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C H A P T E R  3  C U R R E N T  S T A T E  O F  T H E 
T A X  A N D  T R A N S F E R  S Y S T E M

M A I N  P O I N T S 

 > A comparison of Australia’s tax and transfer 
system with the systems of other countries can 
provide a useful benchmark for understanding 
its coverage and scope, its distinctive features, 
where it performs well and where there is scope 
for improvement, although caution is required 
as context, history and data may differ across 
countries. Comparisons are made with a selection 
of OECD member states and in some cases with 
other countries in the Asia-Pacific region. We make 
specific reference to New Zealand and Canada for 
comparison in tax systems. 

 > Australia’s total tax burden in 2012 was 27.3 per 
cent, below the OECD average of 33.7 per cent 
and below that of Canada (44 per cent) and New 
Zealand (33 per cent). Australia’s tax burden has 
declined since the Henry Review.

 > The Commonwealth Government levies income tax 
and GST exclusively, as well as petroleum and gas 
resource rent taxation, customs and excise. State 
and Territory governments levy land tax, payroll 
tax, stamp duties, gambling taxes and some other 
levies exclusively and also royalties from mineral 
resources. There is a disparity between the broad 
governing responsibilities of States and their limited 
tax revenues, termed vertical fiscal imbalance. 

 > Australia relies less on consumption taxes than 
other countries, especially in Europe. In particular, 
Australia collects proportionately less revenue 
than other countries including New Zealand and 
Canada, from a broad-based consumption tax 
such as the GST. The GST comprises 13 per cent 
of all tax revenues.

 > Taxes on income including personal and company 
tax comprise more than 60 per cent of all tax 
revenues. Australia’s reliance on personal income 
tax, the single largest source of tax revenue, is 
similar to New Zealand and Canada. Australia has 
a heavy reliance on company tax compared to 
other countries.

 > Australia’s transfer, or social security system, 
provides flat-rate, means-tested income support 
payments to those not expected to work (retired 
people, lone parents and carers), unable to work 
(people with disabilities and the sick) or unable to 
find work (the unemployed). Payments for families 
with children provide direct cash assistance for 
more than half of all families. Other payments 
include paid parental leave, assistance with 
childcare costs and private rental assistance and 
war pensions. 

 > Australia has a mixed system of public and 
private support for retirement. The income- and 
asset-tested age pension is available for all 
eligible Australians. To support retirement saving 
Australia has a system of both compulsory and 
voluntary superannuation, funded by employers 
and employees as well as through contributions by 
the self-employed. The superannuation system is 
supported by substantial income tax concessions 
at a very significant cost to revenue. The most 
benefit of these concessions is derived by high 
income earners.

 > There has been a significant increase in spending on 
social security in recent years. Despite this, Australia 
remains the fifth lowest spender relative to other 
OECD countries and spends less than both Canada 
and New Zealand on the transfer system. 

 > The highly targeted nature of Australia’s transfer 
system including income and asset testing 
produces high effective marginal tax rates for many 
who receive support. This reduces the incentive 
and economic return to paid work, lowering 
workforce participation especially for women 
caring for children.

 > We cannot get a full picture of government 
taxing and spending without taking account 
of tax expenditures, which are concessions or 
exemptions in the tax system. The largest tax 
expenditures in the personal income tax relate to 
superannuation and other forms of savings and 
investment. In the GST, large tax expenditures 
include exemptions for food, education and health. 
Broadening the tax base usually requires removing 
or reducing some tax expenditures. 
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3.1 Analysing and 
comparing Australia’s tax and 
transfer system
In this chapter, we discuss the overall tax burden in Australia 
in the context of the historical and current fiscal position 
of the country and we explain the framework of Australia’s 
federation, which forms the legal and democratic context for 
our tax and transfer system. 

The Commonwealth Government derives most of its tax 
revenue from direct production taxes levied on sources of 
income, for example on income from labour or capital; and 
consumption taxes levied on the uses (or consumption) of 
income. Wealth is taxed primarily through property taxes, 
including land taxes levied by State governments and 
rates levied by local governments. Overall, Australia has 
substantial reliance on direct taxes on production and this 
has been remarkably stable for the last 60 years. 

Why compare Australia with  
other countries?
The comparison of Australia’s tax and transfer system 
with the systems of other countries can provide a useful 
benchmark for understanding its coverage and scope, 
its distinctive features, where it performs well and where 
there is scope for improvement. It is common to compare 
Australia with other OECD members (generally advanced 
industrial countries), and the OECD collects and publishes 
comprehensive standardised taxation data for comparison 
of its members. 

Informed comparisons between countries must take into 
account the impact of different economic structures and 
endowments of inputs into production (labour, capital and 
land) on the composition of national tax systems. When 
making cross-country comparisons, caution is necessary 
as there are differences in approaches to data collection 
and statistical analysis as well as to the design of tax and 
transfer systems. For example, although the OECD relies 
on a standardised definition of a ‘tax’, there remain some 
difficulties in comparison of the tax and other regulatory 
policy settings in different countries.

What is a tax?
A tax is generally characterised as ‘a compulsory 
and unrequited transfer to the general government 
sector’ (Henry et al 2008a, 11; ABS 2005, 140, 
162). A tax may be distinguished from a fee or 
user charge, as a taxpayer’s liability does not bear 
a direct relationship to the cost of a particular 
government service or benefit that the payer of 
a fee or charge personally receives. A tax is also 
distinguishable from a penalty for wrongdoing or 
breach of the law.

One area of controversy is retirement 
contributions. Australia has a system of 
superannuation contributions required by law 
by employers into each individual employee’s 
superannuation account, or voluntarily by 
self-employed individuals. These contributions 
are pooled with others and invested on behalf 
of the individual. Contributions and earnings 
can be accessed by the individual for private 
use on reaching the retirement age. Australia 
does not treat superannuation contributions as 
a tax although they may comprise a significant 
proportion of an employee’s total remuneration 
(ranging from 9 per cent to 17 per cent or more). 

In contrast, in many other countries retirement 
incomes are funded (at least in part) by a social 
security tax or ‘social insurance’ contributions 
that are required to be paid by employers to the 
government, usually to be invested in a government 
fund. Social security taxes are generally counted as 
a tax on wages for OECD comparisons.
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In this report, we make specific reference to New Zealand 
and Canada. Both New Zealand and Canada have 
similarities in colonial history, legal system and a substantial 
Indigenous population. New Zealand has close economic 
ties to Australia. However, there are significant differences 
as well. New Zealand is much smaller in population and 
geographical size, does not have a federal system or 
bicameral parliament and has very different resource 
endowments from Australia. Linguistic and cultural factors 
(especially, the French language and culture of Quebec) and 
Canada’s close interdependence with the United States are 
two ways in which Canada differs from Australia. 

Given Australia’s location and major trading partners, it may 
also be relevant to compare our tax and transfer system with 
countries in Asia. Australia is an open trading and investment 
economy in the Asia-Pacific region and globally. The design 
and outcomes of Australia’s tax system are directly affected 
by the mobility of factors of production such as capital 
and skilled labour. Other countries in the region are also 
competitors for capital investment and for skilled labour. 

These issues relate generally to the ‘international 
competitiveness’ of Australia’s tax system, which is 
frequently raised in public debate, especially concerning 
personal and company tax rates. When such comparisons 
are made, it is important to bear in mind that many 
other factors including the level of services, security and 
infrastructure provided by country governments influence 
decisions by workers and investors about where to locate 
their activities.

Finally, as Australia’s trade and cross-border investment 
in the region increases, the inconsistencies between tax 
systems, poor understanding and lack of engagement 
between country tax agencies can create frictions and 
inefficiencies to the detriment of all. This is a good reason 
for comparisons and harmonisation.

3.2 The constitutional 
framework
Australia’s tax and transfer system is fundamentally 
structured by our federal legal and institutional system 
comprising democratic governments at Commonwealth, 
State and local level. The Constitutional framework has had 
a significant influence on federal financial relations, including 
processes for reforming the tax system.

Under Australia’s Constitution, the Commonwealth 
Government has a broad power to levy taxes of any kind, 
although it is not able to discriminate between States 
or parts of States in taxation.14 The Commonwealth 
Government has exclusive power to levy excise taxes and 
customs tariffs.15 This broad taxing power contrasts with the 
rather limited powers of the Commonwealth Government 
to legislate on other matters specifically listed in the 
Constitution (for example, corporations, labour arbitration, 
defence, immigration, foreign affairs, statistics, currency, 
banking, marriage and divorce). 

Where it does not have a specific power, the 
Commonwealth Government can legislate in agreed areas 
if State governments refer power to it. The Commonwealth 
Government can also provide financial grants to State 
and Territory governments that are conditional on those 
governments carrying out defined activities or policy goals.16

The Constitution grants the Commonwealth Government 
specific powers to establish and maintain Australia’s social 
security system including invalid and old age pensions;17 
and maternity allowances, widows’ pensions, child 
endowment, unemployment, pharmaceutical, sickness and 
hospital benefits, medical and dental services, benefits to 
students and family allowances.18 

14 Section 51(ii) of the Commonwealth of Australia Constitution Act  
   (Cth) 1901, available from www.comlaw.gov.au (the Constitution).

15 Section 90 of the Constitution.

16 Section 96 of the Constitution.

17 Section 51(xxiii) of the Constitution. Most transfers are  
   provided under the Social Security Act 1991 (Cth).

18 Section 51(xxiiiA), inserted into the Constitution in  
   1946 after a successful popular referendum.
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State governments have broad powers to levy taxes of 
any kind, apart from excise and tariffs. State and Territory 
governments levy land tax, payroll tax, stamp duties, 
gambling taxes and some other levies exclusively and also 
receive royalties from mineral resources extracted from within 
their jurisdiction, which are owned by the State governments. 

State governments also have broad responsibilities for 
government in general, except for specific listed matters 
such as defence that are exclusively the domain of the 
Commonwealth Government. This means that they have 
primary responsibility for health, education, law and order, 
infrastructure and planning, except where an agreement 
exists with the Commonwealth Government. State 
Governments can provide social security benefits but there 
are only a few relatively small State-based transfer payments.

There is a disparity between the broad governing 
responsibilities of States, and their limited tax revenues, 
termed vertical fiscal imbalance. Essentially, the States only 
raise half in taxation of their expenditure responsibilities 
(DPMC 2015). 

Disparities in revenue-raising capacity and expenditure 
responsibilities exist across States and Territories. This 
is taken into account in the horizontal fiscal equalization 
formula for allocating the GST, and in some targeted grants. 
These are key issues in the government’s White Paper on 
reform of the federation and are also relevant to tax reform.

Prior to World War II, all States levied income tax (as well 
as the Commonwealth Government). However, income 
tax was taken over by the Commonwealth during wartime 
and grants were made to State governments. Afterwards, 
income tax was retained at Commonwealth level and greatly 
increased in rate, scope and base. States could again levy 
income taxes from the 1970s but none have done so. In 
contrast, all Canadian provinces levy income taxes that 
apply on top of the Canadian federal income tax. 

The GST and the  
Intergovernmental Agreement
The GST was enacted by the Commonwealth 
Government in 1999 and it replaced the previous 
Commonwealth wholesale sales tax. The reform 
was carried out under an Intergovernmental 
Agreement between the Commonwealth, State 
and Territory governments which commits the 
Commonwealth Government to provide all the GST 
to the States and Territories. 19 

The distribution of all of the GST revenues to 
the States (net of administrative costs) is made 
on a horizontal fiscal equalisation basis. The 
Commonwealth Grants Commission makes 
recommendations on the distribution of the GST 
to the States and Territories on the basis of a 
formula that aims to equalise the revenue raising 
and spending capacity across all of the States and 
Territories. The formula is controversial, with some 
States (especially Western Australia) arguing that 
the formula is unfair. 

In a contrasting federal arrangement, Canada also 
has a GST but the Canadian provinces directly 
levy sales taxes largely on a harmonized base, 
with different rates, in addition to the central 
government GST.

As a matter of law, the Commonwealth 
Government could unilaterally change the 
GST because it is a Commonwealth tax (it 
could override the Agreement). However, the 
Intergovernmental Agreement requires any reform 
to the GST rate or base to be unanimously agreed 
between the Commonwealth Government and all 
State and Territory Governments. The Agreement 
has proved to be quite politically stable in its 15 
years of operation and it is unlikely that any reform 
would proceed without agreement of all the States 
and Territories.

19 A New Tax System (Goods and Services Tax) Act 1999, 
   s 1-3; Intergovernmental Agreement (2009) cl. 19, available  
   from www.Commonwealthfinancialrelations.gov.au .
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3.3 The tax burden
A common measure of the tax burden, or tax level, 
of a country is the total taxes collected by all levels of 
government as a percentage of Gross Domestic Product 
(GDP). Australia’s tax level in 2012 was 27.3 per cent of 
GDP (OECD 2014d). Of this, the Commonwealth raises the 
majority of revenues: Commonwealth taxation was 21.4 per 
cent of GDP in 2012-13. 

Australia’s tax level is low relative to most other OECD 
countries. It is below the OECD average (33.7 per cent of 
GDP in 2012) and is also significantly lower than Canada 
(44 per cent of GDP) and New Zealand (33 per cent of 
GDP). The historical trend and these country comparisons 
are shown in Chart 3.1.

Long term trends in Australian tax revenues since federation 
show the growth in government role and size of Australia 
(in a similar pattern as other comparable countries) during 
the 20th century. This is revealed in Chart 3.2, which also 
shows the proportion of tax revenues collected by the 
Commonwealth Government, compared to State, Territory 
and local governments.

The Commonwealth fiscal balance
A fiscal surplus or deficit arises if government expenditures 
exceed revenues in a fiscal year. 

It has been Commonwealth Government policy to achieve 
budget surpluses on average over the economic cycle 
(Treasury 2014a, Statement 3). The Commonwealth 
Government (both the current Government and the former 
Rudd/Gillard Governments) has indicated a desired cap 
on tax revenue. This is not binding but is a budgetary 
mechanism to signal the intent to limit Commonwealth 
taxation levels. In 2013, the Gillard Government committed 
to keeping Commonwealth taxation as a share of GDP 
lower on average than the 2007-08 level of 23.7 per cent 
(Treasury 2013a, 6). In 2014, the Abbott Government 
imposed a cap on Commonwealth tax revenue of 23.9 per 
cent (Treasury 2014a, 3-9). 

Unlike some other OECD countries with relatively low 
levels of taxation, Australia has sustained a lower tax 
level without running large budget deficits for some years. 
However, the Commonwealth budget has been in deficit 
since 2008 and the fiscal deficit is currently 1.6 per cent of 
GDP. This is projected to return to balance after 2017-18 
(Treasury 2014b). 

The Commonwealth deficit has been identified by the PBO 
as structural rather than merely cyclical, as a result of both 
tax and expenditure factors (PBO, 2013). Commonwealth 
tax revenues peaked in 2007-08 after a decade of growth 
and have since declined. Lower tax revenues are partly a 
result of the economic challenges discussed in Chapter 2, 
They are also due to the cumulative effect of the successive 
personal income tax cuts granted between 2003-04 and 
2008-09 (PBO 2013, 3). Another contributor was a decline 
in revenues from fuel excise (for which indexation was 
halted in 2002-03 and has recently been reintroduced) and 
from excise on cigarettes and tobacco because of a decline 
in consumption.

One factor that tends to increase tax receipts is fiscal drag 
or bracket creep. The tax system is based on nominal 
wages and incomes. As nominal wages increase with 
inflation, individual taxpayers face higher average taxes 
because the personal income tax rates and thresholds are 
not adjusted to take account of inflation. Over time, this 
drives up tax receipts. 

Fiscal drag makes a big difference to Commonwealth tax 
revenues because personal income tax comprises nearly 
50 per cent of those revenues. Fiscal drag is projected 
to increase tax revenues above the Commonwealth 
Government tax cap by 2021-2022 (MYEFO 2014). We 
return to this issue in Chapter 4.

C U R R E N T  S T A T E  O F  T H E  T A X  A N D  
T R A N S F E R  S Y S T E M  c o n t i n u e d
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Chart 3.2: Commonwealth, State, Territory and local tax burden since federation

Source: Treasury.
Note: The GST line indicates GST revenues collected by the Commonwealth Government but which are allocated in full (net of administrative costs) to 
State and Territory governments.

Chart 3.1: Trends in tax burden as a percentage of GDP, selected countries

Source: OECD (2014f).
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Tax Revenue
(Commonwealth 
receipts 2013-14)

($million)

Percentage of 
Commonwealth tax 

revenue  
(% rounded)

Approximate 
percentage of total tax 
revenue from all levels 

of government 
(% rounded) 

Income Tax (includes capital gains tax, Medicare Levy)

Individuals (and other withholding) 156,300 47.9 40

Fringe Benefits Tax 3,922 1.2 1

Company Tax 66,911 20.5 17

Superannuation Fund taxes 7,661 2.3 2

Minerals resource rent tax 310 0.1 0.1

Petroleum resource rent tax (net impact) (a) 1,507 0.5 0.4

Total income tax 236,610 72.5 60.7

Sales Tax

GST 48,596 14.9 12.5

Wine equalisation tax 725 0.2 0.2

Luxury car tax 434 0.1 0.1

Total sales taxes 49,755 15.2 12.8

Excise

Petrol 5,990 1.8 1.5

Diesel 8,594 2.6 2.2

Other fuel products 3,466 1.1 0.9

Tobacco 7,660 2.3 2.0

Beer 2,257 0.7 0.6

Spirits 1,931 0.6 0.5

Other alcoholic beverages 944 0.3 0.2

Total excise 30,842 9.4 7.9

Customs duty 2,713 0.8 0.7

Other indirect taxes

Carbon pricing Mechanism 3,631 1.1 0.9

Agricultural levies 463 0.1 0.1

Other taxes 2,412 0.7 0.6

Total other indirect taxes 6,506 2.0 1.7

Total taxation revenue 326,426 100.0 83.7

Table 3.1: Commonwealth Government Taxes 

Note: (a) Petroleum resource rent tax is deductible against company tax.
Source: Treasury (2014a) Paper 1, Statement 5, Table 8. State revenue from ABS (2014c).
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Chart 3.3: Composition of tax bases, selected countries, 2011-2012

Source: OECD (2014d).

3.4 The tax mix
The Henry Review did an exhaustive survey of Australia’s 
tax system at Commonwealth, State and local levels. The 
majority of revenues come from personal and company 
income tax and the GST. Australia’s overall tax mix has 
remained remarkably stable over time. 

Chart 3.3 shows Australia’s tax mix, or composition of taxes, 
in comparison to selected OECD countries. Taxes on income 
comprise 64.3 per cent of total Australian tax receipts. Taxes 
on income include personal income tax, fringe benefits 
tax, superannuation fund tax and company tax at the 
Commonwealth level, and payroll taxes levied by States. 

Australia’s reliance on income tax is broadly similar to 
New Zealand. If we include social security taxes levied on 
employers, then Australia’s reliance on wage taxation is 
similar to that of comparable countries. Our heavier reliance 
on company tax is discussed in Chapter 5.

Chart 3.3 indicates that Australia relies less on consumption 
taxes than other countries, especially in Europe. In 
particular, Australia collects proportionately less revenue 
than other countries from a broad-based consumption tax 
such as the GST. This is discussed further in Chapter 6. 

The Commonwealth Government tax mix has not changed 
significantly in the last 60 years. The numerous tax reforms 
since the 1980s made significant changes within tax bases 
but left the overall composition of the tax system broadly 
unchanged. This is shown in Chart 3.4, which presents four 
snapshots of the composition of Commonwealth taxes: 
from 1950-51, a few years after the Commonwealth began 
levying personal income tax; 1975-76, at the time of the 
Asprey Report; 2001-02, after the introduction of the GST; 
and in 2011-12, at the peak of the mining boom.
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Chart 3.4: Composition of the Commonwealth tax system since 1950

Source: RBA statistics and Treasury estimates.

3.5 The transfer system
Australia’s transfer, or social security, system of income 
support payments has a long history; the age pension was 
established in 1908 (for a detailed analysis, see Whiteford 
2013). As explained above, all income support payments 
are made by the Commonwealth Government and funded 
from Commonwealth general revenues, primarily taxes. The 
Commonwealth Department of Social Services has policy 
responsibility for income support transfers worth around 
$100 billion in 2012–13.20 

The social security system provides flat-rate, means-tested 
income support payments to those not expected to work 
(retired people, lone parents and carers), unable to work 
(people with disabilities and the sick) or unable to find 
work (the unemployed). Payments for families with children 

20 This discussion focuses on cash transfers. A broader definition of social 
   security would also include compensation arrangements for work and road 
   accident injuries and deaths (financed by insurance-type schemes and 
   levies of State and Territory governments); paid sick leave provided and 
   financed by employers; and a wide range of other welfare  
   benefits and services, such as subsidised childcare, public housing  
   and transport, care services for aged and disabled people, rebates  
   on local government property taxes for pensioners and reductions  
   in charges for utilities such as water, electricity and gas.

provide direct cash assistance for more than half of all 
families and higher levels of assistance for those receiving 
income support benefits or in low paid jobs. Other payments 
include paid parental leave, assistance with childcare costs 
and private rental assistance. The Commonwealth also pays 
pensions for war veterans and dependents. 

Australia has a mixed system of public and private support 
for retirement. In addition to the income- and asset-tested 
age pension, Australia has a system of both compulsory 
and voluntary superannuation, funded by employers and 
employees as well as through contributions by the self-
employed. The superannuation system is supported by 
substantial income tax concessions at a very significant 
cost to revenue. These superannuation tax expenditures are 
briefly discussed below and in detail in Chapter 4. 

There appear to be two long-standing values that provide 
the basis of the Australian social security system. One is 
the recognition of government and community responsibility 
to assist those in need of poverty relief. The other is that 
private provision is to be encouraged as far as possible, 
with the social security system seen primarily as a safety 
net. Mutual obligations and activity conditions for income 
support payments are a fairly recent feature, requiring 
certain benefit recipients to participate in activities of value 
to the community.
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Table 3.2: Transfer (social security) payments

Income support payments

Age Pension Parenting Payment Partnered

Widow Class B Pension (closed 1997) Carer Payment

Wife Pension (closed 1995) Austudy Payment

Partner Allowance (closed 2003) ABSTUDY Living Allowance

Widow Allowance Youth Allowance (Student and Apprentice)

Bereavement Allowance Student Assistance (DVA)

Service Pension (DVA) Newstart Allowance

Income Support Supplement (DVA) Youth Allowance (Other)

Disability Support Pension Sickness Allowance

Parenting Payment Single Special Benefit

Supplementary assistance

Pension Supplement Rent Assistance, without child

Pension Supplement (minimum) Family Tax Benefit (FTB) Part A

Pension Supplement (basic) End of year supplement-FTB Part A

Seniors Supplement Rent Assistance, with child (FTB Part A max rate only)

Youth Disability Supplement Family Tax Benefit Part B

Income Support Bonus (to be abolished) End of year supplement-FTB Part B

Pensioner Education Supplement Remote Area Allowance

Education Entry Payment Utilities Allowance

Fares Allowance Pharmaceutical Allowance

Mobility Allowance, higher rate Telephone Allowance

Mobility Allowance, standard rate Clean Energy Supplement

Carer Allowance (child) and (adult) Clean Energy Low Income Supplement

Carer Supplement Large Family Supplement

Child Disability Assistance Payment Multiple Birth Allowance

Double Orphan Pension Assistance for Isolated Children Scheme (various)

ABSTUDY Scheme Supplementary Payments (various) Baby Bonus (until 28 February 2014)

Student Start-up Scholarship/Loans Stillborn Baby Supplement (from 1 March 2014)

Relocation Scholarship Newborn Supplement and Newborn Upfront Payment (from 1 March 2014)

Schoolkids Bonus (to be abolished) Single Income Family Supplement

Essential Medical Equipment Payment Approved Program of Work Supplement

Incentive Allowance (closed 1991) Language, Literacy and Numeracy Supplement

Pension Bonus Scheme (no new registrations from 1 July 2014) Community Development Employment Program Participant Supplement (closed 2009)

Source: McClure (2014).

Australian income support payments are not related to 
earnings and this distinguishes Australia from most other 
OECD countries (apart from New Zealand). They are subject 
to income and assets tests and are in general available on 
an ongoing basis subject to the means tests. Coverage of 
the system is universal, subject to residence requirements. 
In contrast, in many other countries, the primary principle 
is one of contributory earnings insurance and income 
replacement across an individual’s lifecourse. 

While protection from poverty is a primary objective of 
Australia’s system, it is by no means the only goal. For 

example, family and childcare benefits are paid to many 
low and middle-income families to assist them with the 
extra costs associated with having children. Age pensions 
are payable to roughly 80 per cent of the aged population, 
many of whom live in their own home and have substantial 
other assets. For many, the age pension operates similarly 
to an income replacement insurance scheme in retirement. 

Table 3.2 shows the main income support payments and 
supplementary assistance available at March 2014 (McClure 
et al 2014). 
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Chart 3.5: Level and composition of spending on transfer payments

Source: Calculated from OECD (2014c). 
Note: The spike between 1999 and 2000 is largely a result of the compensation package for the introduction of the GST.

Source: OECD (2014c). 

Over the past 40 years, there has been a significant 
increase in the level of social security transfers and in the 
number of individuals and families receiving payments. 
Chart 3.5 shows that spending was close to 7 per cent of 
GDP in 1983. It fell in the recovery of the mid to late 1980s, 
before rising considerably in the 1990s. After 2000, social 

security spending fell back to about 7.3 per cent of GDP 
in the strong period of economic growth leading up to 
the GFC, but rose substantially as a result of the stimulus 
packages in 2008 and 2009, a significant part of which was 
in the form of cash payments.

In general terms, changes in the economic and social 
environment have been the most significant contributors 
to increased transfer spending over the past 30 years. 
Spending on age pensions has remained the largest single 
program and has been broadly stable at about 3.5 per cent 
of GDP since the 1990s. Over different periods, in response 
to the business cycle, unemployment spending has been 
the largest contributor to the total increase in spending. 

Policy changes have had varying influences on the level 
of transfer spending. From the late 1980s onwards, 
first as part of the Hawke Government’s pledge to end 
child poverty by 1990, and subsequently by increases 
in assistance for families in the period of the Howard 

Government, the real level of family payments increased 
significantly. In 2009, the real level of age and disability 
pensions was increased significantly. 

Despite the increase in spending on social security, Australia 
remains the fifth lowest spender relative to other OECD 
countries, as shown in Chart 3.6. Australia spends less than 
both Canada and New Zealand on the transfer system; the 
main explanation for this is our low relative spending on age 
pensions, which are well below the OECD average. Most 
other transfer components are very close to the OECD 
average, with the exception of family payments, where 
Australia spends around twice the OECD average. 

Per cent of GDP
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Chart 3.6: Spending on transfer payments, selected countries, 2012

Chart 3.7 Ratio of transfers received by poorest 20% to those received by richest 20%, 
selected countries

Source: OECD (2014c).

Source: OECD (2014c). 

OECD analysis indicates that the combined redistributive 
impact of personal income taxes and cash transfers is higher 
in Australia than the OECD average. This is because Australia 
has relatively greater reliance on progressive income taxes than 
regressive consumption taxes, combined with a long history of 
tight targeting of transfers at families raising children and low 
income earners (Joumard et al 2012; Whiteford 2010). 

The most recent figures (Causa et al 2014) show that the 
poorest 20 per cent of Australian households receive 12.6 
times as much in transfers as the richest 20 per cent. This ratio 
is shown in Chart 3.7 covering selected OECD countries. 
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The high degree of targeting in Australia is a product of 
concentrating a higher share of resources on lower income 
groups, together with the virtual exclusion of the richest 20 
per cent of households from the social security system. The 
richest quintile in Australia receive around 1 per cent of their 
disposable income from transfers compared to 9.9 per cent 
for the OECD on average, and close to 30 per cent in Italy 
and France.

3.6 Tax expenditures
Government spending may also be undertaken through 
concessions in the tax law, called tax expenditures. 

Tax expenditures include tax exemptions or holidays; 
special tax deductions or tax offsets; preferential tax rates; 
concessional valuation of benefits or assets; timing rules 
that enable a taxpayer to defer paying tax or to bring 
forward a deduction; and administrative concessions or safe 
harbours that permit a more generous treatment of some 
taxpayers or particular types of transaction. They are ‘rules 
and practices which reduce the amount of tax revenue 
collected, compared with a benchmark tax system’ (Burton 
and Stewart 2011, 3; Burton and Sadiq 2013).

Typically, tax expenditures are less scrutinized than direct 
expenditures. The Australian Treasury produces an annual 
Tax Expenditures Statement (TES) each year as required by 
the Charter of Budget Honesty Act 1998 (Treasury 2015). A 
summary of tax expenditures is also included in the budget 
and MYEFO.

A tax expenditure may have similar effects to the direct 
payment of a grant or cash transfer. However, a tax 
expenditure is not a real payment but is estimated revenue 
foregone by the government. Estimating tax expenditures 
is difficult for a number of reasons. It requires an estimation 
of the revenue that would be collected without the tax 
concession, and an assumption of repeal only of the 
specific concession, with no other changes. 

The usual approach of estimating revenue foregone from 
tax expenditures does not take account of behavioural 
responses to the tax law (as explained in Chapter 1), or 
interactions of different tax expenditures. For example, if the 
CGT 50 per cent discount was removed, individuals may 
choose to hold onto their capital assets for a longer period 
of time instead of selling them to realise the gain. Such a 
major reform would also likely change other elements of the 
tax system, producing other effects on behaviour, which are 
not taken into account in estimating the tax expenditure.

An alternative approach adopted by the Treasury is called the 
revenue gain method, which aims to estimate the tax revenue 
that would be gained if the tax expenditure was repealed. 
This aims to take into account behavioural responses but 
it still cannot account for interaction between different tax 
concessions and it cannot always be estimated. The estimate 
of the tax expenditure by the revenue gain method is typically 
lower than that estimated as revenue forgone.

Defining and estimating a tax expenditure also requires 
definition of the benchmark tax system. There are important 
debates about the correct benchmark for estimating tax 
expenditures. The TES uses a comprehensive income tax 
benchmark for estimating tax expenditures in the personal 
income tax. The Treasury defines the benchmark as all 
nominal income and gains derived by an individual taxpayer, 
less expenses for earning income, at marginal income tax 
rates. For the GST, the benchmark is all consumption in 
Australia (real expenditure) at a flat 10 per cent rate.

The choice of benchmark can substantially affect 
calculations of revenue foregone. The treatment of savings 
is particularly contested and we return to this issue in 
chapter 4. When considering taxation of savings, should an 
income tax or consumption tax benchmark be used? Under 
a comprehensive income tax benchmark, income from 
capital is taxed at marginal rates but under an expenditure 
or consumption tax benchmark, income from capital is 
exempt from tax. It may be argued that a consumption tax 
benchmark is more appropriate when considering lifecourse 
saving (which economists define as deferred consumption). 

Table 3.3 presents selected large tax expenditures in the 
personal income tax and GST, estimated for 2014-15 by 
the revenue foregone method. Even acknowledging the 
weaknesses of estimation methods and debate about 
benchmarks, it can be seen from Table 3.3 that the 
government provides substantial benefits to individuals and 
households by means of tax expenditures.

The TES does not capture  tax planning or minimization 
strategies in the tax system, many of which rely on 
benchmark rules or the interaction of different rules for 
different types of entity or source of income. 

We cannot get a full picture of government taxing and 
spending without taking account of tax expenditures. From 
a tax policy perspective, broadening the tax base would 
involve removing some tax expenditures. More generally, the 
policy question is, should the particular benefit or subsidy 
be provided by means of a tax preference? Is this the best 
means of establishing an efficient, fair and resilient tax system 
and of delivering other aspects of government policy?
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Table 3.3: Largest tax expenditures in personal income tax and GST, 2014-15

Tax Expenditure Revenue Foregone 
(estimate $m)

Income Tax—Main residence CGT exemption (Item E6 discount component) 25500

Income Tax—Main residence CGT exemption (Item E5 exemption component) 20500

Income Tax—Superannuation concessional taxation of employer contributions (Item C3) 16300

Income Tax—Superannuation concessional taxation of earnings (Item C6) 13400

GST – Exemption of fresh food (Item H28) 6400

Income Tax – CGT 50 per cent discount for individuals and trusts (Item E11) 5800

GST – Exemption of education services (Item H16) 3950

GST – Financial supplies input-taxed (Item H2) 3550

GST – Exemption of medical and health services (Item H19) 3550

Income Tax—Concessional taxation of termination payments (e.g. redundancy payments) (Item C5) 2700

Income Tax – Exemption of Family Tax Benefit A and B (Item A38) 2220

Income Tax – Medicare Levy exemption for residents with taxable income below the low 
income thresholds (Item A19)

1710

Income tax – Exemption of private health insurance rebate (Item A17) 1570

Income tax – Exemption from fringe benefits tax for public benevolent institutions (excluding 
public and not-for-profit hospitals) (Item D14)

1400

Income tax – Exemption from fringe benefits tax for public and not-for-profit hospitals and 
public ambulance services (D10)

1360

Income tax – Philanthropy – Deduction for gifts to deductible gift recipients (Item A54) 1100

GST – Exemption of childcare services (Item H5) 1090

GST – Exemption of water, sewerage and drainage (Item H6) 1010

Source: Treasury (2015).
Note: The Treasury observes that the reliability of these estimates is low in many instances.


