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I am often asked how many of the recommendations of our review, published in 2010, 
remain to be implemented.  That’s a bit like asking how much further we must travel to get 
from point A to point B when, for the past decade, we have been travelling in the opposite 
direction.  Assessed against the benchmarks set out in our report, the Australian tax system 
is in a considerably worse place today. 

Where is our tax system today? 

The Australian tax system is in a parlous state.  It is not capable of raising sufficient revenue 
to fund the activities of government – not in any particular year, nor on average over a run 
of years of any duration.   Since that is the purpose of taxation, there can be no avoiding the 
conclusion that the Australian tax system is not fit for purpose. 

Government spending is growing at a faster rate than GDP.  The only tax base in the 
federation that is being relied upon to produce revenue growth at a faster rate than GDP is 
the personal income tax.  And that is through the operation of fiscal drag, which appears to 
be the sole instrument being deployed in the cause of Commonwealth budget repair.  All 
other tax bases are fiscally unreliable.  They are either highly volatile or subject to tax 
competition and other sources of base erosion. 

Stamp duty is notoriously volatile.  Soo too is company tax revenue because of its 
dependence upon iron ore prices.  Mining royalties are volatile for the same reason.  The 
GST base suffers continual base erosion through design.  Fuel and tobacco excises are falling 
relative to GDP.  Several taxes, at both Commonwealth and State levels, are suffering base 
erosion because of increasing resort to tax expenditures in place of new spending programs 
and because of tax competition amongst jurisdictions.  

Since the introduction of the GST 20 years ago, Commonwealth indirect tax collections have 
fallen by 1 ½ percentage points of GDP.   GST and excise, which are Australia’s principal 
consumption taxes, have fallen from 11.8 per cent of household consumption in 2000-01 to 
9.9 per cent in 2019-20.1  In 2019-20, total Commonwealth indirect taxes amounted to 5.3 
per cent of GDP, the same as in 1997-98, when the Howard Government launched its major 
tax reform package A New Tax System.2   So, the ‘tax-mix switch’ at the core of A New Tax 

 
1  Household consumption has also fallen as a share of GDP over the same period, from 59 per cent to 
54 per cent.  
2  This ratio exceeded 7 per cent shortly after the introduction of the GST. 
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System, implemented 25 years after being recommended in the Asprey Report, has been 
completely undone in just two decades. 

And these trends will continue.  The GST base is eroding simply because spending on GST-
free items is growing faster than spending on items subject to GST.  Population ageing is one 
reason for this, since health spending is GST-free, but younger age cohorts are also spending 
more on GST-free and ‘input-taxed’ items like rent and education.  

All bases subject to excise (tobacco, fuel, alcohol) are likely to decline over time as a share of 
GDP.  Fuel excise is at particular risk because of the ‘electrification’ of the vehicle fleet.  It 
could disappear quickly. 

Australia’s company tax collections are unusually dependent upon iron ore prices.  
Abstracting from mining, company tax collections have been broadly flat as a share of GDP 
since the global financial crisis.  But a country that suffers capital-shallowing and is a net 
capital exporter, as Australia is now, will eventually see company tax collections fall as a 
share of GDP. 

At the state level, taxes on things like insurance look increasingly antiquated.  Property 
stamp duty and, for some states, resource royalties will continue to be highly volatile 
sources of revenue.  Interstate competition for businesses and jobs is likely to lead to 
further erosion of the payroll tax base.  The tax bases of the states are even more fragile 
than those of the Commonwealth. 

We are back to where we were in the several decades following WWII.  This was a period 
characterised by ill-disciplined public spending, only partly funded, with a heavy reliance 
upon fiscal drag that punished innovation, enterprise, and effort; distorted the pattern of 
saving; and rewarded tax avoidance and evasion. 3   

The personal income tax was appropriated by the Commonwealth as a wartime emergency 
measure.  Fiscal drag in the personal income tax system quickly became the principal 
instrument for managing the wartime public debt legacy, at least until the privatisations of 
the 1980s and 1990s.  Relying on fiscal drag to work its magic, when confronted with a 
mountain of public debt, is understandable.  But we should also understand that it is 
dangerous. 4 

According to Treasury projections, fiscal drag will lift the tax-to-GDP ratio from today’s 20.9 
per cent to the Government’s stated cap of 23.9 per cent in 2035-36.  The impact on the tax-
to-GDP ratio of the so-called stage 3 tax cuts, to be delivered from 1 July 2024, is barely 
discernible in the medium-term projections of tax revenue.   

Capping the tax-to-GDP ratio at 23.9 per cent of GDP does not mean capping fiscal drag.  
Because other tax bases are shrinking as a share of GDP, keeping the total tax-to-GDP ratio 

 
3  In presenting the case for placing less reliance upon personal income tax, the Asprey Report (Chapter 
5) concludes that ‘great gains in terms of reduction of evasion and avoidance and costs of compliance could be 
achieved, and the effect upon incentives to work and save might also be favourable’. 
4  For one thing, fiscal drag is economically damaging: 
https://ministers.treasury.gov.au/sites/ministers.treasury.gov.au/files/2019-05/2016-005-Economic-Fiscal-
Effects-of-Rising-Average-Tax-Rates.pdf 
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at that level requires an indefinite continuation of fiscal drag, with an ever-increasing share 
of total tax revenue coming from personal income tax.   

Unlike all other Commonwealth taxes, an increase in the average rate of personal income 
tax through fiscal drag is achieved by stealth; the rate increase happens automatically, 
without the need for legislation or parliamentary scrutiny.5  Recalling how different things 
were in the 1980s and 1990s, it is remarkable that fiscal drag receives so little media 
attention these days.  But neither of these things means that taxpayers will put up with it 
indefinitely.  

We know from the post-war period that placing exclusive reliance upon fiscal drag in the 
personal income tax system will ultimately threaten the social compact.  There is a bigger 
risk of this now.  From the 1960s, the share of taxpayers in the population grew strongly as 
the baby boomers became of working age and because of steeply rising rates of female 
workforce participation.  Today, demographic trends are reducing the share of the 
population that works.  That, and the fact that superannuation end-benefits are largely 
exempt from tax, implies that the proportion of the population supporting the personal 
income tax base is projected to fall significantly.  Yet, as noted, the proportion of total taxes 
coming from personal income tax must increase.   

As the most recent intergenerational report shows, the fiscal strategy is designed to place a 
heavier and heavier burden upon the shoulders of a declining proportion of the population, 
principally workers. 6   The seriousness of the threat this poses to intergenerational equity is 
difficult to overstate.  

Our tax system problems can also be described as a growth problem   

The bases for GST, company tax, personal income tax, FBT and payroll tax are related to 
GDP.  But GDP is also affected by tax design.  Poorly designed taxes retard growth in GDP 
and weak GDP growth undermines growth in tax collections.   

This was the central message of the first intergenerational report, published in 2002.  That 
report projected both productivity and GDP per capita growth averaging 1 ¾ per cent a year 
over the first two decades of the 21st century and argued the case for targeting at least 2 ¼ 
per cent.     

Figure One reports Australia’s GDP per capita growth rates since 1975.7  The blue line shows 
annual growth rates.  The red line presents a seven-year rolling average that removes a lot 
of the annual volatility.  

From the December Quarter 1999 through to the pre-COVID December Quarter 2019, 
growth in GDP per capita averaged only 1 ¼ per cent a year.8  Over that 20-year period, the 

 
5  The automatic twice-yearly indexation of the specific (cents per litre) fuel excise is of a different 
nature.  It simply maintains a constant real rate, whereas fiscal drag increases the real tax rate over time. 
6  In 1975, 63.8 per cent of the Australian population was aged 15 to 64 years.  By 2000, the ‘working 
age’ proportion had increased by more than 3 percentage points, to 66.9 per cent.  It reached a maximum of 
67.5 per cent in 2008 and 2009 and has been falling since.  Today, the prime working age proportion stands at 
64.9 per cent.  By 2061, it is projected to be 3 ½ percentage points lower, at only 61.4 per cent.  (Source: ABS) 
7  The growth rates are changes in calendar year GDP. 
8  This was also the average rate of growth in labour productivity. 
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seven-year rolling average growth rate fell from about 3 per cent per annum to about ¾ of 
one per cent per annum, about the same as was recorded in the seven-year period to 1983.  
These are the worst outcomes in the history of the national accounts.  Of course, the 2020 
outcome is unprecedented in many respects.   

Efforts to reform the Australian tax system must be directed to turning around a chronic, 
20-year, deceleration in GDP per capita growth.  That is also the key to fixing the fiscal 
problem. 

To illustrate this point, the most recent Commonwealth Budget estimates receipts of $482.1 
billion in 2021-22.  This is 22.6 per cent of an estimated $2,135 billion nominal GDP.  
Supposing we had managed to achieve the targeted 2 ¼ per cent average growth in GDP per 
capita over the past 20 years, then, all else equal, nominal GDP in 2021-22 would be about 
20 per cent larger, let’s say $2,600 billion.  If payments were to be no different, but receipts 
were 22.6 per cent of that higher nominal GDP, then the budget would be estimated to be 
in balance, instead of recording a deficit of 5 per cent of GDP.   By the end of the forward 
estimates period (2024-25) a budget surplus of 2 per cent of GDP would be in prospect, 
rather than the projected deficit of 2.4 per cent of GDP.  Thus, even after the largest peace-
time explosion in government spending, associated with the COVID pandemic, the budget 
would still be in balance this year, with surpluses in the outyears secure. The policy failures 
of the past 20 years, starkly evident in declining rates of GDP per capita growth, have had a 
very big impact on the Commonwealth’s fiscal position. 

Figure One:  Growth in GDP per person; annual and 7-year rolling average 

 

Source:  ABS 5206.0, Table 1. 
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Declining trend growth is, overwhelmingly, a consequence of declining productivity.  That, in 
turn, is due principally to decelerating, and now negative, capital-deepening, which is a 
direct consequence of weak business investment.  This is not a mere cyclical phenomenon.  
As a share of GDP, non-mining investment has been falling for 15 years and mining 
investment is now also negligible as a proportion of GDP. 

The financial mirror image of declining physical investment and capital-shallowing is net 
capital exports on the balance of payments.  We have not become a net capital exporter 
merely because superannuation has boosted household saving, but rather because Australia 
has become an increasingly unattractive destination for business in the eyes of foreign 
investors and Australian savers alike.  

The saving and investment balances of all countries have been affected by the Asian 
century.  But it is truly extraordinary that this country, which stood to gain the most, should 
be suffering capital-shallowing, and should be a net capital exporter, notwithstanding a 
historic mining investment boom.    

What does COVID mean for tax reform? 

Today, there is a lot of talk of a ‘bounce-back’ from COVID.  A ‘bounce-back’ to pre-COVID 
rates of growth would be nothing to celebrate.   

Several years before COVID, it was evident that the Commonwealth’s tax system was 
incapable of delivering the medium-term fiscal strategy, of balance on average over the 
cycle.  That means that, even without COVID, repayment of any part of the debt sitting on 
the Commonwealth’s balance sheet would have required significant policy change.   

COVID raises the stakes considerably.   Obviously, the stock of debt to be managed is now 
very large, projected to grow well above $1 trillion.  But post-COVID, without major policy 
change, it will likely also be much harder to achieve trend GDP per capita growth at even the 
very low rates experienced between 2013 and 2020.  There are two reasons for this; one 
goes to participation and the other to productivity.    

First, in the years following the global financial crisis, very high rates of immigration, biased 
strongly toward young employable people, suppressed much of the fall in workforce 
participation that would otherwise have occurred because of population ageing.  Post-
COVID, we are unlikely to see a return to those levels of immigration for many years, if ever. 

And second, as they come out of COVID, other countries are likely to pursue aggressive 
policies to attract globally mobile capital and businesses, further reducing Australia’s 
international competitiveness, making it even harder for Australia to achieve the sort of 
capital-deepening that has traditionally been the principal source of productivity growth. 

Productivity is the Achilles heel of the Australian economy.  Many other countries have also 
suffered relatively low rates of productivity growth in recent years.  The factors responsible 
for the slowdown in other countries may also have been playing out in Australia, providing a 
compelling reason for urgent policy action in this country. 
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And there is a further compelling reason for urgent policy action.  Among developed 
economies, Australia places a particularly heavy reliance upon fossil fuels-intensive 
industrial activity in various parts of the world.  Everybody knows that this is unsustainable, 
given heightened concerns about climate change.   Without a credible set of domestic 
policies to guide the transition to a much less carbon-reliant future, Australia appears an 
increasingly risky investment destination. 

While capital-deepening has traditionally been the principal source of productivity growth, 
there are other potential sources, including human capital development and improvements 
in the way labour is utilised within the enterprise.  Thus, while major tax reform will be 
required if we are to reverse the deterioration in productivity growth experienced over the 
past couple of decades, there is a strong case for these reforms being supported by 
initiatives that boost skills acquisition and improve the operation of enterprise bargaining. 

What would a good tax policy strategy look like? 

Given the interdependent budgetary and growth challenges in the federation, a sensible tax 
strategy would be based on two high level design principles.   

First, rather than raise tax rates on existing bases, it is better that the budget move back into 
surplus through an explicit growth strategy, with tax reforms that increase participation and 
boost productivity. 

Second, it makes sense to overhaul our antiquated tax system now so that if there is a need 
to lift the tax take at some future time, which today looks very likely, this can be achieved 
with minimal economic damage. 

We must modernise the tax system to drive faster and more resilient growth in GDP, 
enhance equity and support budget sustainability.  Ideally, tax reform would generate 
sufficient additional growth in various tax bases that tax rates do not need to be lifted, 
especially through the insidious operation of fiscal drag.  But if tax rates do need to be lifted 
at some point in the future, it is important that that can be achieved with minimal impact on 
economic growth, and without making the system less equitable.  This supports the need to 
reform the system now so that it places less reliance upon the most damaging taxes. 

To drive faster growth in GDP per capita, we need to focus tax reform on three high level 
goals: 

1. Lifting productivity 

2. Encouraging greater participation 

3. Enhancing economic resilience 

Measures that make Australia a more attractive destination for dynamic, globally mobile 
businesses will lift productivity and participation and enhance economic resilience.  So, in 
considering various tax reform options, it is useful to ask whether the proposal would make 
it more or less likely that such businesses would choose to locate their activities in Australia. 
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The tax review, Australia’s Future Tax System (2010), observed that, whilst there are more 
than 100 different taxes in the Australian federation, these apply to only a handful of tax 
bases: consumption, labour income, capital income, economic rents, and land and other 
natural resources.   

The Commonwealth tax system places a heavy reliance upon capital income (company tax, 
rent) and labour income (personal income from employment and enterprise) and the states 
place a heavy reliance upon labour income (payroll tax) and transactions taxes (property 
stamp duties).  The tax review made it clear that, over time, the Australian tax system 
should place less reliance upon these bases and rely more heavily upon consumption, 
economic rents, and land and other natural resources. 

Productivity 

The Appendix identifies the various factors that determine the rate of productivity growth 
and how they might be affected by tax. 

Policy reforms that could be expected to boost productivity growth by improving allocative 
efficiency include 

1. replacing fuel excise and all other charges associated with motor vehicle ownership 
with comprehensive road user charges that take account of 

a. road surface damage, 

b. noise and congestion externalities, and 

c. carbon emissions 

2. broadening the base of the GST 

3. reforming payroll tax to remove various exemptions 

4. removing taxes on insurance and other nuisance taxes  

5. applying a discounted, uniform rate of tax to the various returns to individual saving: 
interest, rent, dividends and capital gains 

6. legislating an economy-wide, technology-neutral set of arrangements that achieves a 
reasonably certain, low volatility set of forward prices on carbon. 

The first of these would provide a rational taxation environment for the transition to electric 
vehicles.  The second, third and fourth would ideally be combined, by rolling both payroll tax 
and GST into a uniform, broad-based business cashflow tax.  The fifth could be achieved by a 
so-called dual (or schedular) income tax.  And we know how to do the sixth, since we have 
done it before.  

Policy reforms that could be expected to boost multifactor productivity growth include 
targeted use of cashflow taxation in place of normal income tax, to encourage the 
commercialisation of new and emergent technologies, with tax losses possibly being cashed 
out after a defined period. 

Policy reforms to support capital-deepening need to target the rate of business investment.  
These include policy reforms that reduce the cost of doing business in Australia relative to 
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other countries; and reducing the level of tax embedded in the cost of capital.  The last of 
these could be achieved through a lower company tax rate, especially for large companies; 
but there are other options worth exploring, including various cash flow taxes and a so-
called allowance for corporate equity (ACE).9  The guiding principle should be to reduce the 
rate of tax applying to the normal return on capital while preserving the rate of tax applying 
to economic rents. 

It might be observed that the concessional rate of 25 per cent available to small companies 
does nothing to improve the international competitiveness of our company tax system.  
Because of imputation, it is likely to be of benefit only to those small, incorporated 
businesses that find it difficult to access cash at reasonable cost and those high-income 
individuals able to shelter income in a corporate structure to take advantage of the growing 
gap between the top marginal rate of tax and the company tax rate.  This gap has grown 
from zero when imputation was introduced in the late 1980s to about 24 percentage points 
today. 

Participation 

Workforce participation would be enhanced by tax reforms that reduce reliance upon 
personal income tax, and especially fiscal drag.  The removal of property stamp duties, 
replaced by annual land taxes, would also enhance labour force participation by removing a 
significant impediment to geographic mobility.    

Resilience 

Large companies engaged in mining, banking and retail are affected by the international 
competitiveness of Australia’s company tax system, but probably less so than mid-tier 
businesses.  Australia lacks economic diversity in part because of its inability to attract, 
retain and develop a sufficient supply of mid-tier businesses in a wide range of industries.  
Tax reforms that boost productivity and participation would enhance Australia’s 
attractiveness as a destination for such businesses. 

Is tax reform fair? 

I don’t recall any sensible tax reform, ever, that was not labelled unfair.  Several of the 
necessary reforms to the Australian tax system would be considered by some to be 
regressive.  But the interests of the most disadvantaged are not being served by a tax 
system that is punishing innovation, denying people opportunity, undermining economic 
growth, and denying the sustainability of government service provision.  Moreover, there 
can be no moral defence for ignoring the extraordinary intergenerational inequity inherent 
in our present tax system. 

 
9  It does not appear to be well appreciated that Australia’s failure to follow other OECD countries in 
cutting the company tax rate this century has lifted the cost of capital in Australia.  Together with the large 
appreciation of the real exchange rate associated with the mining boom, this can be expected to have retarded 
investment, put downward pressure on the aggregate capital-labour ratio and contributed to Australia’s 
having become a net capital exporter. 
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Should tax reform be accompanied by changes to federal roles and responsibilities? 

Given the fragility of the tax systems at both levels of government, it is worth asking 
whether it is sensible to pursue a national growth strategy and budget improvement 
without also addressing roles and responsibilities between the Commonwealth and the 
states. 

Taking a national perspective, we need to place less reliance on the tax bases from which 
the Commonwealth derives most of its revenue (income tax on workers, innovators, and 
companies) and more reliance upon the tax bases from which the states have traditionally 
derived most of their revenue (consumption, land, and other natural resources) and user 
charges (especially road user charges).10   Reforms in this direction mean a larger share of 
the national tax collection going to the states.  Over time, this would help to address the so-
called ‘vertical fiscal imbalance’ that has characterised the Australian federation.   

The development of a national tax reform package also exposes the opportunity to consider 
a reallocation of responsibilities between the Commonwealth and the states, especially in 
areas of duplication, like economic regulation, health, aged care, education, disaster 
management and emergency services. 

 

 

  

 
10  As noted above, payroll tax could be rolled into a broader-based consumption tax (possibly levied as a 
broad-based business cashflow tax). 
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Appendix: Tax policy and productivity 
 
In preparing the first intergenerational report, the Treasury developed a framework for 
articulating the determinants of growth in real GDP and real GDP per person.  The 
framework was labelled the ‘3Ps’.  GDP per person can be decomposed into three 
components as follows: 

P1: Population:  The proportion of the population of working age (typically regarded as 15 
or more years). 

P2: Participation:  Average hours worked per person of working age.  The ABS publishes 
three separate data series that combine to produce this number.  First is the workforce 
participation rate.  This shows the proportion of the population aged 15 or more years that 
wants to work.  Second is the unemployment rate.  This shows the proportion of those who 
are unable to find even one hour of work a week.  Third is average hours worked per worker.   

P3: Productivity:  GDP per average hour of work. 

Multiplying the 3Ps together produces real GDP per person.  Obviously, if real GDP per 
person is then multiplied by the total population, we have real GDP. 

Real GDP per average hour of work (productivity) increases if any of the following is 
improved or enhanced:  

1. technical efficiency (producing at least as much with less)  
2. allocative efficiency (inputs being utilised by higher productivity activities)  
3. multifactor productivity, principally due to 

3.1. human capital enhancement 
3.2. multi-user infrastructure 
3.3. new technologies and technical or process innovation that allows all inputs to 

generate more output; or 
4. capital-deepening (more capital per unit of labour input).   

In measures of productivity growth, components 1, 2 and 3 are usually aggregated and 
referred to, collectively, as multifactor (or total factor) productivity growth. 

In most countries, including Australia, the principal source of productivity growth over the 
medium-term has been capital-deepening (4).  Capital-deepening occurs when net business 
investment (that is, gross fixed capital spending less depreciation) expressed as a proportion 
of the capital stock exceeds the rate of growth in hours of work.   

A business will invest (that is, utilise more capital) only if it expects the financial return on 
investment to exceed the costs of acquiring, holding, and maintaining new capital.   

The expected financial return on new capital depends upon 

4.1 the productivity of capital (how much additional output the new capital is expected 
to generate) 

4.2 how much of that output is expected to be sold, which depends upon 
4.2.1 domestic demand conditions, and  
4.2.2 Australia’s export competitiveness; and 
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4.3 at what price, which depends upon 
4.3.1 domestic and international demand conditions, and  
4.3.2 regulation and government policy, including policy affecting 

substitutes.   

All of these are subject to considerable uncertainty.   

The principal costs of acquiring, holding, and maintaining new capital are 

4.4 construction and development costs; and  
4.5 the cost of capital. 

Taxation policy principally affects allocative efficiency (2), human capital enhancement (3.1), 
infrastructure (3.2), the development of new technologies (3.3) and capital-deepening (4), 
especially through its impact on 4.2.2, 4.3.2, 4.4 and 4.5.  

 


