 23.3 80.5 89 100
2004/05 23.3 57.2 8.2 11.3 - 23.3 80.5 89 100
2005/06 23.3 57.2 8.1 11.4 - 23.3 80.5 89 100

Page 12



TABLE 4: AVERAGE (individual) INCOME TAX RATE (AITR) BY INCOME DECILE UNDER DIFFERENT SCENARIOS

AITR in 1999/2000 (pre-ANTS)

AITR in 2000/01 (ANTS)

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

AITR in 2001/02

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

AITR in 2002/03

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

AITR in 2003/04

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

AITR in 2004/05

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

AITR in 2005/06

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

0-10

2.65

1.98
1.98
1.98
1.98

2.28
2.28
2.18
2.15

2.53
2.53
2.26
217

2.70
2.70
2.33
217

3.05
3.05
2.60
2.33

3.35
3.35
2.81
2.51

10 - 20

8.28

6.54
6.54
6.54
6.54

6.78
6.78
6.59
6.55

6.92
6.92
6.57
6.50

6.82
7.07
6.52
6.28

6.79
7.10
6.32
6.06

7.00
7.39
6.37
5.96

20-30

6.48

6.12
6.12
6.12
6.12

6.57
6.57
6.40
6.32

6.69
6.69
6.26
5.99

6.36
6.69
6.12
5.73

6.66
7.05
6.27
5.76

7.05
7.32
6.45
5.81

30-40

12.96

11.80
11.80
11.80
11.80

12.09
12.09
11.80
11.72

12.56
12.56
11.96
11.75

12.36
12.81
12.05
11.57

12.68
13.02
12.19
11.52

12.74
13.13
12.13
11.50

40-50

14.47

13.65
13.65
13.65
13.65

13.97
13.97
13.73
13.65

14.18
14.18
13.85
13.72

14.28
14.62
13.97
13.58

14.50
14.86
14.05
13.64

14.90
15.22
14.29
13.71

INCOME DECILE

50 - 60

16.80

15.37
15.37
15.37
15.37

16.01
16.01
15.66
15.57

16.43
16.43
15.81
15.53

16.35
16.84
15.88
15.38

16.77
17.30
15.99
15.35

17.19
17.81
16.18
15.34

60-70

18.31

16.40
16.40
16.40
16.40

16.86
16.86
16.50
16.38

17.30
17.30
16.58
16.33

17.16
17.74
16.68
16.08

17.60
18.20
16.87
16.09

18.05
18.60
17.13
16.14

70-80

18.96

17.26
17.26
17.26
17.26

17.67
17.67
17.35
17.23

18.15
18.15
17.48
17.27

17.99
18.48
17.62
17.12

18.38
18.84
17.79
17.14

18.78
19.24
17.97
17.18

80 -90

21.14

18.48
18.48
18.48
18.48

18.96
18.96
18.62
18.54

19.42
19.42
18.83
18.58

19.33
19.85
18.89
18.36

19.71
20.23
19.09
18.36

20.13
20.69
19.28
18.43

90 - 100

25.68

23.00
23.00
23.00
23.00

23.39
23.39
23.03
22.92

23.88
23.88
23.18
22.93

23.82
24.35
23.34
22.76

24.27
24.81
23.44
22.76

24.72
25.25
23.65
22.74
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TABLE 4b: AVERAGE (individual) INCOME TAX RATE (AITR) BY INCOME DECILE UNDER DIFFERENT SCENARIOS FOR WORKING AGE HEADS

AITR in 1999/2000 (pre-ANTS)

AITR in 2000/01 (ANTS)

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

AITR in 2001/02

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

AITR in 2002/03

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

AITR in 2003/04

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

AITR in 2004/05

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

AITR in 2005/06

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

0-10

3.19

2.28
2.28
2.28
2.28

2.96
2.96
2.72
2.66

3.67
3.67
3.21
3.03

3.93
3.93
3.23
2.9

4.38
4.38
3.51
3.08

4.81
4.81
3.83
3.28

10 - 20

10.22

8.49
8.49
8.49
8.49

8.65
8.65
8.49
8.45

8.65
8.65
8.32
8.21

8.65
8.69
8.20
7.94

8.64
8.76
8.10
7.69

8.78
8.93
8.10
7.63

20-30

11.96

11.09
11.09
11.09
11.09

11.91
11.91
11.50
11.32

12.20
12.20
11.24
10.92

11.73
12.53
11.26
10.48

12.28
13.02
11.48
10.46

12.81
13.62
11.67
10.50

30-40

16.10

14.60
14.60
14.60
14.60

15.11
15.11
14.74
14.64

15.42
15.42
14.78
14.51

15.09
15.57
14.71
14.24

15.43
15.99
14.86
14.29

15.84
16.28
15.05
14.33

INCOME DECILE

40-50

17.28

16.41
16.41
16.41
16.41

16.82
16.82
16.54
16.40

17.19
17.19
16.69
16.51

17.16
17.67
16.86
16.33

17.44
17.90
16.85
16.20

17.68
18.17
17.02
16.16

50 - 60

19.28

18.14
18.14
18.14
18.14

18.55
18.55
18.25
18.19

19.06
19.06
18.53
18.31

18.94
19.46
18.65
18.19

19.36
19.94
18.83
18.23

19.85
20.44
19.07
18.34

60-70

21.74

19.62
19.62
19.62
19.62

20.30
20.30
19.88
19.77

20.87
20.87
20.00
19.70

20.71
21.39
20.18
19.51

21.23
21.91
20.38
19.57

21.81
22.47
20.64
19.58

70 -80

23.05

20.84
20.84
20.84
20.84

21.55
21.55
21.14
21.00

22.16
22.16
21.37
21.06

22.03
22.67
21.49
20.83

22.52
23.15
21.74
20.85

23.01
23.66
21.98
20.87

80 -90

25.98

23.16
23.16
23.16
23.16

23.86
23.86
23.47
23.35

24 .40
24 .40
23.67
2342

24.25
24.87
23.81
23.19

24.71
25.31
23.93
23.15

25.13
25.73
2411
23.18

90 -100

32.33

28.98
28.98
28.98
28.98

29.68
29.68
20.27
29.15

30.30
30.30
29.54
29.25

30.22
30.81
29.71
29.09

30.66
31.25
20.87
29.09

31.16
31.76
30.12
29.11
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TABLE 5: AVERAGE (individual) INCOME TAX RATE (AITR) BY UNIT TYPE UNDER DIFFERENT SCENARIOS

AITR in 1999/2000 (pre-ANTS)

AITR in 2000/01 (ANTS)

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

AITR in 2001/02

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

AITR in 2002/03

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

AITR in 2003/04

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

AITR in 2004/05

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

AITR in 2005/06

...if there would be no indexing
...if there would be CPI indexing
...if there would be AWE indexing

Couple

15.27

13.34
13.34
13.34
13.34

13.72
13.72
13.46
13.38

14.06
14.06
13.56
13.37

13.96
14.38
13.64
13.22

14.29
14.71
13.77
13.23

14.63
15.06
13.94
13.27

Single female

12.41

10.82
10.82
10.82
10.82

11.05
11.05
10.80
10.72

11.32
11.32
10.84
10.66

11.25
11.59
10.88
10.49

11.55
11.90
10.99
10.49

11.86
12.22
11.13
10.50

Single male

16.76

14.46
14.46
14.46
14.46

15.01
15.01
14.71
14.61

15.43
15.43
14.85
14.63

15.36
15.79
14.94
14.46

15.72
16.16
15.08
14.46

16.09
16.54
15.25
14.48

Couple with
dependent
children

19.25

17.83
17.83
17.83
17.83

18.30
18.30
17.96
17.86

18.75
18.75
18.10
17.86

18.64
19.14
18.19
17.65

19.03
19.54
18.34
17.65

19.44
19.95
18.53
17.67

Sole Parent

11.64

15.19
15.19
15.19
15.19

15.61
15.61
15.32
15.23

15.95
15.95
15.39
15.18

15.71
16.27
15.45
14.99

16.09
16.67
15.61
15.03

16.49
17.09
15.82
15.09
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TABLE 3: DIFFERENCES IN BEHAVIOURAL RESPONSES: Comparing alternatives to the actual
situation evaluated at 2003/04 (by unit type)

Additional percentage point increase (pos) / decrease (neg) in predicted LF participation

Couples (men)
Couples (women)
Single men
Single women
Sole parents

Under no indexing

Under CPI indexing

Under AWE indexing

-0.17
-0.25
-0.38
-0.17
-1.08

0.07
0.14
0.26
0.07
0.53

0.22
0.28
0.47
0.19
1.31

Additional increase (pos) / decrease (neg) in predicted average hours worked (abs. values)

Couples (men)
Couples (women)
Single men
Single women
Sole parents

Under no indexing

Under CPl indexing

Under AWE indexing

-0.08
-0.09
-0.16
-0.07
-0.41

0.04
0.05
0.11
0.02
0.24

0.11
0.11
0.20
0.06
0.57

Additional costs (pos) / savings (neg) for governement (millions of dollars)
............................ when taking predicted labour supply responses into account

Couples
Single men
Single women
Sole parents

| Under no indexing

Under CPI indexing

Under AWE indexing

-1136.4
-161.0
-149.2

62.4

993.9
150.3
143.6
-42.1

2266.8
446.4
330.5

-84.0

Additional costs (pos) / savings (neg) for governement (millions of dollars)
............................ when ignoring labour supply responses

Couples
Single men
Single women
Sole parents

_ Under no indexing

Under CPI indexing

Under AWE indexing

-1520.8
-393.9
-233.2

-59.3

1208.2
309.2
178.2

34.7

2766.1
709.2
410.8

87.6
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TRANSITION MATRICES: Movements into and out of the five tax brackets under different scenarios

TABLE 6: Transition matrix between tax brackets in 2000/01 and 2003/04

o mm e +
s |
| frequency |
| row percentage |
e +

tax rate | tax rate 2003/04 tru

2000/01 tru| 0 .17 .3 .42 .47 Total

||||||||||| o g

0 | 2740351.9 85,482.91 0 0 0 | 2825834.8

| 96.97 3.03 0.00 0.00 0.00 | 100.00

||||||||||| g

.17 | 19,955.13 5012847 117,929.7 0 0 | 5150731.8

| 0.39 97.32 2.29 0.00 0.00 | 100.00

||||||||||| g

.30 0 0 4794752.9 337,773.3 0 | 5132526.2

| 0.00 0.00 93.42 6.58 0.00 | 100.00

IIIIIIIIIII g SO

.42 | 0 0 0 497,611.2 279,374.9 | 776,986.1

| 0.00 0.00 0.00 64.04 35.96 | 100.00

||||||||||| e

.47 | 0 0 0 0 1042907.6 | 1042907.6

| 0.00 0.00 0.00 0.00 100.00 | 100.00

||||||||||| o g

Total | 2760307 5098329.9 4912682.6 835,384.5 1322282.5 | 14928987

| 18.49 34.15 32.91 5.60 8.86 | 100.00

TABLE 7: Transition matrix between tax brackets in 2000/01 and 2003/04 had there been no indexing
since 2000/01

tax rate | tax rate 2003/04 niw
2000/01 tru]| 0 .17 .3 .42 .47 | Total
||||||||||| g
0 | 2740351.9 85,482.91 0 0 0 | 2825834.8
| 96.97 3.03 0.00 0.00 0.00 | 100.00
||||||||||| g
.17 | 19,955.13 4753347.8 377,428.8 0 0 | 5150731.8
| 0.39 92.28 7.33 0.00 0.00 | 100.00
IIIIIIIIIII g
.30 0 0 4659285.7 473,240.6 0 | 5132526.2
| 0.00 0.00 90.78 9.22 0.00 | 100.00
||||||||||| o g
.42 | 0 0 0 293,583.2 483,402.9 | 776,986.1
| 0.00 0.00 0.00 37.78 62.22 | 100.00
||||||||||| o g
.47 | 0 0 0 0 1042907.6 | 1042907.6
| 0.00 0.00 0.00 0.00 100.00 | 100.00
||||||||||| g
Total | 2760307 4838830.7 5036714.5 766,823.8 1526310.5 | 14928987
| 18.49 32.41 33.74 5.14 10.22 | 100.00
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TABLE 8: Transition matrix between tax brackets in 2000/01 and 2003/04 had there been indexing by CPI

since 2000/01
e +
_ Key _
| frequency |
| row percentage |
e +
tax rate |
2000/01 tru]| 0
||||||||||| +
0 | 2808414.3
_ 99.38
||||||||||| +
.17 27,547.51
0.53
||||||||||| +
.3 0
0.00
||||||||||| +
.42 0
0.00
||||||||||| +
.47 | 0
_ 0.00
||||||||||| +
Total | 2835961.8
_ 19.00

tax
.17

17,420.44
0.62

5041777.2
97.88

290.1722
0.01

5059487.8
33.89

rate 2003/04
.3

81,407.11
1.58

4972138.7
96.88

5053545.8
33.85

160,097.4
3.12

656,512.3
84.49

120,473.8
15.51

1042907.6
100.00

1163381.4
7.79

2825834.8
100.00
5150731.8
100.00
5132526.2
100.00
776,986.1
100.00
1042907.6
100.00
14928987
100.00

TABLE 9: Transition matrix between tax brackets in 2000/01 and 2003/04 had there been indexing by

AWE since 2000/01

tax rate |

2000/01 tru| 0
||||||||||| +

0 | 2823817.9

_ 99.93
||||||||||| +

.17 | 74,155.11

_ 1.44
||||||||||| +

3 0

_ 0.00
||||||||||| +

42 | 0

_ 0.00
||||||||||| +

47 | 0

_ 0.00
||||||||||| +

Total | 2897973.1

_ 19.41

tax
.17

2,016.819
0.07

5073223.1
98.50

1.19

5136171.1
34.40

rate 2003/04
.3

3,353.618
0.07

5061888.3

98.62

9.49

5138990.1
34.42

awe
.42
0
0.00
0
0.00
9,706.655
0.19
697,277.6
89.74
25,202.5
2.42
732,186.7
4.90

5,960.322
0.77

1017705.1
97.58

1023665.5
6.86

2825834.8
100.00
5150731.8
100.00
5132526.2
100.00
776,986.1
100.00
1042907.6
100.00
14928987
100.00
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TABLE 10: Transition matrix between tax brackets in 2000/01 and 2005/06 if there be no further indexing

o +
_ Key _
| frequency |
| row percentage |
O +
tax rate |
2000/01 tru]| 0
||||||||||| +
0 | 2693187.9
_ 95.31
||||||||||| +
.17 | 21,964.12
_ 0.43
||||||||||| +
3 0
_ 0.00
||||||||||| +
.42 0
0.00
||||||||||| +
.47 0
0.00
||||||||||| +
Total 2715152
18.19

TABLE 11: Transition matrix between tax brackets in 2000/01 and 2005/06 if there had been no indexing
since 2000/01 and there will not be any indexing in the future

tax rate |
2000/01 tru|

Total |

95.31

0.43

2715152
18.19

tax
.17

132,646.9
4.69

4769609.3
92.60

4902256.2
32.84

tax
.17

132,646.9
4.69

4562768.3
88.58

4695415.2
31.45

rate 2005/06 tru

.3

359,158.4
6.97

4446497.3
86.63

4805655.6
32.19

13.37

17.33

820,709.4
5.50

rate 2005/06 niw

.3

565,999 .4
10.99

4211897.2
82.06

4777896.5
32.00

4.68

882,332.9
5.91

642,305.6
82.67

1042907.6
100.00

1685213.3
11.29

1042907.6
100.00

1858189.9
12.45

2825834.8
100.00
5150731.8
100.00
5132526.2
100.00

1042907.6
100.00
14928987
100.00

2825834.8
100.00
5150731.8
100.00

100.00

1042907.6
100.00
14928987
100.00
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TABLE 12: Transition matrix between tax brackets in 2000/01 and 2005/06 if there would have been CPI
indexing since 2000/01

o +
s |
| frequency |
| row percentage |
oo +

tax rate | tax rate 2005/06 cpi

2000/01 tru]| 0 .17 .3 .42 .47 | Total

IIIIIIIIIII g

0 | 2790815.3 35,019.51 0 0 0 | 2825834.8

| 98.76 1.24 0.00 0.00 0.00 | 100.00

||||||||||| g __

.17 32,250.6 4925100.8 193,380.4 0 0 5150731.8

0.63 95.62 3.75 0.00 0.00 100.00

||||||||||| o g

.3 0 290.1722 4864894.6 267,341.4 0 5132526.2

0.00 0.01 94.79 5.21 0.00 100.00

||||||||||| o g

.42 0 0 0 555,552.7 221,433.4 776,986.1

0.00 0.00 0.00 71.50 28.50 100.00

||||||||||| o g

.47 | 0 0 0 0 1042907.6 | 1042907.6

| 0.00 0.00 0.00 0.00 100.00 | 100.00

||||||||||| b

Total | 2823065.8 4960410.5 5058275 822,894.1 1264341 | 14928987

| 18.91 33.23 33.88 5.51 8.47 | 100.00

TABLE 13: Transition matrix between tax brackets in 2000/01 and 2005/06 if there would be AWE
indexing since 2000/01

tax rate | tax rate 2005/06 awe
2000/01 tru| 0 .17 .3 .42 .47 Total
||||||||||| g
0 | 2823817.9 2,016.819 0 0 0 | 2825834.8
| 99.93 0.07 0.00 0.00 0.00 | 100.00
IIIIIIIIIII g
.17 | 97,454.2 5048958.7 4,318.912 0 0 | 5150731.8
| 1.89 98.02 0.08 0.00 0.00 | 100.00
||||||||||| o g
.30 0 60,931.23 5061888.3 9,706.655 0 | 5132526.2
| 0.00 1.19 98.62 0.19 0.00 | 100.00
||||||||||| o g
.42 | 0 0 73,748.16 697,277.6 5,960.322 | 776,986.1
| 0.00 0.00 9.49 89.74 0.77 | 100.00
||||||||||| g
.47 | 0 0 0 25,202.5 1017705.1 | 1042907.6
| 0.00 0.00 0.00 2.42 97.58 | 100.00
||||||||||| g
Total | 2921272.1 5111906.7 5139955.4 732,186.7 1023665.5 | 14928987
| 19.57 34.24 34.43 4.90 6.86 | 100.00
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TABLE 14: Transition matrix between tax brackets in 2003/04 and 2005/06 if there would be no further

indexing
o +
_ Key _
| frequency |
| row percentage |
T T +
tax rate |
2003/04 tru]| 0
||||||||||| +
0 | 2712085.8
_ 98.25
||||||||||| +
.17 3,066.253
0.06
||||||||||| +
.3 0
0.00
||||||||||| +
.42 0
0.00
||||||||||| +
.47 | 0
_ 0.00
||||||||||| +
Total | 2715152
_ 18.19

tax
.17

48,221.21
1.75

4854035
95.21

4902256.2
32.84

rate 2005/06 tru

.3

241,228.7
4.73

4564426.9
92.91

4805655.6
32.19

348,255.7
7.09

472,453.7
56.56

820,709.4
5.50

362,930.7
43.44

1322282.5
100.00

1685213.3
11.29

| 2760307
_ 100.00

5098329.9
100.00

4912682.6
100.00

100.00

| 100.00

| 14928987
_ 100.00

TABLE 15: Transition matrix between tax brackets in 2003/04 and 2005/06 if the 2005/06 tax thresholds
be set such as to reflect CPI indexing since 2000/01

tax rate |
2003/04 tru

100.00

1.23

2823065.8
18.91

tax

4960120.3
97.29

290.1722
0.01

4960410.5
33.23

rate 2005/06 cpi

.3

75,450.73
1.48

4912392.4

99.99

8.43

5058275
33.88

764,952.6
91.57

57,941.49
4.38

822,894.1
5.51

1264341
95.62

1264341
8.47

| 2760307
_ 100.00

| 5098329.9
| 100.00

| 4912682.6
| 100.00

| 835,384.5
| 100.00

| 1322282.5
| 100.00

| 14928987
| 100.00



TABLE 16: Transition matrix between tax brackets in 2003/04 and 2005/06 if the 2005/06 tax tresholds be

set such as to reflect AWE indexing since 2000/01

o +
_ Key _
| frequency |
| row percentage |
T T +
tax rate |
2003/04 tru]| 0
||||||||||| +
0| 2760307
_ 100.00
||||||||||| +
.17 160,965.2
3.16
||||||||||| +
.3 0
0.00
||||||||||| +
.42 0
0.00
||||||||||| +
.47 | 0
_ 0.00
||||||||||| +
Total | 2921272.1
_ 19.57

tax

96.84

5111906.7
34.24

rate 2005/06 awe

.3

96.45

48.10

5139955.4
34.43

51.90

22.58

1023665.5
77 .42

1023665.5
6.86

| 2760307
_ 100.00

5098329.9
100.00

4912682.6
100.00

100.00

| 100.00

| 14928987
| 100.00
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FIGURES A: EMTR graphs comparing actual (=base)