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Creating a more dynamic and resilient economy

Creating a more dynamic and resilient economy

We are examining policy options that will incentivise investment, make the business environment
more productive and foster entrepreneurship and innovation.

We are asking you for feedback on our approach so far to Pillar 1: Creating a more dynamic and
resilient economy.

After reviewing the ideas submitted through Australia’s Productivity Pitch and undertaking our own
research and stakeholder consultation, we have identified two policy reform areas in this pillar to
explore further.

For each reform area, we will:

e recommend specific reforms
e seek to quantify their benefits (where possible) and
e suggest how the reforms can be implemented.

Support business investment through Reduce the impact of regulation on
corporate tax reform business dynamism

A more effective corporate tax regime can help | Reducing excessive or inappropriate regulation
Australia attract foreign capital, and spur can unshackle business and enhance business
businesses to invest, innovate and improve dynamism and productivity.

labour productivity.

Why is a dynamic and resilient economy important?

We care about dynamism and resilience because they improve our quality of life. Policy settings that
foster a dynamic and resilient economy:

e drive competition, reduce prices and improve product quality
e support innovation and investment
e enable businesses and workers to readily respond to changing economic conditions.

Key concepts

A dynamic economy is an economy that is competitive, innovative and adapts to change. It is an
economy where firms and individuals invest, learn, innovate and thrive. It enables new firms to enter
markets and challenge incumbents and facilitates people moving to better jobs.

A resilient economy is an economy that withstands or recovers from economic shocks quickly and
without long-term negative impacts.

We know that reforms across all 5 pillars will, in some sense, work towards creating a dynamic and
resilient economy. So, for this pillar we have focused on identifying broader, whole of economy,
reform areas that underpin our objectives of dynamism and resilience.
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Creating a more dynamic and resilient economy

What are the pillars of productivity?

In 2024, the Australian Government asked us to identify the highest priority reform areas under
5 pillars of productivity:

1. Creating a more dynamic and resilient economy

2. Building a skilled and adaptable workforce

3. Harnessing data and digital technology

4. Delivering quality care more efficiently

5. Investing in cheaper, cleaner energy and the net zero transformation.

We will deliver practical and implementable policy ideas across the 5 pillars at the end of 2025.
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Sub-page — Policy reform area

Support business investment through corporate
tax reform

An improved corporate tax system can help Australia attract foreign capital, spur businesses to
invest, enter new markets, innovate and improve labour productivity. This helps improve living
standards, and helps Australia become a more dynamic and resilient economy.

Gross fixed capital formation (such as additional factories, machinery, and equipment) has declined
over the past decade, and non-mining private sector investment as a share of GDP has fallen
approximately 3 percentage points since 2009. This means there is less capital available for
workers to use, which contributes to Australia’s stagnant productivity growth.

The way companies are taxed is a key determinant of businesses’ investment decisions and their
willingness to innovate. Australia would benefit from a simpler and more efficient tax system. This
would improve after-tax returns available to businesses and support investment.

A range of Australian tax reviews, academics, think tanks, and international institutions have
repeatedly pointed to the economic costs of existing company taxation and recommended changes
to Australia’s corporate tax arrangements (Henry Tax Review 2010; Treasury 2012, 2015; IMF
2018; OECD 2021).

Effective company tax rates can be changed in a variety of ways. These include changes to tax
rates themselves, or changes to the company tax base.

Our approach

In this inquiry we will evaluate options to support business investment and productivity growth through
changes to Australia’s corporate tax arrangements. The inquiry will also consider the importance of
fiscal neutrality, and the extent to which options are consistent with achieving an efficient and
equitable tax system that aligns with desirable long-run directions for the corporate tax system.

We will undertake a thorough assessment of these options, and their relative effects on business
investment, productivity growth, company tax revenue and overall tax revenue.

We welcome input to help us develop a full understanding of each of these issues.
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Sub-page — Policy reform area

Reduce the impact of regulation on business
dynamism

Regulation can help to achieve important economic and social objectives, but excessive or
inappropriate regulation can stifle business dynamism, resilience and productivity.

Reducing regulation, if done judiciously, can lower costs of doing business, allow more firms to
enter the market, lower prices for consumers and support innovation. For more than a decade we
have heard that the burden of government regulation has increased, and we have an opportunity to
shift regulatory focus towards growth outcomes.

All regulations have costs and benefits. Good governance involves only introducing new regulations
when the expected benefits exceed the expected costs and when this net benefit is larger than that
of other options. Good governance also involves taking into consideration the cumulative burden of
existing regulation, by taking into account the whole stock of regulation imposing a burden on
business. It should drive governments to repeal or alter regulations when their benefits do not
exceed the costs.

Our approach

In this inquiry, we will examine how Australia regulates businesses, including the institutional processes
for introducing new regulation and how existing harmful regulation could be improved or removed.

We will look at:

¢ the arrangements for introducing new regulation, how to reduce the burden of existing
regulations, consideration of the cumulative burden of regulation, and ways to streamline
and harmonise regulation across state and territories

¢ the Policy Impact Analysis process (2023), which is a key mechanism for assessing
proposed Australian Government regulations

o the Australian Government’s regulatory reform agenda, which also involves state and
territory governments.

The inquiry aims to propose changes to the current institutional arrangements and existing
regulations, while not sacrificing the important objectives that regulation aims to achieve. The intent
is for businesses to be able to devote less time and fewer resources to dealing with regulation, and
to focus more on growth and innovation, while ensuring businesses can readily adapt to changing
market conditions.

While this inquiry is not an audit of the effects of all existing regulations, we welcome examples of
existing regulations that are particularly harmful to dynamism and productivity, information on the
burden of this regulation on business relative to its stated benefit, and information on how these
regulations came into effect.
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Sub-page — Consultation page with online form

Have your say on a more dynamic and resilient
economy

Section 1. About you and/or your organisation
Your details

Attribution

1. Whose views does your response represent? (Please include the full names of applicable
individuals, groups or organisations).

Centre for Independent Studies

2. Do any of the attributed parties identify as Aboriginal or Torres Strait Islander/are any
identified organisations an Aboriginal and/or Torres Strait Islander organisation?

e NA

Consent

3. Do the attributed parties consent to the PC publishing your response on our website and
referring to it in our reports?

e Yes, with attribution

4. Guidelines and policies agreement

e | have read and agree to the above guidelines and policies.

Providing supporting documents (optional)

At this stage of the inquiry, we are only accepting and reviewing supporting documents that meet
the following criteria:

¢ They contain data, charts and supporting information relevant to the policy areas and
questions we are asking in this round of consultation

e The attributed participant(s) hold the copyright for the information contained in the
documents

¢ The documents don’t include any personal or identifying information.

There will be an opportunity to provide submissions on our policy reform ideas when we release our
interim report.

5. Will you be providing any documents to support your response?
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e Yes

How to provide a supporting document

Once you have submitted your response via the ‘Submit’ button below, you will receive a
confirmation email from us. Please reply to this confirmation email with your supporting documents
attached.

For accessibility reasons, we prefer Microsoft Word documents.

Once we receive your supporting documents, we will review them alongside your response. If your
contributions meet our community guidelines, and you have provided consent, we will publish them
to engage.pc.gov.au within 14 days.

We are seeking responses to questions on two policy reform areas.
Which policy reform areas would you like to respond to?

e Support business investment through corporate tax reform
A more effective corporate tax system can help Australia attract foreign capital, and spur
businesses to invest, innovate and improve labour productivity. We are interested in your
views on how to encourage investment in Australia through the tax system.

Section 2. Support business investment through corporate tax reform

Private sector investment as a share of GDP outside of mining has fallen approximately 3
percentage points since 2009. This is contributing to Australia’s stagnant productivity growth.

In this question, we want to hear your views on what has encouraged or restrained investment in
Australia over the past 10 years.

1. What features of the Australian business environment have encouraged or restrained
investment over the past 10 years?

Please see attached CIS research papers.

2. What elements of the corporate tax system encourage and/or discourage investment and
risk-taking?

Please see attached CIS research papers.
3. Which parts of the corporate tax system do you find the hardest, or most time or cost-
intensive to comply with? How could the compliance burden of the corporate tax system

be reduced?

Please see attached CIS research papers.
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1. Background and current context

Macroeconomic shocks are usually analysed as
either aggregate demand shocks (financial crises,
investment slumps, export booms) or aggregate
supply shocks (oil price fluctuations, productivity
changes, wage hikes).

However, the COVID-19 shock has simultaneously
been both an aggregate supply and aggregate
demand shock; caused by deliberate government
action. Aggregate supply contracted massively, first
due to supply chain disruption, then forced business
closure — while aggregate demand collapsed due to
employment-related income loss, restrictions limiting
household consumption, and great uncertainty
about the near future. These shocks have sharply
reduced GDP and increased unemployment; with the
IMF forecasting the Australian economy to contract
around 7 per cent this year.! Since March, the official
unemployment rate has passed 7 per cent with close
to 230,000 jobs lost. The so called ‘underutilisation
rate’ — which combines the unemployment and
underemployment rates — is close to 20 per cent and
likely to rise further this year.?

Even before the impact of COVID-19, Australia’s
recent economic performance had been weak. GDP
rose by only 2.2 per cent in the year to December
2019 compared to an average of nearly 3.5 per cent

over the previous 50 years® and on an income per
head basis Australia has been in recession. Over
calendar 2019, seasonally adjusted wages rose

by 2.1 per cent compared to the average annual
growth rate for the previous two decades of over 3
per cent.* The sluggish wage growth rate has mainly
reflected anaemic private investment that, in turn,
results in weak productivity growth. Australia’s labour
productivity growth rate was around 0.2 per cent

in 2019, compared to an average of around 1 per
cent over the previous 40 years.® Figure 1 shows
that private investment as a share of GDP, especially
non-mining investment, fell steeply during the mining
boom and has remained very weak since.

Put simply, the already feeble economy now faces

a perilous post COVID-19 future. Without the
development of a successful vaccine, the productive
capacity of the economy could be hit again by
lockdown restrictions and/or possible ill health of a
portion of the labour force. Deloitte Access Economics
forecasts that already anaemic business investment
will decline by close to $70 billion in 2020,° while
federal Treasury forecasts a June quarter investment
decline of 18 per cent.” This would take total business
investment down to close to 10 per cent of GDP, the
lowest level on record (see dot on Figure 1).
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Figure 1: Business Investment as % of GDP

Source: ABS National Accounts, Table 24 from 2000 onwards and ABS Australian System of National Accounts, table 52 before 2000. Figures

are smoothed.

In response to the economic contraction, the federal
and state governments have dramatically expanded
the scope and scale of state involvement in the
economy. Payments to the unemployed have been
doubled (JobSeeker). A lump-sum cash payment has
been made to anyone receiving a welfare payment.
Employers have been funded to keep under-employed
workers in their jobs (JobKeeper), health expenditure
has been boosted and pre-school made free. This
massive spike in government spending continues

to be funded by increased government borrowing
that has put Australia on a path to having about a
trillion dollars” worth of public debt,® mostly owed to
foreigners.®

Some of the policies implemented can be considered
as welfare payments aimed at ensuring that people
whose livelihoods have been impacted by the
COVID-19 restrictions are able to maintain themselves
and their families. In this way, they are part of the
social safety net, as well as a means of temporarily
holding together the core structure of the economy.

However, the welfare support measures should not
be regarded as policies that will ensure a recovery
from the current downturn. Wealth is not generated
from government-funded consumers’ spending.*°
Rather, it comes from profit motivated production in

the private sector. Ongoing policy initiatives focused
on governments borrowing in order to stimulate the
economy — particularly through consumer spending —
will fail to revitalise the long term productive capacity
of the economy.

This is particularly true when government spending
pursues politically-motivated schemes and subsidies
that fail the benefit-cost test. Good examples include
spending on infrastructure such as the very fast train
link between Sydney, Canberra and Melbourne, and
renewable energy schemes as part of the much touted
but economically flawed ‘green economy’.

In contrast, there is general agreement in mainstream
macroeconomics that private investment not only
boosts aggregate demand in the short run, but
strengthens economic growth on the supply side in
the long run via an enlarged capital stock. Hence,

the recovery of the economy to sound economic
health depends on resuscitating the productive
capacity of the business sector through increased
private investment that will feed through to higher
labour productivity and wages. The best way to
achieve higher private investment is to reduce the tax
burden the federal government places on Australia’s
companies.



2. Companies and economic well being

At the heart of Australia’s economy is the limited
liability company. Australian companies are legal
entities that allow people to invest their savings

into productive ventures in return for ownership

as shareholders. The share owner’s liability for any
losses their company makes is, by law, limited to the
amount of funds they have in their shareholding. This
limitation to owners’ liability is important because

it gives confidence for companies to take the risks
required to invest, employ workers and produce the
goods and services people want.

To achieve these outcomes, investment funds have
to be available to Australian companies. As private
investment as a share of GDP has fallen (Figure 1),
so too has the capacity of Australian companies to
generate economic wellbeing. To understand the
decline in private business investment, the source of
those funds has to be considered.

For much of its economic history, Australia’s private
investment in aggregate has been greater than the
amount Australia has saved, which has manifested as
a current account deficit in the balance of payments
accounts. This external deficit, matched by inflows

of foreign investment, has been a testimony to
Australia’s international appeal as an investment
destination. However, in recent years the investment-
saving gap as a proportion of GDP has narrowed
sharply, as Figure 2 shows.

In this figure, the vertical distance between the
investment line and saving line measures the current
account deficit, which has now disappeared due to a
slight recent rise in saving accompanied by the larger
fall in investment (also shown in Figure 2). While the
quarterly current account surplus has been trumpeted
as an economic success in the media and official
circles, to the extent that it reflects falling private
investment, it is a worrying development. Australia
has now experienced four consecutive quarters of

Figure 2: Australia’s Investment-Saving Gap
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current account surplus (CAS) from the June quarter
2019 to the March quarter 2020.1*

Historically, by freeing the nation from the constraint
of its saving level, foreign investment has served
Australia well by raising national income, through

a larger capital stock, higher productivity, more
employment opportunities and higher wages.!? As

a general principle, the greater the international
investment, the greater the economic welfare gains.

At the microeconomic level, foreign investment should
be welcome because it delivers productivity gains

via technology transfer, international management
practices and product development — and can spur
greater domestic competition and imitative behaviour
by existing locally-owned firms.

Company tax is an important limitation to the ability
of companies to respond to the profit motive by
investing in capital and hence providing higher output,
jobs and wages. In Australia, of every dollar of profit
earned by a company, 30 cents®? is paid in tax. With
less profit remaining after tax, companies therefore
have less incentive to invest here and increase
Australia’s productive potential, income, wages and
wealth.'* International capital is mobile, and responds
to after-tax returns. Hence, foreign investment and
current account imbalances are strongly influenced
by relative differences in after-tax rates of return on
capital across borders.*> With higher company tax
rates, an incentive arises to shift operations abroad;
which also implies lower domestic employment and
wages.

A clear strategy to stimulate the level of business
investment in Australia in a post-COVID19 setting is
therefore to reduce the burden placed on companies
by lowering the company tax rate. Evidence of the
benefits that would flow from such a strategy are
outlined next.

2019

Source: International Monetary Fund (2020) Australia 2019 Article IV Consultation, IMF Country Report No 20/68, IMF, Washington DC, Table 1.



3. The benefits of a lower rate of company

taxation: Some evidence

There is substantial international evidence as to

the impacts of a reduction in company tax: output
increases; more workers are employed; productivity
is enhanced; and the nation’s ability to compete

for investment funds is improved. A sample of this
evidence is presented in this section.

3.1 Increased production

A lower tax rate on profit provides a stronger incentive
for companies to increase investment and output.
Across the whole economy, this means a higher level
of GDP.

In Canada,'® a 1 per cent reduction in the tax rate
was found to increase real per capita GDP by 1.2 per
cent in the long run; while for the US'” the increase
was estimated to be 0.6 percent after one year. A
study involving 70 countries!® found that cutting

the corporate tax rate by 10 per cent increased
annual growth in GDP by up to 2 per cent. The OECD
(2012)*° concluded that company tax has “sizable
adverse effects on labour use, productivity and
capital accumulation [i.e. investment]” (p198). This
is consistent with earlier OECD (2010) research?® that
found “corporate taxes are the most harmful type

of tax for economic growth” (p10). The OECD and
IMF country reports for Australia have repeatedly
recommended lowering company tax rates.?!

Higher company taxes also reduce the incentive

to innovate, and discourage risk-taking; with
consequential negative effects on output over time. In
the US,?? higher company taxes are associated with
lower quality, and quantity of, innovation. Another
study found ‘star’ scientists were discouraged from
moving to US states with high company tax rates.?
A study of the impact of corporate income tax on
mid-sized companies in 85 countries found a large
adverse effect on business investment, foreign direct
investment, and entrepreneurial activity arising from
corporate taxes.?*

3.2 Increased employment

With businesses increasing production in response to
a cut in company tax, more inputs to the production
process will be purchased. That would include
employing more people. A number of studies have
examined the effects of reduced company tax on
employment.

Across US states, a lower corporate tax burden of one
percent has been found to increase employment by
about 0.2 percent.?®* The US experience is replicated
in Europe, where a one dollar (equivalent) increase in
the corporate tax burden was estimated to decrease

a businesses’ total wages bill by 49 cents in the long
run.?¢ While a lower wage bill can come from a decline
in wages or employment — or some combination of
both — the evidence of a negative impact on workers
is clear. The implication of this evidence is that even

a cut in Australia’s company tax rate from 30% to
25% for all companies would increase employment by
between 3.3% and 6.6%.

3.3 Increased productivity and wages

With greater after-tax profit, the incentive to invest

in production will be higher. Investment in capital
equipment will increase labour productivity, making it
feasible to employ more people and pay higher wages.

Across US states,?” a 1 percent increase in the top
corporate tax rate was estimated to reduce the total
wages bill by between 0.14 and 0.36 percent; and for
US multinational firms operating in 50 countries from
1989-2004, the burden of company tax on workers
varied from 45% and 75% of the total.?® Another
study?® found a 1 per cent cut in business taxes in US
states increased real wages by 1.1 per cent over a
10-year period.

In Germany,* a study reported the benefits of
productivity induced wage increases resulting from
company tax cuts favoured lower paid workers.
Another study in Germany3! showed that company
taxes had a larger adverse effect on the wages of low-
and medium-skilled workers, women, and younger
workers. This is consistent with an OECD study that
found company tax cuts significantly boosted the
income of the poor in OECD countries.*?

3.4 Increased international competitiveness

An obvious reason why private investment in Australia
is worryingly low is because in a world where the
competition for capital remains intense, Australia’s
company tax rate of 30 cents (and 27.5 cents for
smaller companies) for every dollar of profit is among
the highest in the world; exceeding the average

rates for all international regions (see Figure 3).33 In
2020, the global average and OECD country average
company tax rates are around 23 per cent, with the
EU and Asian country average rates being in the order
of 21 per cent.3* The United States and the United
Kingdom — traditionally Australia’s two main sources
of foreign direct investment — have rates of 21 per
cent®® and 19 per cent respectively.*®* The company
tax rate in Hong Kong and Singapore (the world’s
most competitive country according to the World
Economic Forum’s competitiveness measure) is 16.5
per cent, 12.5 per cent in Ireland, and 14.84 per cent



Figure 3: Corporate income tax rates for Australia and selected country groupings

Source: OECD Corporate Income Tax Database. Averages are unweighted and do not include tax reductions since 2018.

Figure 4: Effective Average Tax Rates, 2017

Source: OECD Corporate Tax database; note the US figure is prior to the US corporate tax cuts.

Figure 5: Effective Marginal Tax Rates, 2017

Source: OECD Corporate Tax database; note the US figure is prior to the US corporate tax cuts.



in Switzerland. According to this competitiveness
measure, Australia only ranks 16th in the world.?” In
its 2020 Country Profile of Australia,*® the IMD ranks
our overall tax competitiveness at 26 in the world,
down from 23 in the previous year. On corporate tax
specifically, Australia ranked 52" and only 1.1 per
cent of CEOs surveyed thought Australia’s tax regime
was attractive.

Importantly, ‘statutory’ rates of company tax do not
always represent the ‘effective marginal tax rate’
that incorporates specifics of individual countries’ tax
policies, such as investment allowances.* Based on an
OECD analysis for 2017, while the statutory company
tax rate in Canada is 26.5 per cent, the effective
marginal rate is 9.8 per cent. In NZ the statutory rate
is 28 per cent but the effective marginal rate is 15.5
per cent. In contrast, Australia’s effective marginal
rate at 28.5 per cent is only marginally lower than its
statutory rate.

The effective marginal tax rate for Australian
companies was third highest in 2017 out of 74
countries, while our effective average tax rate is ninth
highest (see Figure 4 and 5).%°

Australia has (before tax) comparative advantages in
the production of a range of goods and services but

it has no monopolies of supply into world markets.
Australia has always depended on foreign investment
for its economic development. However, it now faces
a situation of current account surplus. Australia
competes with other locations as an investment

site for mobile international capital, with many
alternative investment locations. With Australia’s
current company tax rate being well out of line with
its international competitors, the incentive is for
companies to look elsewhere for profit-maximising
production investment locations, and for companies
currently located in Australia to consider relocating
offshore. Lowering the company tax rate is therefore
more about removing barriers to multinationals
retaining and building their investments in Australia
and is certainly not providing ‘aid’ to these businesses.
Given its location in the most dynamic region in the
world, Australia has the opportunity to significantly
increase its private business investment levels through
a reduction in the company tax rate to a level that is
consistent with its international competitors (notably
in the Asian region). This would provide a boost to
employment, wages, economic growth, household
incomes and innovation, as detailed in the evidence
above.

4. Discussion

4.1 Dividend imputation

When an Australian company pays a dividend from
profits, and the company has paid tax on the profits,
the dividend would usually have a franking (or
imputation) credit attached. Australian taxpayers
can use franking credits to offset the tax they would
otherwise pay on the dividend. The policy is designed
to avoid the double taxation of dividend income. The
implication is that a taxpayer paying (for example)

a marginal tax rate of 50 cents in the dollar may
only pay an additional 20 cents in a dollar of tax on
dividend income, if the company paying the dividend
has paid tax of 30 cents in the dollar.

In theory, an Australian shareholder might be
unaffected by the rate of company tax as any change
is simply offset by the associated change in franking
credits made available. However, this conclusion

does not accord with reality. Most companies retain
some profits, and do not pay out all profits each year,
meaning some franking credits are unused for many
years, and value of the credits in today’s money is
devalued. Various studies show that companies do not
act as though franking credits fully offset the impact
of company tax.*' In detailed review of the evidence,*
the Australian Energy Regulator found that the

financial market discounts franking credits in energy
businesses by 41.5 per cent, with the discount for
non-energy businesses likely to be higher.

An alternative view is that franking credits are fully
valued, or are not discounted at all.** This view

lies outside the range of market value evidence
examined by the Australian Energy Regulator, calling
into question its validity.* If franking credits are

fully valued, then Australian businesses would be
unaffected by changes in the company tax system.
The evidence clearly shows otherwise.*> Finally, if
franking credits are fully valued, most credits would
be refunded to individual taxpayers, and the cost of
reducing the company tax rate would be much smaller
than otherwise thought — arguably strengthening the
case for cutting the tax.

Recent Australian evidence shows company tax cuts
have an impact even on smaller companies, where

it would be expected that franking credits are most
highly valued, because the shareholders are most
likely to be Australian taxpayers. Smaller Australian
businesses responded to the recent reduction in

the small business company tax rate by increasing
investment and hiring more staff. 46 Put simply,
domestic shareholders would benefit from a cut in the
company tax rate.



With a lower company tax rate, foreign owners of
Australian registered companies would pay less

tax. However, it is much more important that a
lowering of the company tax rate provides benefits
to Australians through growth in output, employment
and wages; as outlined earlier. To propose that these
benefits to Australians should be foregone simply
because foreign investors will also gain, is akin to
arguing that international trade is bad because both
domestic buyers and foreign sellers are advantaged.
In addition, if a company tax cut is phased in, the
benefit to foreign investors would be reduced. This is
because the foreign capital invested at the old higher
tax rate depreciates over time, so the tax cut benefits
a smaller installed capital base.*”

4.2 An investment allowance

An investment allowance involves an immediate

tax deduction or incentive for new investment by
companies and has been offered as an alternative

to company tax cuts. Both these policies lower the
corporate effective tax rate and the tax burden on
investment, so it is unsurprising that both policies are
likely to boost investment.*® The policies are to some
extent complementary and could be implemented
together.

However, on many criteria, a company tax cut is
preferable to an investment allowance. An investment
allowance lowers effective tax rates but doesn’t affect
the headline rate, which has an adverse effect on
business decisions.* A relatively high headline rate
advertises Australia as an unfriendly destination for
investors, and encourages profit shifting to lower-
taxed jurisdictions.

A company tax cut provides uniform incentives to
different investment decisions, while an investment
allowance has uneven impacts — providing divergent
incentives for asset investment depending on how
long an asset lasts, and likely failing to encourage
investment in many intangibles, which are growing
in economic importance.>® Some allowance proposals
feature distortionary treatment of different assets
further distorting the incentive to invest.5!

In addition, an investment allowance has substantially
higher up-front budget costs; particularly compared to
a company tax cut that is phased in.>?

The differential rate of company tax levied on
companies with an annual turnover of less than $50m
also causes distortions in investment incentives.
Reducing the company tax rate to the same level

for all businesses would simplify the tax system and
remove the effective tax rate imposed on companies
just below the $50m tax threshold. Relying on an
across-the-board company tax rate cut rather than
investment allowances and differential rates would
make the tax system less complicated, requiring fewer
anti-avoidance provisions to stop businesses churning
assets to claim the allowance or avoid the turnover
threshold.

4.3 Static and dynamic impacts

A lower company tax rate should not be simply
compared with the continuation of the current tax
rates of Australia and other countries. For instance,

if the Australian company tax rate was to be held at
30 per cent, the nation’s international competitive
position is likely to continue to decline given the

clear and prolonged international trend to lower tax
rates over time (See Figure 3). A reduction in the
Australian company tax rate may only temporarily
avoid a decline in competitiveness, with Australia’s
competitiveness restarting its slide if competing
nations continued to adjust their company tax rates
downwards over time. The benefits of a company tax
cut will be immediate where a cut occurs to counteract
a flight of capital to countries with lower tax rates.>
Australia could well be experiencing this problem now,
given the major declines in business investment (see
Figure 1) and foreign investment (Figure 2).

Even in a situation where there is no need to prevent
capital flight, the benefits of a company tax cut will
be experienced quickly, with half the benefit expected
within 10 years, based on dynamic models of the
economy.>*

4.4 The budgetary costs of a lower rate

A reduction in the company tax rate implies that
government revenues would be reduced, putting
further pressure on the budget. However, there are a
number of factors that lessen the impact on revenues.

First, a reduced tax rate will increase economic
activity. The increase in profits being earned means
that the rate reduction is offset by an increase in
the activity being taxed. Second, domestic investors
will receive less franking credit on dividends paid

by companies. Hence, the aggregate amount of tax
paid by companies and their domestic shareholders
remains the same, independent of the company

tax rate. Third, with greater economic activity and
higher wages stimulated by a reduced company

tax rate, personal income tax payments made by
Australian workers would be increased. In addition,
where mining activities are stimulated, companies
will pay higher royalty charges to state governments.
Factoring in the boost to economic activity, Treasury
has estimated that the costs of the company tax cut
will be reduced by a third to a half over time.>

Treasury’s estimate of the revenue dividend is likely
to be an underestimate as it does not include the
increased capital gains tax revenue from any stock
market ‘bump’ caused by a tax cut, or the long-
term benefits of increased innovation. The Treasury
modelling also assumed full employment, thus
excluding the likely personal income tax benefits
arising from increased wages and employment.



5. Conclusions

Can Australia afford not to lower company tax rates?
The trajectory of investment and the consequential
declines in growth, productivity, employment and
wages experienced pre-COVID19, coupled with

the economic shocks created by the pandemic,
suggest not. The COVID-19 crisis has most unusually
forced governments to deliberately harm certain
industries without compensation to protect the whole
community. The impact of this government action
has hit the private sector hardest. Economic recovery
therefore critically depends on resuscitating business
activity and encouraging greater foreign investment;
an erstwhile international driver of Australian
production.

In short, company tax cuts would provide the oxygen
the private sector now needs to recover from the

ill economic effects of the pandemic. To compete
effectively with rival nations for mobile international
capital — both now and into the future — a company
tax cut from the current 30 per cent rate to 20 per
cent is essential.

Providing tax relief to encourage business

investment should therefore be central to the federal
government’s fiscal response to the COVID-19 crisis,
as a means of generating jobs and economic growth.

The post COVID-19 world will be different. In that
new environment, our economy must be structured

to make the most out of the resources available.

New ways of producing new products will need to be
found. Entrepreneurship will be vital to the process of
adjustment that will be required. Profit is the return
to investment and entrepreneurial risk-taking. Making
sure the profit signal is transmitted loud and clear —
with less interference from the static of the tax burden
— will be critical for our economy to grow and become
more flexible, more resilient to future shocks, and
stronger.

A company tax cut implies reduced budget revenue,
other things equal. However, any revenue fall would
be mitigated by the stimulatory effects reduced
company tax would have on the broader economy

in raising other forms of revenue, including goods
and services and personal income tax. Company tax
revenue would likely also rise in the future to the
extent that foreign companies, currently deterred by
the existing uncompetitive company tax rate, establish
new operations here. Meanwhile, revenue lost due to
Australian-based companies, domestic and foreign
owned, relocating abroad would be curtailed.

Balancing the budget will nonetheless require
offsetting cuts to wasteful government outlays.

A comprehensive external ‘root and branch’ review
of existing public spending programs of all levels of
government along the lines of the Henry Tax Review
could be instigated immediately as a blueprint for
public expenditure reform. >¢

An obvious candidate for expenditure review of
particular relevance, in this context, is the billions
spent on assistance to a range of industries. While
company tax cuts benefit business and the whole
economy, industry assistance is inefficient and
selectively benefits some businesses at the broader
economy’s expense. %7

Other policies that should be examined include:

e removing duplications of functions across the
different levels of government, especially in health
and education;

e including the family home in the means test for
the Aged Pension, with appropriate transition
arrangements;

e restricting public sector employee growth nation-
wide; and

e reducing the regulatory burden of both red and
green tape on the economy.

In addition, budgetary savings should be made
through imposing a pay cut (either directly or via an
income tax levy) on public sector employees. Private
sector firms and employees have largely borne the
cost of the COVID19 lockdown. In contrast, people
working in the public sector have been left largely
unscathed. This justifies a public sector pay cut — or
at least an extended pay freeze — on equity grounds
alone.

Expenditure reduction in these areas would counter
budgetary pressure caused by the company tax
cut. The only genuine Australian fiscal consolidation
episodes in living memory were undertaken by the
Hawke-Keating-Walsh and Howard-Costello teams.
After both episodes the economy flourished.

In sum, at the macroeconomic level, Australia’s
internationally uncompetitive company tax rate deters
investment, domestic and foreign; which adversely
affects productivity, employment and wage growth.
On efficiency and equity grounds, the case for cuts to
the company tax rate is strong. Along with abolishing
regulations that stymie investment and innovation,
company tax relief would breathe new life in to the
economy by lightening the burden of government on
the supply side of the economy — where real wage-
enhancing investment decisions are made and most
jobs are created.
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Australia needs to cut company tax to 25% to
address Australia’s poor investment, wages, income
and productivity performance.

o Business investment is currently at recessionary
levels despite the economy being nowhere near a
recession.

The boost to the economy is supported by Treasury
modelling and substantial international evidence.

Australia’s investment performance is hampered by
our uncompetitive company tax system, with our
company tax rate above OECD, regional and global
averages, and not declining despite cuts in many
other countries since 2001.

The tax to GDP ratio, the tax to profit ratio, and
company tax as a share of total revenue are all greatly
above OECD averages, including after adjustment for
imputation (even though this adjustment is largely
unwarranted).

The benefits of the company tax cut are likely
underestimated, because the modelling assumes
Australian investors are unaffected by company tax,
when in fact the average Australian shareholder
probably feels at least one third of the impact of
company tax.

Australia is becoming increasingly reliant on a small
number of corporate taxpayers, so the budget is
becoming much more exposed to the fortunes of
these individual companies.

o The short run benefit of the tax cut is concentrated
on a small number of businesses because the tax
revenue is also concentrated.

Executive Summary

The tax cut should not be abandoned just because
foreigners (including the US Treasury) benefit. We
should not sacrifice an advantage simply because
foreigners also gain; this would be self-destructive
xenophobia.

In the longer term, neither big business nor
foreigners obtain a big benefit from the tax cut: most
of the benefit instead goes to workers.

The company tax is similar to other import tariffs. It
should be cut similarly to Australia’s previous tariff
reforms, and will provide equivalent (or greater)
economic benefits.

The budget impact of the tax cut is small and can be
completely funded by other measures in the recent
budget. If the tax cut is abandoned, the tax burden
will likely go above previous record highs.

The tax cut is an investment in the future, just like
education and infrastructure; and all investment
policies should be subject to detailed analysis of
costs and benefits similar to the tax cut policy.

Cancelling the tax cut because of supposed tax
avoidance would penalise the companies who pay the
most tax, and won't affect the biggest tax avoiders
who pay no tax. It will even encourage tax avoidance
to grow.

o Taxpaying companies are in no way responsible
for other companies that don’t pay tax. Collective
responsibility for the ‘sins’ of others is antithetical
to good public policy.

The greatest benefit comes from cutting tax on all
business, rather than cutting the taxes on small
business only.

Fix it or Fail: Why we must cut company tax now | 1
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1 Introduction

The Australian government plans to cut the company
tax rate from its current level of 30% to 25% over the
next 10 years (a lower rate currently applies to small
business).! Company tax raised $64.7 billion dollars in
2015-16, or 3.9% of Australia’s GDP, and revenue is
forecast to grow quickly to 4.6% of GDP in 2019-20.2
This is well above the historical average of 3.6%.3 This
growth in company tax revenue is a major contributor
to closing the budget deficit, which is forecast to fall
from 2.4% of GDP to 0.3% over the coming four years.
Company tax contributes almost one third of this
reduction in the deficit, similar to the contribution from
personal tax (largely due to bracket creep?*), so these
two taxes alone provide well over half the budget repair
in the next four years (see Figure 1).

By contrast, all the reductions in government spending
combined contribute only a quarter of the budget repair
during that period.® The heavy lifting on budget repair
is being provided by increases in two taxes: company
and personal. The contribution to budget repair is shown
in Figure 1, compared with the estimated costs of the
company tax cut — the gross cost and the net cost when

the dynamic benefits of the tax cut are factored in, as
discussed in Section 5.1.

Figure 1 shows that the increased tax burden on
companies in the next four years is more than the
gross cost of the tax cut, and substantially more than
the net cost. So the cost of the tax cut could be more
than fully funded by the higher tax impost on companies
over this four year period. Similarly, the total burden on
companies will still be higher than today, even with the
tax cut.

This growing company tax burden contrasts with the
state of the economy, which is showing some weaknesses
and facing substantial risks — as discussed later in this
paper. Australia’s company tax system is not well placed
to address these risks. The tax rate was 49% in the
1980s, and was cut several times since then to reach
30% in 2001-02,7 but has not changed since then.

The uncompetitive nature of Australia’s company tax
system is examined in this paper, along with the benefits
of the tax cut; and responses to some of the arguments
presented against the policy.

Figure 1: Contributions to closing budget deficit over next four years, compared

with cost of company tax cut

2.5
- Other: 0.32
a 15 Spending reductions: 0.55
=
(L]
g
£
10 Personal tax: 0.62
0.5
Company tax: 0.63
0.0

Contribution to
closing deficit

Costs of Company tax cut

0.50

Gross cost Nt cost

Source: 2016-17 Budget, Independent Economics (2016) & Kouparitsas et al (2016).6 The deficit reduction
(totalling 2.1% of GDP) relates to the period 2015-16 to 2019-20. “Other” is made up of changes in other

taxes and changes in Future Fund earnings.

Fix it or Fail: Why we must cut company tax now | 3



2 Australia’s company tax system is uncompetitive

Australia’s company tax system imposes a much
larger burden than other comparable countries, based
on various measures considered in this section. The
comparisons are largely with the OECD — which covers
most but not all developed countries — and relate to the
corporate tax levied by all levels of government except
where indicated. Details of the data and calculations
are in Appendix B. Further discussion of issues with
international tax comparisons can be found in the
related CIS publication, The case against tax increases
in Australia: the growing burden.®

2.1 Headline tax rate

The simplest comparison between countries is of
the headline corporate tax rate at the national level.
The Australian company tax rate of 30% is above
the unweighted OECD average of 22.8% and the
OECD weighted average of 27.3%.° However, these
comparisons do not account for the relationship
between country size and tax rate: smaller economies
tend to have lower company tax rates than larger
economies (see Figure 2). This means Australia should
be comparing itself to economies that are closer to it
in size.

Smaller countries tend to have lower tax rates because
foreign investment into these countries is more
affected by tax, they have more economic activity that
is internationally mobile (while businesses in larger
economies are more domestically focussed), and larger

4 | Fix it or Fail: Why we must cut company tax now

countries have (slightly) more control over the global
price of capital.t®

A regression of OECD corporate tax rates in 2015 on
economy size, shown in Figure 2, indicates Australia’s
tax rate is well above what would be expected for an
economy of our size. In fact, a rate of between 24.5%
and 24.8% would be called for on this analysis (depending
on whether the US is included). These figures relate to
the combined tax rate of all levels of government; if
the national tax rate alone is used, the ideal rate for
Australia falls to 22.8%.!!

Also note that the high-taxing Nordic countries have
lower company tax rates: according to the OECD, the
tax rate in Sweden is 22%; Finland is 20%; Denmark is
22%; Iceland is 20%; and Norway is 25%.%?

2.1.1 Trends in tax rate over time

The analysis should also consider the trend in tax rates,
as investment decisions are often made over long time
horizons. These trends show that, while Australia’s
company rate has remained unchanged, the tax rate in
the rest of the developed world is declining quickly.

Since the last cut in Australia’s corporate tax rate, 32 of
the 35 OECD countries in Figure 3 have cut their overall
corporate tax rate (the combined rate of all levels of
government), with the (weighted) average falling by
5.7 percentage points.3 This is shown in Figure 3, with
Australia’s position circled.



Figure 2: Relationship between company tax rate and economy size for OECD excluding US

40
® France
® Baolgium
o Rl ® lapan

30 * & Portugsl ® Ausiralia & MErinn & Germany
== L] & Spain
E‘.‘; ' i = Canacla
o Lt s Nethetinds
o
| et
E 20 = .. - Smtm::r;hhd #» Turkey * United Kingdom
o] ® Slovenis
e # Latvia
(=]
E & Ireland
8 10

0
i} 1 2 3 4 5

GDP (trillions of US dollars)

Source: OECD Revenue Statistics, OECD.Stat and author’s calculations, see Appendix B for details. The company tax rate
used is the combined rate for all levels of government in 2015. GDP is converted to US dollars at purchasing power parity.
Overlapping labels have been removed. Dotted line is line of best fit. The US is excluded as an outlier in this graph, but the
relationship including the US is similar.

Figure 3: Change in corporate tax rate in OECD, 2001-2016
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rate at the national level alone are similar.
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Figure 4: Australia’s corporate tax rate — history and forecasts
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Sources: OECD Revenue Statistics, OECD.Stat and 2016-17 Budget, see Appendix B for details. Trend lines are
extrapolated based on figures from 2000 to 2016. The rate shown for Australia is the rate for the largest businesses.

The OECD weighted average corporate tax rate is falling for Oceania at 26%.'* The Asia average has declined
and will be below 25% in 10 years’ time if trends are by 7.0 percentage points over the past 10 years,
projected forward (see Figure 4). Despite the proposed

cuts to Australia’s tax rate, we will still be above the The global average tax rate is 23.6% in 2016, a rate
weighted and unweighted average in every vyear,

. ) . that has declined by 3.9 points since 2006.*> Over this
including the year when the tax rate is set to fall to 25% ] ., )
(2026-27) whole period, Australia’s rate remained unchanged.

while the Oceania average has declined by 4.6 points.

Australia’s company tax rate also fares poorly in It is sometimes argued!® that Australia’s imputation
comparison with countries in our region. The KPMG system makes our company tax system more
online tax database has the average corporate tax rate ~ competitive. This is a dubious claim, as discussed
for Asia at nearly 22% in 2016 and the average rate in Box 1.

Box 1: How does imputation affect international comparisons?

Australia’s imputation system gives a credit to Australian shareholders for the tax that has already been paid
at the company level.'” This effectively means that profits are taxed at an Australian investor’s personal tax
rate instead of the company tax rate, but only when profits are paid out as dividends. If a company has only
Australian shareholders, and distributes all its profits immediately, the company tax rate is not relevant.

Therefore, it is tempting to argue that imputation should be removed in international comparisons of the
company tax system. However, this is largely incorrect, because investors do not put full value on imputation
credits, and on average discount the value by 50% or more. There are two main reasons for this: foreign
investors largely receive no benefit from imputation credits, and the credits are devalued over time for domestic
investors because of retention of profits.

First, foreign investors have limited use for imputation (or franking) credits so the imputation system provides
little benefit to them.!® It is this foreign investment that Australia needs to attract, and foreign investors are
particularly responsive to company tax (see Section 3.2.2). This means the most relevant comparisons relate
to foreign investors, and should not be adjusted for imputation.

Second, Australian investors also devalue imputation credits, mainly because profits are frequently retained in
the company, and may not be paid out as dividends for years.'® As a result, the value of imputation credits can
be diminished in present value terms compared to the time when the profits were made. The average profit
retention rate for Australian companies is fairly high at around 40-50% as shown in ATO data (see Table 1).
The ATO figures also indicate strong yearly growth in franking account balances, which is another indicator of
substantial rates of retained earnings.
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Table 1: Profit retention rates & growth in franking credit balances

Period Retention rate Yearly growth in
% of profit % of taxable income franking accounts

2013-14 36% 42% 7.1%
5 year average to 2013-14 47% 44% 8.0%
Whole period average 45% 44% 9.0%

Source: ATO Taxation Statistics, see Appendix B for details. Profit retention ratio = percentage of profits or income that aren’t paid out as
dividends and is equal to 1 - dividend payout ratio.

Figures from the Reserve Bank indicate listed companies in Australia have a profit retention ratio averaging 33%
over the period 2005-2015,2° but this is not representative of all Australian companies, where the retention
ratio is higher as noted above.

So neither local nor foreign investors place full value on imputation credits. This is supported by the behaviour
of both companies and investors. A 2004 survey of companies showed a large majority didn’t adjust their cost of
capital for imputation, and a very small minority (4%) valued the credits at more than 50% of nominal value.?!

Similarly, the market discounts the value of imputation credits by a substantial amount, with studies showing
the discount to be 50% or more.??> Assuming the figure is 50%, this means that investors, on average, expect
to only recoup 50% of the costs of company tax — or conversely the imputation system only offsets 50% of
the impact of company tax.

Nevertheless, figures in the main text do a full adjustment for imputation, with no discount. The figure
subtracted is $19bn, which is Treasury’s calculation of the value of imputation credits used by personal
taxpayers, charities and superannuation funds.??

2.2 Company Tax to GDP

Australia’s corporate tax to GDP ratio was at 4.9% in
2013 (the most recent year with OECD data), which is
well above the OECD average of 2.8% and the weighted
average of 2.6% for 2013.%* This is shown in Figure 5.
Australia is second highest of the 32 countries included,
and has been second or third highest since 2006.%°

The Australian figures include rent taxes;?¢ there is a
good argument to remove these taxes as they don’t

apply to business in general. Making this adjustment,
the tax to GDP ratio declines to 4.7%. Taking off the
proposed tax cut as well takes the ratio to 4.3%. There
is a weaker argument to remove imputation credits
(see discussion in Box 1); nevertheless, making this
adjustment takes the tax to GDP ratio to 3.1%. In all
cases, these adjustments still leave the tax to GDP ratio
above both the weighted and unweighted averages.?’

Figure 5: Company tax to GDP ratio in OECD
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Figure 6: Company tax to GDP ratio for Australia — history and forecasts
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2.2.1 Trends in tax to GDP over time

Australia’s company tax to GDP ratio has increased in
recent decades, with some fluctuations around this
trend. This increase has even occurred with the various
cuts in the tax rate before 2001, as shown in Figure
6: Company tax to GDP ratio for Australia — history
and forecasts. The recent weakness in this measure
coincides with GFC and the end of the mining boom,
when corporate profits have also declined. However, tax
revenue is forecast to rebound strongly in coming years,
and is a large contributor to the budget repair process
(see Introduction). This also means that Australia’s
position relative to the OECD may be getting worse
over time.

Similar results have occurred in other OECD countries:
company tax revenue has actually increased as a share
of GDP after the tax rate was cut in the United Kingdom,
Canada, Ireland and New Zealand.?® The reasons for
this include increased corporate profits, increased
incorporation, and changes to broaden the tax base.
Treasury and the OECD have discussed these reasons
and analysed in more detail the different measures of
tax burden, including the effective tax rate (explored in
the next section).?®

Nevertheless, the increase in revenue after taxes were
cut also supports the argument in Section 5.1 that the
costs of corporate tax cuts can be partly recouped due
to the dynamic benefits of tax cuts.3®
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2.3 Effective rate of tax

The effective rate of tax is broadly the ratio of tax paid
to company profits. This is generally a better measure
of the impact of company tax, because it takes into
account deductions and exemptions from the tax base,
which carry substantial weight in investment decisions3*
and particularly affects the United States (see Box 2).

Australia has an uncompetitive effective tax rate, as
shown in @ number of comparisons.3?

A report for the US Business Roundtable by
PriceWaterhouse Coopers found that the effective tax
rate for companies headquartered in Australia was
27.1% from 2006-2009, which is fifth highest of the
28 surveyed countries and well above the average of
22.8%.3

The World Bank’s Doing Business report for 2016 found
the profit tax rate (which measures the tax on profits
as a percentage of commercial profit) for Australia is
26%, which is well above the world average (16.2%),
the EU/EFTA average (12.6%), non-EU OECD average
(16.1%), and the Asia-Pacific average (17.6%).3*

A report for the Minerals Council of Australia found
Australia has one of the highest marginal effective tax
rates on investment (tax paid as a share of pre-tax rate
of return on capital) among the OECD, as well as among
a larger sample of 45 countries. From 2005 to 2015,
Australia’s effective tax rate moved from 10* highest
to 4t highest in the OECD.3>



Figure 7: Company tax to profit ratio for Australia — history and forecasts
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Source: 2016-17 Budget and PBO, see Appendix B for details. Profit is measured by gross operating surplus
(GOS), which is similar to profit.>® Forecasts for GOS are from page 4-9 of the Budget.

2.3.1 Trends in effective tax rate over
time

Australia’s effective corporate tax rate has been
increasing over time, as shown in Figure 7; there have
been substantial fluctuations around this long-run
trend, particularly due to the Global Financial Crisis.

However, the Budget forecast is for this upward trend
to continue in coming years. The upward trend is
explained by the same factors that explain the upward
trend in tax to GDP — namely increased corporate
profits, increased incorporation, changes to broaden
the tax base, and partial recoupment of the costs of
corporate tax cuts.

Box 2: How does the United States handle a high company tax rate?

The US has a high statutory tax rate by world standards, but this is offset by a narrower tax base, so the
OECD data (see Section 2.2) has the US with a company tax to GDP ratio of 2.6%, only just above the OECD
weighted average of 2.5%. One reason for this is that US multinationals are able to reduce their tax bill
by keeping funds offshore, including in Australia. The funds offshore are reportedly more than $3.1

trillion.3” This substantially cuts the tax payable by US multinationals (but has a smaller effect on domestic
US businesses).

Also as noted in Section 2.1, larger countries such as the US may be able to accommodate higher corporate
tax rates because they need less foreign investment, and businesses in larger countries can be, on average,
less globally focussed. In addition, the US has higher levels of economic freedom than Australia on some

measures;3® even if the high company tax rate is a major disadvantage, it is offset by a lower tax and
regulation burden in other areas.

Finally, the US tax rate may not remain at 35%; Australia shouldn’t be setting its tax rate in 10 years’ time
on the basis that the US rate will remain at its current levels.
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Figure 8: Company tax revenue as a share of total tax revenue for OECD

0
B s
o
'
£ 10
- 18.0
a
=
=
E]S
]
=
nf §
=5 Weighted average: 10.1
L
3 - .
® ’
= Average: 5.1
A
8
FE N ErsS A9 s EERT R ELrs Y r T gl raEErEn
SEE SRS SRR ER SN R E RS EER SRR AR
§*5FEiSETEFEREY T EE2REaaga~"2ugyl
E & o L d g §g =22 8 W - ooy WP D 5
T nE & L MoE Y23l = T = £
3 £E2s %
: 2 5% B
5 ¢ &

Source: OECD Revenue Statistics and OECD.Stat, see Appendix B for details. Figures are for 2013.

2.4 Reliance on company tax

Australia relies more on company tax as a share of total
tax revenue than most other developed countries, as
shown in Figure 8. Australia’s reliance on company tax is
just under double the two averages shown.

If rent taxes are removed from this calculation, the
company tax share becomes 17.3%, while adjusting
for the proposed company tax cut takes this share to
15.8%. There is a weaker case to adjust these figures
for imputation (see Box 1); nevertheless making this
adjustment takes the company tax share to 11.4%. In
all cases, Australia’s reliance on company tax is still well
above both of the averages.

These comparisons show that Australia’s tax mix is
heavily skewed towards company tax, compared to
other developed countries: and the OECD has stated the
company tax is the most harmful to growth of all the
major taxes levied in the OECD.*
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2.5 Other measures of
competitiveness

Australia is also becoming less competitive on more
general measures of regulatory burden, which include
the impact of company tax. For example:4°

e The World Economic Forum has Australia’s Global
Competitiveness Ranking falling from 16th in 2007
to 21stin 2016.%

e IMD World Competitiveness Yearbook has Australia’s
ranking falling from 5% in 2010 to 17™ in 2016.4?

e The Heritage Foundation Index of Economic Freedom
has Australia’s score declining by almost 3 points
from 2012 to 2016. Over the same period, the world
average freedom index has increased by almost
1 point.#?

In addition, the Productivity Commission argues that
Australia has recently become one of the most restrictive
countries for foreign investment.** Australia’s high
company tax rate is compounding the adverse effects
of the uncompetitiveness of Australian regulations.



3 Benefits of the company tax cut

The uncompetitive nature of Australia’s company tax
system is one reason there are important weaknesses
showing up in the economy. The company tax cut will
help address these risks and problems. In particular,
the policy will boost investment, increase employment
and wages, lift labour productivity, stimulate growth
in GDP and national income and lead to a rise in
exports. These economic benefits result in governments
receiving more tax revenue, substantially offsetting
the costs of the tax cut.

3.1 Summary of the benefits of a
company tax cut

The federal Treasury has modelled the long-run impact
of a company tax cut from 30% to 25%, finding under
several different assumptions there are multiple and

substantial benefits of the company tax cut, as shown
in Table 2.

The actual tax cut proposed by the government is
funded from several sources, so the modelling does
not reflect the exact proposal of the government. The
benefits are smallest in the scenario where the funding
for the tax cut comes from personal tax increases
(Scenario 2),%” but the funding doesn’t come from this
source as argued in Section 5.1. As a result, the benefits
are likely to be closer to the figures in scenarios 1 and 3.

The Treasury commissioned separate modelling from
Independent Economics and KPMG, who found similar
benefits to the figures in Table 2 below.*® These
modelling results are not identical, because of differences
in the underlying models and assumptions.

Table 2: Summary of Treasury modelling of company tax cut

Variable Scenario 1: Funded by

lump sum tax

Scenario 2: Funded by
increased personal tax

Scenario 3: Funded
by cutting wasteful
government spending

% change (compared to situation with no tax cut)

Investment 2.8 2.6
Employment 0.4 0.1
Wages after tax 1.1 0.4
Labour productivity 0.8 0.9
GDP 1.2 1.0
National income 0.8 0.6
Exports 2.2 2.0

2.8
0.1
1.1
1.0
1.1
0.7
2.1

Budget impact Zero — all scenarios have the cost of the tax cut fully offset by other changes

Source: Kouparitsas et al (2016),% Table 1; for productivity, author’s calculations based on Kouparitsas et al (2016), Table 1.4 Figures are in

real (after inflation) terms.
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3.2 Investment

Australia competes globally with other nations to secure
investment: there are substantial global funds seeking
places to invest, and businesses can often move to
where the investment climate is most friendly. This
investment is essential to maintaining and boosting
Australia’s economic growth, jobs and overall wellbeing.
The benefits to Australia from international investment
is supported by a number of studies:*°

e Between 1984 and 1989, foreign capital meant
Australia’s real national income was 15% higher than
otherwise.

e A 10% increase in foreign direct investment over
the period 2010 to 2020 would increase real GDP
by 1.2%.

e Conversely, a reduction of foreign capital inflow and
investment of 1% of GDP would reduce Australia’s
national income by about 0.5% each year over a
ten-year period.

The Productivity Commission and Treasury have argued
other benefits of foreign investment include promoting
competition, productivity, the transfer of foreign
technology and knowledge to Australia and increasing
access to global supply chains.*°

3.2.1 Australia has a significant
problem with declining investment

The substantial benefits of international investment
highlight the problems caused by business investment
being very weak. Non-mining investment is at
recessionary levels: historically, it has only been this
low in the depths of the 1990 recession, as shown in
Figure 9.

This is particularly troubling: the economy was clearly
much weaker during the 1990 recession than today,
but investment is at similar levels. Mining investment
is somewhat higher, but is falling at a very fast rate
due to the end of the mining boom, as shown in Figure 9.
NAB is forecasting mining investment to decline by 70%
over the next three years,”? and mining investment is
not being replaced by non-mining investment.

Similarly, the flow of foreign direct investment into
Australia slowed in 2015 to be at its lowest level since
2005, with the fall much larger than the decline in
other commodity producing nations such as Canada
and Brazil. By comparison, global investment flows in
2015 increased by 38%, or 15% excluding corporate
restructures.>3

In Australia, investment funds are not significantly going
into business investment, instead funds are going into
housing and bonds,** as shown in record low yields
for bonds and rental properties in key markets.>® The
decline in bond yields is a global phenomenon, so there
are substantial global funds looking to invest in low-risk
assets. However, returns on Australian equities are not
high enough to compensate for risk compared to these
other assets.

The natural conclusion of this analysis is that business
investment in Australia is not attractive.

3.2.2 The effect of tax on investment

The substantial impact of the corporate tax rate on
investment, including foreign investment, is shown in
numerous international studies, including:

e The OECD (2010)°¢ found that reducing the company
income tax rate by 5 percentage points would lead
to an increase in the investment to capital ratio of
around 1.9%.

Figure 9: Business investment in Australia (% of GDP)
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Source: ABS and Treasury.>! Forecasts are from the 2016-17 Budget.
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Feld and Heckemeyer (2011)°7 synthesised 45
papers on this issue as finding a 1 percentage point
reduction in tax rates leads to an increase in foreign
investment by between 1.19% and 2.28%.

The IMF Fiscal monitor for April 2016 examined
103 countries from 1990 to 2013 and found that a
1 percentage point cut in the corporate tax rate is
associated with an increase in foreign investment by
4.4% in advanced countries.>®

Djankov et al (2010)>°studied the impact of corporate
taxes in 85 countries and found that the effective
corporate tax rate (discussed in Section 2.3) has
a large and significant adverse effect on total
investment, foreign investment and entrepreneurial
activity.

Arnold et al (2011)%in a study of 21 OECD countries,
including Australia, found that a 5 percentage point
reduction in the corporate tax rate implies a long-run
increase in the investment to capital ratio by 1.9%.

Vartia (2008)% in an industry-level study of 16
OECD countries, including Australia, found that a 5
percentage point reduction in the corporate tax rate
results in an increase in the investment to capital
ratio by 1.0% to 2.6% in the long run, depending on
the empirical specification.

Mertens and Ravn (2013)% found that a 1 percentage
point reduction in the US corporate tax rate leads
to an increase in nonresidential investment of up to
2.3%.

The adverse impact of company tax on investment is
supported by a number of statements from businesses
indicating they have cut Australian investment because
of our company tax rate, including CSL which indicated
it would build a new project in Switzerland instead of
Australia due to factors including a lower company tax
rate. The new plant, worth $500m would have created
500 new jobs.®?

Similarly, Malaysia-based Catcha Group rejected a
proposal to move to Sydney because the Australian
company tax rate is too high. Patrick Grove from Catcha
Group is reported saying “The tax rate has been a deal
breaker for me considering Australia as a hub personally
and pursuing investment opportunities there.”s*

3.2.3 How cutting company tax will
boost investment

The company tax cut will cause a boost in international
investment into Australia, by increasing the return after
tax for foreign investors. These investors will respond by
purchasing more Australian shares, injecting capital into
existing businesses, and establishing new Australian
businesses, as explained in Box 3.

Treasury estimates that the tax cut policy will lead to an
increase in investment by 2.6% to 2.9% (Table 2), based
on investment levels in 2013-14.5>This is an increase of
about 0.5% of GDP; given investment is now smaller as
a proportion of GDP, this means the percentage growth
in investment is potentially much larger at 3.4% to
3.8%, based on 2016-17 investment levels.%®

Box 3: Explaining the impact of the tax cut for foreign investors, according to

the modelling

The short and long run effects of the tax cut on foreign investors are shown in the diagram below, based on

Treasury explanation of their modelling.®”

The return on foreign investment before the tax cut is shown in the leftmost column. The tax cut initially results
in the post-tax return on capital increasing (middle column below), causing an expansion in investment. This
then causes the rate of return on capital to decline due to diminishing returns (each additional dollar of capital
produces slightly less than the previous dollar). The modelling assumes this investment occurs until the return
is back to its previous level before the tax cut (rightmost column below).

This means there is

no long run benefit to
foreign investors. While
this is unrealistic, the
results only change
slightly if it is assumed
returns don’t go back Tax
to their previous level
and returns to foreign
investors remain
higher.%8

equity investment

Pre-tax
return

The argument that
the tax cut should be
rejected because it
provides benefits to
foreigners is critiqued
in Section 7.

return

S |
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Figure 10: Effect of a company tax cut on returns to foreign
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3.2.4 The modelling probably
underestimates the benefit to
investment

In addition to increased foreign investment, there
are two other channels for investment to increase —
and these channels are broadly assumed away in the
modelling of the tax cut.

First, the modelling, and some of the commentary on
the tax cut policy,® assumes imputation means company
tax does not affect Australian investors. However, this
does not reflect reality. As discussed in Box 1, market
evidence indicates that investors as a whole value
imputation credits at 50% or less. If we assume foreign
investors do not value credits at all, this implies that
local investors alone put a value on credits of 63% or
less on average’”® (as foreign ownership of Australian
shares is at about 20%?7!). If foreign investors place a
positive value on imputation credits, then the value put
on credits by Australians would be below 63%.

This means Australian investors as a whole expect to
feel at least one third of the impact of the company tax
rate — and the direct effect of the policy on investment
decisions by Australians, assumed away in the modelling,
is influenced by the company tax cut.”?

Second, there are companies themselves. The evidence
in Box 1 suggests that companies largely ignore
imputation credits in their cost of capital calculations,
despite Australian shareholders benefiting from
imputation. This means that most Australian companies
will lower their cost of capital due to the tax cut, and
will increase their investment, probably by more than
assumed in the modelling.

As a result of these two additional channels, the
modelling most likely (a) overstates the impact of
imputation, (b) understates the increase in investment
from Australians, and therefore (c) underestimates the
benefit of a company tax cut.

There are other reasons to expect that investment will
occur through these two additional channels:

e The comments of some companies indicate the
Australian company tax system affects their
investment decisions, with numerous business
leaders arguing that more investment will occur with
a lower tax rate.” For example, Grant King from
Origin has argued that a lower company tax rate
is crucial to getting future gas investment projects
underway, and Andrew Smith, chairman of Shell
Australia argued that the company tax rate will
therefore have a direct effect on competitiveness
of local projects.”* Again, to the extent these
investments are locally financed, this means the
benefits are greater than shown in the modelling.

e A survey by COSBOA reportedly showed that 40,000
small businesses will expand their operations due to
the tax cut.”> While this was reported negatively, in
fact this result shows that there will be an increase
in Australian-financed investment.”® An expansion
by 40,000 businesses is more than the number in
the modelling which is about zero (or even negative)
by assumption.
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3.3 Benefit to Wages &
Employment

Wages growth is at historically low levels,”” and the
company tax cut rate should help boost this growth
rate. The improvement to wages occurs because the tax
cut results in more capital being invested in Australia
(see Section 3.2). This makes the economy larger, and
a larger economy results in increased wages. Another
way of explaining this is the increase in capital in the
economy means there is more capital per worker. Each
worker becomes more productive as a result. The
increased productivity of each worker raises the wages
paid to workers.

The increase in wages is modelled to lie between 0.4%
and 1.1% (See Table 2). The higher figure would add
about half a years’ growth to wages (at current growth
rates). As argued in Section 5.1, the company tax cut
is not being financed by a hike in personal taxes,
so the wage increase is likely to be closer to the higher
figure of 1.1%.

3.3.1 Studies showing an increase in
wages

A wide array of economic studies support the case that
company tax cuts lead to higher wages, or conversely
tax increases lead to lower wages, including:

e Arulampalam Devereux, and Maffini (2012)78 found a
rise in corporate tax of $1 would reduce the wage bill
by 49c in the long run and 64c in the short run. This
study uses firm-level accounting data for just over
55,000 companies in nine European countries.

e Felix (2007)7 studied household incomes in 30
countries, including Australia, and estimated that a
10 percentage point increase in the corporate tax
rate decreases annual gross wages by 7%, with a
similar impact on low- and high-skilled workers.

e Fuest, Peichl & Siegloch (2013)8° found a €1 increase
in the corporate tax bill leads to a 77% decline in
the wage bill.

e Liu & Altshuler (2013)%! found that a $1.00 increase
in US corporate tax revenue decreases wages by
approximately $0.60. This paper importantly includes
businesses having some market power (or monopoly
power), and they find the impact of company tax on
wages is greater if markets are more concentrated.

e Andrew Leigh, the Shadow Assistant Treasurer,
summarised® a report by Gentry (2007)% for the
US Treasury as finding that an increase in company
taxes by 10 percentage points leads to a fall in
wages of 6-10%.

3.3.2 Impact on employment

In relation to employment, the modelling indicates a
smaller gain — but it is still an improvement. This smaller
gain is broadly because the models assume there is no
involuntary unemployment, a fairly standard assumption
in economic models. However, a greater benefit to
employment seems likely, as there are workers ready to



take jobs, with unemployment currently 1.6 percentage
points above its recent low of 4.0% in August 2008.84
This implies that the benefit to employment will be
larger (and the gain to wages will be smaller).

But regardless of the assumption about employment
and wages, workers benefit.

3.4 Economic growth & GDP

Australia’s economic growth is currently good,
particularly compared to other developed countries.®®
However, this report highlights many other measures
of economic performance that are much weaker; and
Australia will not be able to sustain growth in the longer
run without improvements in these other measures,
particularly productivity and investment.

3.4.1 Benefit of the tax cut to GDP

The Treasury modelling indicates the company tax cut
will increase GDP by 1.0-1.2% because of the boost to
investment (see Section 3.2) and employment (Section
3.3). The correct ways to present this increase in GDP
are discussed in Appendix A.

Treasury has argued this gain to GDP is substantial,
only slightly less than the combined benefit of the
major reforms to telecommunications, ports and
rail in the 1990s.8¢ The gain from the tax cut is also
similar to the estimated gain to GDP of 1.1% from an
extensive range of reforms proposed by Infrastructure
Australia, including large productivity improvements in
gas, electricity, the NBN, telecommunications, water
and transport.?” And these two examples are not single
reforms, like a company tax cut, but a collection of
numerous reforms covering many separate changes to
regulations, and taking years to design and enact.

3.4.2 Other evidence for an increase in
GDP and growth after company tax cut

Several studies have shown the beneficial impact of
corporate tax cuts on GDP and growth including:

e Ferede & Dahlby (2012)% found for Canada that a
1 percentage point cut in the corporate tax rate is
related to a 0.1-0.2 percentage point increase in the
annual growth rate (which can have a large effect
when compounded over time).

e Mertens and Ravn (2013)% examined US tax
changes and found a one percentage point cut in the
corporate income tax rate raises real GDP per capita
on impact by 0.4% and by 0.6% after one year.

e Arnold et al (2011)%° in an empirical study of 21
OECD countries, including Australia, found that a
1 percentage point cut in the corporate tax rate is
associated with an increase in GDP per person of
2%. The effect of an income tax cut and an income
tax increase are roughly symmetrical in this study.

These findings are also consistent with findings of an
OECD study that corporate taxes are the most harmful

to growth,® and the evidence that company tax is
particularly detrimental to economic wellbeing (see
Section 3.7).

3.5 National income

One measure that is showing significant weakness is
national income, which is (broadly) GDP minus payments
to foreigners.®? Gross national income per person is
1.5% below the peak in December 2011 in trend terms,
and has been growing at an annual rate of 0.6% since
the GFC, compared to the pre-GFC growth rate of 3.0%
per year.*?

Some of the increased production (GDP) from the tax
cut needs to be paid to foreigners as income on their
investment into Australia. Subtracting these payments
from GDP gives the improvement to national income,®*
which is forecast to grow by 0.6%-0.8% in the Treasury
modelling — this broadly indicates the extra money that
households will have as a result of the tax cut. This boost
to national income is about equal to one full year’s worth
of growth in national income at current growth rates.

Janine Dixon of Victoria University®> argues that
company tax cuts result in increased GDP, employment,
productivity and wages, but cause a decline in national
income. However, Dixon’s modelling is not of the tax cut
proposed by the government; it is in fact modelling of a
different proposal put forward by the Business Council of
Australia.®® Therefore it is not directly applicable to the
policy proposed by the government.

Dixon’s results have also been criticised by Warwick
McKibbin of ANU who said Dixon’s results imply that
Australia would benefit from cutting foreign investment,®”
in complete contradiction with the evidence of the large
benefits of foreign investment outlined in Section 3.2.
More detailed critiques of Dixon’s modelling have been
provided by Chris Murphy from Independent Economics®®
and Peter Nash and Brendan Rynne from KPMG.?°

3.6 Productivity growth

Productivity is essentially the amount of inputs (including
capital and workers) required by business to make a
particular output. If more output can be produced with a
fixed quantity of inputs, then productivity has improved.
Growth in productivity is essential to improvements in
household incomes and standards of living.%

However, productivity is currently growing weakly, and
well below what is needed to maintain historical growth
rates in Australia’s living standards.!®* Treasury has
argued that if labour productivity grows at its long-term
average from 2014 to 2025, then income growth per
person will slow to less than half the historical rate.
Conversely, if we want income growth to be maintained,
then productivity will need to grow at almost double its
rate since 2000.1%2

Treasury has also noted that Australia’s high company
tax rate affects productivity;!® and the evidence that
company tax is highly inefficient (see Section 3.6)
indicates the productivity benefits of reducing this tax.
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The Treasury modelling supports this argument. The
modelling results in Table 2 have GDP (output) increasing
by more than labour input; this means that the policy
should increase labour productivity by 0.8%-1% over
time. This is a bit under half a year’s worth of historical
productivity growth.

This result is consistent with Arnold et al (2011) who
found in a study of 21 OECD countries, including
Australia, that lower corporate tax rates are estimated
to boost productivity;° and Vartia (2008) who found in
a study of 16 OECD countries, including Australia, that
the average effective corporate tax rate had a negative
effect on productivity.%

3.7 Improvement to overall
wellbeing

There is common agreement that the company tax is the
most harmful federal tax in terms of its adverse effect
on the economic wellbeing of Australians. This is often
missed in the arguments about the tax cut, and is a
powerful counter to the arguments against the policy:
cutting a particularly harmful tax should be in the
interests of all Australians. While studies differ on how
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harmful the tax is, all the relevant studies agree that it
is the worst federal tax:

e Treasury analysis, cited in the government’s Tax
discussion paper (Re:think), finds that company
tax is about twice as harmful to wellbeing as the
personal tax, and more than 2.5 times as damaging
as the GST.1%

e Modelling by KPMG Econtech for the Henry Tax
Review found that company tax is more than 1.5
times as harmful as a tax on labour, and 5 times as
harmful as the GST.*%7

e Modelling by Independent Economics in 2016 found
that company tax is much more harmful: over three
times as detrimental as personal tax, and more than
7 times as detrimental as the GST.18

Here, harm to wellbeing is the amount a household
would pay to avoid a tax increase of a dollar.’® These
figures mean that households receive a much greater
improvement in their wellbeing from a cut in the
company tax rate than a cut in any other federal tax. In
addition, the figures also are an indication of the relative
inefficiency of company tax compared to other taxes.



4 Other arguments for company tax cut

4.1 Reliance on a smaller
number of taxpayers

The total company tax burden is heavily concentrated,
with the top 12 companies paying about one third of all
company tax revenue in 2013-14, a substantial increase
from the proportion of around one fifth in the 1990s, as
shown in Figure 11.

A comparison with two other developed countries is
informative. In the United Kingdom, corporate taxpayers
with a company tax bill over £50m paid a third (33%)
of the total corporate tax bill in 2006, but about a

sixth (16%) in 2015.** Over this period, the UK cut its
corporate tax rate from 30% to 20%.!?2 By contrast,
the concentration in the US has grown, and they have
not cut their (federal) company tax rate: in 1994, the
taxpayers paying more than $100m paid 43% of total
corporate tax revenue, and this has grown to 69% in
2013.113 This is much faster than the growth in GDP over
the same period.'** So the reliance on large taxpayers
has declined in the UK, where there were large tax cuts,
while the reliance has grown in the US where there were
no tax cuts.

Figure 11: Proportion of company tax revenue paid by largest 12 taxpayers

Per cent

1950 1995 2000

sasnenns Baw figure

2005 2010

Financial Year ending

Sources: BCA (2016), Heferen (2015), ATO Tax transparency report.!°
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This indicates the risks to our tax system if there is
no change to our company tax rate. Our tax revenue
is becoming more and more exposed to the risks and
threats facing these individual companies. A bad year
for just one of these companies can create a major
headache for the government. In addition, the largest
taxpayers may have no alternative but to be located in
Australia for the moment, but there is a risk that one
or more of these companies may be driven to relocate
offshore if the gap to other tax rates becomes too great.

In the US, where the federal corporate tax rate remains
at 35%, a number of multinational businesses have
moved offshore in so-called ‘corporate inversions’,
potentially reducing US tax payments by $US40 billion
over the next 10 years.'*> Similar moves could occur in
Australia.

Some companies that could conceivably move offshore
are those with substantial international income, such
as ANZ Bank (which paid $1.96 billion in Australian
company tax payments in 2013—-14), BHP Billiton (tax
payments of $3.95 billion) or Rio Tinto ($3.05 billion).*¢
The loss of one or more of these businesses would be a
major hit to Australia’s tax revenue. While the move is
unlikely at the moment, it can’t be ruled out; and it is
made more likely as our tax system becomes more and
more uncompetitive.

Policymakers should ask: is it worth risking the loss of
such large amounts of tax revenue?

4.1.1 Do most of the benefits of the tax
cut go to large businesses (including
banks)?

Most of the company tax is paid by the largest
businesses, so this means the short-run benefit of the
tax cut is focussed on these taxpayers as well. This has
been used as an argument against the tax cut,'” but
this is the wrong perspective. In fact, this emphasises
the problems noted above with the current system,
and the major risks faced by failing to reform the tax
rate. The tax system is at substantial risk from being so
dependent on particular taxpayers, including the risk of
one or more leaving Australia.

In addition, the argument that large businesses benefit
from the tax cut ignores the evidence that workers
obtain substantial benefits from the tax cut in the long
run (see Section 3.3), and the rest of the benefit of the
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tax cut goes to shareholders, with imputation reducing
the impact on Australian shareholders (see Box 1).

The argument that the company tax rate should be cut
for small business alone is discussed in Section 8.2.

4.2 Company tax is like a tariff
on capital imports

The company tax acts like a tariff on imported capital, as
stated by senior Treasury officials.*'® Australia has been
well served by reducing its tariffs on imported goods,
with studies showing that Australia unilaterally opening
for trade has benefited the economy as a whole.'*®
A similar argument applies to company tax cuts:
Australia as a whole will benefit from cuts to its tariffs
on imported capital. Some other perspectives from the
tariff debate could be applied to company tax:

e Australia doesn’t have different tariff rates on small
and large business; similarly, different tax rates
shouldn’t apply to small and large business (see
Section 8.2).

e Tariffs had different effects on different parts of the
economy, but the decision to proceed with the cuts
was driven by the benefit to the whole economy.
The cuts weren’t cancelled because one segment of
the economy benefitted or lost. Company tax cuts
should be analysed along the same lines: look at
the benefit to the whole economy (see Section 3).

o Similarly, tariff cuts provided short run benefits
to foreigners who sold products to Australians;
the tax cuts weren't cancelled because of this
supposed benefit. The same approach should
apply to company tax cuts (see Section 7).

e Any concerns about the transitional impact of tariff
cuts were partly addressed by phasing in the tariff
cuts over time; if there are similar concerns about the
company tax cut then phasing it in should address these
concerns (see Section 8.1).

e Tariff reform and tax cuts do not need to be budget
neutral, noting that the company tax cut combined
with other policies is likely to be budget neutral in
the long term (see Section 5.1).

e Alternative uses for the revenue from tariffs
did not lead to the tariff cuts being cancelled.
A similar approach could apply to company tax
(see Section 5.3).



5 Costs of the company tax cut

5.1 Impact of tax cut on Budget

The gross cost of the company tax cut from 30% to
25% is about $8.2 billion or 0.5% of GDP, assuming no
investment response.*?® However, the whole point of the
tax cut is for investment to expand and the economy
to grow, and this is what the modelling finds (see Table
1). The larger economy results in more tax revenue:
company tax, personal tax and other tax revenue
increases, partly offsetting the cost of the tax cut.
Factoring this in, the net cost of the company tax cut is
reduced by up to 49% in the Treasury modelling.?! This
generates a net cost to revenue of 0.3% of GDP (around
$4.2 billion, see Table 3).

e This is consistent with international evidence. For
example, the UK Treasury argued that between 45%
and 60% of the cost of a UK corporate rate cut will
be recouped because of economic growth.!?2 A 50%
recoupment has been suggested for the US.*?3

The long run cost of the tax cut is almost exactly offset
by other measures in the 2016-17 budget: as a result
these measures combined have a long-run impact
on the budget that is negligible, as shown in Table 3,
or an improvement if the superannuation measures
announced on 15 September 2016'?* are included.

The government has already stated that the revenue
impact of the tax cut is offset by the first anti-avoidance
measure;!?° allocating the other two items in Table 3 to
fund the tax cut will mean the package as a whole has
negligible impact on the budget.

In addition, the net cost of the tax cut on its own ($4.2
billion) is likely to be an overestimate. As argued in

Table 3: Funding the company tax cut

Section 3.2.4, the modelling underestimates the
investment response of the tax cut, thus also
underestimating the dynamic benefits to tax revenue. In
addition, Treasury’s modelling assumes that companies
don’t change their debt to equity ratio,'3° even though
companies are likely to reduce debt financing with a
company tax cut,*** reducing their debt deductions and
hence the revenue cost of the policy.

This means that the measures in Table 3 in the long
run are likely to improve the budget position. Therefore,
it is misleading to compare the modelling benefits to
a supposed budget cost, because the budget cost, at
least in the long run, is zero or better. This is discussed
further in Appendix A.

In addition, this means that the company tax cut need
not be funded by bracket creep (the failure to index
personal tax thresholds to inflation or wages growth?3?),
as has been argued;!3?it can instead be funded by the
revenue raising measures in Table 3.

If the measures in Table 3 are seen to be inadequate
to fund the company tax cut, then further funding
could come from abandoning the legislated increase in
the superannuation guarantee (SG) to 12% (therefore
maintaining the SG at its current rate of 9.5%). This
would increase revenue by an estimated $2.2 billion.t3
Not only does the SG increase have a significant cost
to the Budget, it also is expected to lead to a reduction
in GDP, wages, employment, and even investment —
all contrary to the expected outcomes of the company
tax cut. Evidence for these harmful effects is detailed in
Potter (2016).13%

Long run budget impact
in 2015-16 dollars ($m)

Company tax cut
Gross cost -8,203

Net cost -4,184

Independent Economics.

Independent Economics, with
Treasury’s net cost applied.'?®

Funding measures in 2016-17 Budget — estimated long-run impact

Anti-tax avoidance measures: diverted 1,417
profits & integrity

Tobacco tax increase 2,038
Superannuation measures (combined 721

effect of all measures)

2016-17 Budget, figure for 2019-20
converted to 2015-16 dollars.
2016-17 Budget, figure for 2019-20
converted to 2015-16 dollars.
2016-17 Budget, figures for 2019-20
converted to 2015-16 dollars.*?”

4176 ]
Net impact A R

Note: Positive numbers indicate an increase in the budget balance while negative numbers indicate a reduction. The changes to
the superannuation measures announced on 15 September 2016'?® are estimated to provide a long run improvement to the budget
of $76m in 2015-16 dollars, so including these changes would mean the package as a whole improves the budget position by

about $69m in the long run.?®

Fix it or Fail: Why we must cut company tax now | 19



Figure 12: Forecast tax burden for federal government
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Source: 2016-17 Budget, PBO, author’s calculations. The record for the highest tax burden as a share
of GDP (24.27%) was reached in 2004-05. See further discussion in Potter (2016).13 Note that these
figures are for the gross cost of the company tax cut, not the net cost.

5.2 Impact of tax cut on overall
tax burden

Cancelling the company tax cut will mean that Australia
foregoes all the economic benefits detailed earlier in this
paper. In addition, the overall tax burden will increase to
record highs. The 2016—17 Budget makes the technical
assumption that the total tax burden will reach 23.9%
of GDP in 2021-22 and be permanently capped at this
level.

If the company tax cut is abandoned, the tax burden will
breach this assumed cap. The budget will be taking the
tax increases in Table 3, but not providing the offsetting
cut in company tax.

The impact on the overall tax burden is shown in Figure
12. The forecast total tax burden after 2018—-19 (light
blue line) is growing strongly. If the tax cut is cancelled,
the total tax burden (red line) will grow further, and go
above its previous all-time high in 2026-27 (dashed
line), based on current forecasts.

However, if the tax cap becomes government policy,
then the revenue cost of the tax cut will be fully offset
by the measures in Table 3, and the tax cut will not be
paid for by bracket creep as has been argued.'*” As a
result, the company tax cut will have no impact on the
ability to provide personal tax cuts.

5.3 Comparison with other
policies

It has been argued that the funds for a company tax cut
should be used for other policies, such as education.!3®
However, a reduction in company tax does not mean
that other worthwhile investments must be abandoned.
Government decisions do involve tradeoffs between
competing goals, but this does not mean that a company
tax cut prevents everything else from occurring.
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Proposals with benefits substantially greater than costs
should proceed, regardless of whether there are other
policies with substantial benefits. The government
only needs to choose between different policies if they
have substantial budget costs. However, this does not
have to apply to the company tax cut — as argued in
Section 5.1, the policy is budget neutral when combined
with several other policies from the 2016-17 Budget,
meaning there is no need to choose between the tax cut
and any other policy.

Therefore, a company tax cut does not mean that
spending on education cannot occur. They can both
occur, and both should be subject to detailed assessment
of their costs and benefits to see if the policies are
worthwhile — similar to the detailed analysis that has
occurred for the company tax cut, with multiple reports
being provided into the long and short run impact of the
policy.

However, the proposals for large increases in education
spending have not been subject to nearly as rigorous
analysis as the company tax cut. There have been
generic statements about the value of education in
the broadest terms, but no cost-benefit analysis of the
proposals being put forward, even in rough terms.3°

Most alternate policies, including education spending
or infrastructure spending, involve a cost today for a
benefit in the future; but this is similar to the company
tax cut. So the concerns that the benefits of the tax
cut don’t occur for some time apply equally to the
education and infrastructure policies. Conversely, if it
is worthwhile spending money today on education to
improve economic outcomes in several decades, then
it is also sensible to provide a tax cut where the benefit
will occur more quickly (as noted in Section 8.1).



Much of the debate over the company tax cut has
focussed on tax avoidance, particularly by multinational
companies.

6.1 Should the tax cut be
cancelled because of corporate
tax avoidance?

An argument is sometimes made that the company
tax cut should not go ahead because of supposedly
widespread corporate tax avoidance.**® This argument is
particularly odd: it is effectively arguing that (a) taxes
should remain unaffected at zero on the largest tax
avoiders who pay no tax; but (b) taxes should remain
highest on those businesses who pay the full rate of tax.
Similarly, cancelling the tax cut will have the greatest
harmful effect on the businesses who pay the most tax
and the smallest impact on those who pay the least tax.

In addition, companies supposedly not paying tax have
nothing to do with the companies that do pay tax. Why
should the tax rate of Australian-focussed businesses
such as Woolworths and Wesfarmers (each paying
around $1bn in tax in 2013-14)!% be determined by
the tax practices of the (supposed) multinational tax
avoiders? This is like putting a penalty on the local
corner store or hairdresser because the local petrol

station had a fuel leak. It is imposing a type of collective
responsibility for the ‘sins’ of others, which is antithetical
to good public policy.

Even worse, failing to reduce company tax will actually
encourage tax avoidance, as tax avoidance is greater
when the tax rate is higher.14?

Reducing tax avoidance and tax cuts should not be
seen as alternatives. They can and should happen
simultaneously. In fact, Section 5.1 notes that the
company tax cuts are being funded by measures to
address tax avoidance.

6.1.1 Evidence of tax avoidance

The overall tax revenue data does not indicate there
is currently a major problem with tax avoidance, as
Australia’s tax to GDP ratio and the effective tax rate are
well above historical averages and forecast to increase in
coming years (see Section 2). The ATO itself has argued
that the evidence does not support the argument that
there is widespread corporate tax avoidance.4?

Nevertheless, there are likely to be individual companies
that are reducing their taxes. But this again does not
argue against overall tax cuts: the companies that avoid
tax have nothing to do with those that don't avoid tax.
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The ATO’s corporate tax transparency report!** shows a
number of companies paying zero tax, or less than the
30% tax rate, in 2013-14. However, this can occur for
entirely valid reasons, including:

e A business making a loss. In each of the last 10
years, between 20% and 30% of the ASX top 500
companies made a loss.'#

e Businesses making losses in previous years that
they carry forward to offset against tax in 2013-14.
These companies are being penalised because they
effectively can’t obtain the full value of the loss for
several years.

e Companies receiving foreign income, particularly
where the income has been subject to tax overseas.

e Businesses making use of tax incentives, such as the
R&D tax concession and accelerated depreciation.

Other reasons for companies paying what might appear
to be low rates of tax have been highlighted by the
ATO. 146

All these reasons for low rates of tax payment have been
explicitly put into the tax law by Parliament, often with
bipartisan support.*” As a result, the community should
welcome, not criticise, the use of these provisions.

6.1.2 The future of tax avoidance

While tax avoidance might not be a current issue, it may
grow strongly in coming decades, for reasons including:

e More economic activity may move to low tax
locations: activities that have no physical location at
all (such as the sale of software), or services that
can be delivered remotely (such as legal, accounting,
design, administration and some medical services).
Online services such as Airtasker are facilitating this
change.!®

e Similarly, intangible assets (such as patents,
trademarks and goodwill) can be located in low tax
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jurisdictions and licenced out to Australian operations
at high prices. Because these intangibles are usually
unique, it is very hard to argue that these licencing
prices are excessive.'#°

e Consumers will be more easily able to bypass taxes
imposed on Australian businesses by buying directly
from overseas. Examples include digital downloads,
and Australian consumers buying insurance direct
from offshore insurers. The government has recently
imposed GST on these type of transactions, but it is
hard to see that any company tax could be imposed.

e Cryptocurrencies will make it easier to conduct
transactions that are, at least in theory, completely
undetectable and impossible to tax.

A higher company tax rate will encourage this process of
erosion of the company tax base,**°and will penalise the
local companies that can’t implement these avoidance
(or evasion) strategies.

6.2 Tax avoidance in the
modelling

The modelling includes assumptions that businesses
avoid Australian tax through shifting profits to low-tax
countries, or other forms of tax avoidance.

The assumptions about tax avoidance have been
debated, with some questioning whether tax avoidance
is particularly affected by the company tax rate.'*t
However, the Treasury modelling is only slightly sensitive
to the assumptions about tax avoidance. In addition, if
the doubters are correct and avoidance is not particularly
responsive to tax rates, then the Treasury modelling
says the economic benefit is larger, not smaller.*>?

The Independent Economics results have been criticised
because of their assumptions about tax avoidance and
they have responded to these criticisms.*>3



7 Benefits to foreigners

Australia’s imputation system means that company tax
has a greater short run impact on foreign shareholders
than Australian shareholders (see Box 1). This conversely
means that in the short run, the tax cut provides a
disproportionate benefit to foreigners.>*

This has been used as an argument against the tax cut.!>®
But it is truly perverse to argue that Australia should
forego a benefit to our wages, employment, incomes,
GDP, exports and investment, just because some
foreigners benefit as well — this is a self-destructive
form of xenophobia.

In fact, if there are foreigners who benefit as well as
Australians, this should strengthen the arguments for
the tax cut. A policy that indirectly benefits foreigners
should increase our support for the policy, not decrease
it: just the same as a policy that caused collateral
damage to foreigners should garner lower levels of
support.

In addition, the supposed benefit to foreigners is
probably overestimated in both the short term and long
term:

e The short term benefits of the tax cut for domestic
investors are assumed away in the modelling, when
in reality Australian investors may feel at least a
third of the impact of the tax cut on average (see
Section 3.2.4). So this rebalances the short term
benefit towards Australians.

e In the long term, the benefit to foreigners is unlikely
to last: the Treasury modelling argues that foreign
investors obtain no benefit at all in the longer term?¢
(see further discussion in Box 3).

7.1 Benefit to US Treasury

It has been argued that the proposed tax cut will
generate a large ‘gift’ to the US government, because
US companies operating in Australia will pay more US
tax if the Australian tax rate is reduced.!*” This is called
the treasury transfer effect. However, this argument is
a furphy, as stated above: Australia shouldn’t forego a
benefit to ourselves just because some non-Australians
(including the US Treasury) also gain a benefit.

In addition, if this treasury transfer offset occurred
dollar for dollar, then every effort of a US multinational
to reduce their Australian tax would be completely
fruitless, having no impact on their bottom line. Yet
we have accusations of large-scale tax avoidance by
US multinationals such as Google, Microsoft, Apple
and Chevron, contradicting the impact of the treasury
transfer effect.

The OECD has downplayed the relevance of the treasury
transfer effect,'*® as has the Canadian Department of
Finance!>® and the Henry Tax Review, !¢ which also cited
evidence that foreign investment is very sensitive to
company tax rates regardless of whether or not the
source country operated a credit system like the US.!!
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In other words, Australian company tax cuts lead to (also discussed in Box 2).1%3 The incentives for US firms
increases in investment from the US just as much as  to retain funds in Australia will increase if Australia
investment from other countries. cuts its company tax rate; this will encourage these

Zodrow (2010)'62 states that the treasury transfer effect businesses to reinvest in Australia. Other reasons cited
is of ‘severely limited’ relevance for numerous reasons. ~ bY Zodrow (2010)!**include: US firms having excess
In particular, many US firms are able to defer US tax  foreign tax credits; the use of ‘tax sparing’ provisions;
by keeping funds offshore; the value of these offshore and US firms using avoidance strategies to reduce or
funds are greater than $3.1 trillion according to reports eliminate additional US taxes on profits earned offshore.

Box 4: Australia Institute’s estimate of the ‘benefit’ to the US Treasury

The Australia Institute has argued the benefit of the Australian tax cut to the US Treasury is about $1 billion in
2026-27.%5 However, this calculation has major flaws, rendering it of no value.

First, the data they use has US companies paying total Australian tax of $US2.9bn on average, but they are
unable to indicate what proportion of this is from Australian company tax (as opposed to other Australian
taxes). So the report guesses that the proportion is 80%.%¢ The report argues that the other possible Australian
taxes would make up only a small portion of the total figure, stating that interest withholding taxes are low in
value. However, the report doesn’t (and probably couldn’t) remove the effect of all other relevant Australian
taxes. Hence there is no real analysis behind the 80% proportion, which the final figure of $1bn relies on.¢”
As this 80% figure is simply fabricated, the overall figure should be treated as being made up as well.

Second, the calculations do not include the impact of excess foreign tax credits. A US company with excess tax
credits will not pay extra US tax if Australian company tax is cut; instead the US company will just use up more
of the excess credits, as noted by Zodrow (2006).%8 This will partly, or fully, offset the supposed ‘transfer’ to the
US Treasury — but the Australia Institute does not even mention excess foreign tax credits, let alone estimate
the impact on their figure.

As a result of these problems, the Australia Institute’s figure of the supposed transfer to the US Treasury can
be dismissed as having no value for policy analysis.
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AAttttachment C

8 Concerns with the policy and alternate approaches

8.1 Phasing in/speed of tax cut

The government is proposing that the company tax
cut be phased in over 10 years, reaching 25% in
2026-27.1%° However, the government has not provided
an adequate explanation of this slow phase in. There
is a clear question: if the tax cut has the substantial
benefits highlighted in the rest of this paper, why not
achieve these benefits sooner? There is a need today
for greater investment, higher productivity and faster
wages growth (see Section 3), and these benefits will
be delayed with a slow phase in of the tax cuts. If the
reform is worthwhile doing, it is worthwhile doing now.

While the government hasn’t made this clear, the
most likely reason for the slow phase in is to limit the
short term cost of the policy. However, this approach
is not needed: the tax cut, when combined with other
measures from the 2016-17 Budget, has no long-term
impact on the budget (see Section 5.1). This is similar
to the previous company tax cut, from 36% to 30%,
which was fully funded by changes to business tax
concessions, and was introduced over a much shorter
period than the current proposal.

Other possible arguments for phasing in the tax

reduction are:

e If the tax cut is seen as ‘locked in’, then business
investment is likely to respond before the tax cuts
are fully phased in. This brings forward the benefits
of the tax cut: the Treasury model argues that the
benefits phase in over 20 years;'° a guaranteed
future tax cut will mean the benefits occur earlier,
probably by several years (although this bring
forward hasn’t been quantified precisely).

o This means there will be increased business
investment at no budget cost, compared to a tax
cut that isn’t preannounced.

o Importantly, this benefit only occurs if the tax
cut is guaranteed. If there is uncertainty about
the policy happening — for example if some
politicians commit to repealing the tax cut —
then this bring forward will be much smaller or
zero.

e The faster investment will bring forward all the other
benefits of the tax cut, including higher GDP and
wages, and the offsetting boost in tax revenue, a
point noted in the Treasury modelling.'”* This may
mean that some of the offsetting revenue from the
tax cut can occur before the cut is fully implemented.
This also means the transition costs of the policy
are smaller.

e A phase in over time will moderate the incentive for
businesses to shift revenue or costs between years
when the tax rate changes.

e The phase in will substantially reduce any windfall
gain to existing investment (including foreign
investors), because of the depreciation of assets
over the phase in period.

However, these arguments for phasing can be better
addressed by an alternate policy — reducing tax on new
(equity) investment only. This would limit the revenue
cost, allowing for a larger tax cut on new investment;
substantially reduce tax avoidance opportunities
(including through profit shifting); and largely eliminate
any windfall gains. A paper written for the Henry Tax
Review discusses this proposal, implemented as an
Allowance for Corporate Equity.'”? This is also better
than an investment allowance, which cuts tax on
business asset purchases only; this proposal has been
critiqued as distortionary and increasing complexity by
the government’s tax discussion paper (Re:think),”3
and the Henry tax review.’*

8.2 Lower rate for small business

The company tax rate is 28.5% for small business, and
30% for all other businesses.'”> This approach could
continue, with a lower tax rate for smaller businesses,
however defined. While this option has not been
modelled, there are a number of reasons to expect that
a greater economic benefit occurs from providing the
tax cuts to larger businesses.

For example, over the period 2009 to 2015, employment
in larger businesses grew much faster than their share
in total employment; similarly the value added by larger
businesses grew faster than their share of total value
added. This is shown in Figure 13.

There are many other characteristics of larger
businesses indicating that hampering their growth will
be problematic. For example, larger businesses, in
comparison to small business, are more likely to:'7”

e Provide flexible work hours

e Allow staff to purchase extra annual leave, cash out
annual leave or take leave without pay

e Allow selection of roster or shift
e Allow job sharing
e Allow work from home

e Provide paid parental leave
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e Provide flexible use of leave (such as to care for
other people)

e Collaborate with other businesses
e Export
e Face more competition

e Experience increased profitability, productivity and
employment in the year to 2014-15

e Provide increased formal training for employees, and
support for community projects, charity contributions
or support in the year to 2014-15

Small business have a greater proportional burden
from regulation than larger business,!’® but also face
advantages over larger business from payroll tax. A
small business can pay no payroll tax at all, while a large
business can pay more than 6% tax on their payroll
costs.'”? So it isnt clear that a lower company tax rate
is required to offset other regulatory or tax burdens
imposed by the government.

The complexity and cost of having two rates are reasons
why a lower tax rate for small business was rejected by
the Henry Tax Review,'®® and the UK’s Mirrlees Review
in 2011,'8t and critiqued by the government’s tax
discussion paper (Re:think).'82

Figure 13: Contributions to growth in employment and value added by business size

Contribution to total growth by business size

40% i

- ’ ‘ i I ‘ | I
0%

employment small  employment large

value added small value added large

@ Share in 2014-15 B Share of growth 2008-09 to 2014-15

Source: ABS (2016).17¢
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It is hard to find an economic policy the Australian
government could adopt that would produce the
economic benefits of the company tax cut relative to its
cost,!83 particularly as the policy can be adjusted so it
has no net impact on the budget. The arguments for the
policy include:

Australia’s company tax system is uncompetitive
on many measures, and is likely to become more
so as most other countries continue to reduce their
tax rates. This uncompetitiveness exists even when
the effect of imputation is fully removed, though the
arguments for doing this adjustment are weak.

This shows the substantial risks facing the tax system,
which are further shown by the growing reliance of
company tax on a small number of taxpayers. These
risks are being compounded by the failure to reduce
the tax rate.

The tax cut provides substantial benefits, which
should help address Australia’s poor investment,
wages, income and productivity performance.

o Nevertheless, the modelling probably
underestimates the benefits of the tax cut,
particularly by assuming locally-financed
investment does not increase due to reductions
in the tax rate. The evidence from the financial
market and companies themselves suggest the
investment response will be larger than assumed.

e Alarge number of international studies support these
benefits to investment, wages, GDP and productivity.

e Company tax is similar to import tariffs and should
be reformed, similar to Australia’s substantial trade
liberalisation program.

e Tax avoidance argues for, not against, the tax cut.
There is no argument for cancelling the tax cut for
companies paying the full rate of tax because some
other unrelated companies are (supposedly) avoiding
tax. Individual corporate taxpayers have absolutely
no responsibility for unrelated businesses that avoid
tax.

e If additional benefits of the tax cut go to foreigners
then this actually enhances the arguments for the
tax cut.

e The long term benefits of the tax cut largely go to
workers, rather than large businesses or foreigners.

e The cost of the measure to the budget is small,
or negligible if funded by other budget revenue
measures.

In addition, the benefits of the policy suggest it should be
implemented more quickly. The evidence also suggests
that the tax cut should not be restricted to small business
only, but should be provided to all business.
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Appendix A: how to present benefits of the tax cut

There are numerous ways to present the benefits of the
tax cut; some of these ways incorrectly downplay the
net benefits of the policy.

The simple rule is: compare the costs and benefits on
the same basis.

Most importantly, the modelling results, including the
results in Table 2, are net of costs; the benefits shown
in the modelling are after the costs are subtracted. So
it is misleading to compare these results to gross costs.
For example, the improvement in national income of
0.6% in Treasury's scenario 2 (see Table 2) is not readily
comparable to the reduction in revenue from the tax
cut, because this scenario has no impact on total tax
revenue: the company tax cut is fully funded from other
tax increases. The net revenue cost of this option is zero
— or the benefits come at zero net cost.

This means the revenue cost should not be compared
to the benefits in scenarios where the total tax burden
is unchanged. A comparison is less problematic in
Treasury scenario 3, which does not involve offsetting
tax increases — the tax cut is instead funded by cutting
wasteful government spending: this is because the
costs of the tax cut are effectively assumed away in this
scenario.

Similarly, the company tax cut combined with other
measures in the 2016-17 Budget has no long-term
impact on the budget (see Section 5.1), again arguing
that comparing benefits with revenue cost is misleading.

Even assuming there are none of these offsets to
revenue, there are still issues with the way the benefits
of the tax cut can be presented as detailed below.

Approach 1: change in growth rates

If benefits are presented as changes in growth rates,
then costs should also be.
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It has been argued the modelling has the additional
wages growth because of the tax cut as around 0.1% per
year over 20 years. But on the same basis, the slowing
of federal government revenue growth is also about
0.1% per year over 20 years (noting that the national
wage bill is substantially larger than federal government
revenue)s4,

Approach 2: level of nhumbers after 25
years

It has been argued the tax cut will mean that income
per person will be 45.7% higher in 25 years’ time,
and without the tax cut incomes will instead be 45.1%
higher.18

But revenue should also be presented on the same
basis: without the tax cut, federal government revenue
per person will be 45.7% higher in 25 years’ time, and
with the tax cut revenue will be 43.6% higher (note
that national income is much larger than government
revenue!®®), This revenue cost won’t dramatically change
the government revenue story.

Approach 3: adding across years

If costs are added together across many years, then
the benefits should also be. It is incorrect to compare
the benefit in one year with the costs over the next 10
years. So it is also wrong to compare the 10 year cost
of $48bn with the single year improvement in wages
of 1.1%. As the benefits of the tax cut occur gradually
over time, there are no simple figures on the benefits
summed over the next 10 years.

A better comparison is of the long-run yearly cost and
long-run yearly benefit: the net revenue cost is $4.2
billion (see Section 5.2) while the benefit to national
income is $8.9 billion.*8”



Appendix B: details of data

International Comparisons

All data for international comparisons is sourced from
the OECD unless otherwise specified. Data for the OECD
will not match data sourced from Australia, in particular
because Australia reports annual data on a financial year
basis, while the OECD reports on a calendar year basis.

The OECD does not represent all developed countries,
particularly excluding Taiwan. This issue is discussed in
Potter (2016),®® section 5.1. Figures are generally for
2013, as this is the most recent year with Australian
data. The weighted average is weighted by GDP at
purchasing power parity (using OECD numbers) at the
relevant year.

The deductions from international comparisons are as
follows:

e The revenue impact of the company tax cut is
$7,727m in 2013 dollars. This is calculated as the
estimated cost of $8,203m for 2015-16 (from
Independent Economics),'®® converted to 2013
dollars using nominal GDP as the deflator.

e The value of imputation credits is $19bn, from the
government’s tax discussion paper (Re:think).*%°

e The revenue from rent taxes is $1,817m, the total
of the figures for the Petroleum Resource Rent Tax
and the Mining Resource Rent Tax for the 2012-13
financial year, sourced from the 2014-15 Budget
(the figure for the 2013-14 financial year is lower).

ATO Data on retained earnings

The data on retained earnings is from the ATO Taxation
Statistics for 2013-14, Company table 1.1%!

Dividends as percentage of profit covers the period
1995-96 to 2013-14, and is calculated as the ratio of
total dividends for all companies divided by total profits
for all companies. Dividends as percentage of taxable
income covers the period 2009-10 to 2013-14, and is
calculated as the ratio of total dividends for all companies
divided by total taxable income for all companies.
Growth in franking accounts covers the period 1995-96
to 2013-14.

Australian data

Budget figures are sourced from the 2016-17 Budget
and are on a cash basis. Economic figures are from the
ABS National Accounts for June 2016. Historical data on
company tax rates is from the ATO’s Taxation Statistics
for 2013-14, Company Table 1.!°? Historical data on
company tax revenue is sourced from Parliamentary
Budget Office (2014).1%3

As noted above, these figures do not match OECD
figures for Australia.
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The Australian economy has major structural weaknesses.
And if we fail to fix these weaknesses, we risk failure:
stagnant growth in wages, incomes, productivity and GDP.

Business investment is at near-record lows. It has been
lower only once: in the depths of the 1990s recession.
Mining investment is plummeting and is not being
replaced by non-mining investment.

o There are enormous amounts of global capital, but it
isn’t going to Australian business investment.

Productivity growth is weak and national income growth
is near zero. Wages growth is at or near record low
levels.

Australia’s economic growth rate cannot be sustained
without boosting investment and productivity. These are
the only ways we can get sustained growth in household
incomes given we are expecting long-term declines in
labour force participation.

The Budget deficit is being cut mainly by increases in
personal and company tax. A structurally unsound
economy is being hit with substantial tax increases.

Australia’s company tax is very uncompetitive:

Our company tax rate is above OECD averages,
particularly when taking account of the size of our
economy.

o Australia’s tax rate is well above what should be
expected for a country of our size.

Almost all OECD countries have cut their corporate tax
rate since 2001: the average decline is 6-7 percentage
points. In contrast Australia’s rate has remained
unchanged.

o If trends continue, our tax rate will still be above the
average even after the tax cut is fully implemented.

Australian companies pay more tax than OECD averages,
as shown in the figure below. This holds even when
imputation and the proposed tax cut are subtracted.
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Our tax rate is well
these international
the last 10 years,
unchanged.

above global and local averages and
averages have been declining over
while Australia’s rate has remained

In addition, Australia’s effective tax rate on companies
(tax as a proportion of profits) and the share of total
revenue coming from company tax are both well above
OECD averages.

Australia’s ratio of company tax to GDP is above its
historical average and set to grow strongly. This is shown
in the graph below.

measures of the regulatory burden;

Company tax revenue is set to reach levels only reached
once before — in the middle of the mining boom. And
investment is expected to be at levels only reached once
before — in the depths of the 1990s recession.

o With dismal investment levels, we should not be
hitting investment with such a large tax increase.

Australia is becoming less competitive on many other
company tax is

exacerbating these harmful changes.

Company tax to GDP ratio for Australia — history and forecasts
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Cutting company tax is one of the best ways to address our
economy’s underlying weaknesses:

The tax cut will encourage more investment into
Australian businesses, particularly from foreign investors.

Increased investment will grow the economy, resulting
in sizable boosts to incomes and wages.

There is widespread agreement that higher investment
will grow the economy, as well as promoting competition,
productivity and access to innovative technology.

The detailed modelling by Treasury agrees:

GDP is set to increase by over 1%, a substantial increase
as argued by Treasury. It is around the same benefit
as wide-ranging infrastructure reforms in the 1990s.

The gain to wages after tax is expected to be about
1.1%, and household incomes around 0.7%, given the
measure need not be funded by personal tax increases
or bracket creep.

The tax cut is expected to increase productivity by up
to 1%: a half year’s productivity growth will come from
this policy alone.

o This is consistent with the uniform agreement by
experts that company tax is the most inefficient tax
levied by the federal government. Cutting this tax
will make the economy more productive.

These results are supported by numerous studies of
international evidence.

Nevertheless, the modelling underestimates the benefits
of the tax cut, because it assumes companies don't
increase locally-financed investment.

o The modelling assumes that imputation nullifies the
effect of company tax on Australians, but this doesn’t
accord with market valuations or company behaviour.

Other arguments for the tax cut include:

Company tax revenue is becoming very reliant on a small
number of taxpayers, so the budget is highly exposed to
the risks of these individual companies. A tax cut will
ease this reliance.

Company tax is like a tariff on imported capital, and
should be reformed like these other tariffs.

o Just as with tariff reforms, the decision to implement
the tax cut should be based on the benefit to the
whole economy.

It provides tax reductions to all businesses, not just
small business, and there are reasons to expect larger
businesses to provide the greater economic benefit.

o Larger businesses have, on average, recently
experienced improved profitability, productivity and
employment, and provide more workplace flexibility.

The budget impact of the tax cut is small or zero:

The economic growth caused by the tax cut will result
in an offsetting increase in tax revenue, significantly
reducing the costs of the tax cut — and the offset is
likely to be larger if the underestimate of investment
response is corrected.

The net cost, after these dynamic benefits, can be offset
by measures already in the 2016—17 Budget, making
the impact on the budget negligible or zero.

If the tax cut is abandoned, then the overall tax burden
will reach an all-time high in a decade, based on current
forecasts.

The tax cut need not be phased in over 10 years:

Australia needs a boost to investment, productivity and
wages today.

However, it is better for the tax cut to be phased in
then for it to be cancelled completely. The phase-in will
encourage investment to increase before the tax cuts
are fully implemented — but only if the tax cuts are
‘locked in’.

Company tax mythbuster

Myth: companies shouldn’t get a tax cut because there is so much tax avoidance

Myth: the benefits of the tax cut are small compared to the costs

Companies paying full taxes have nothing to do with supposed tax avoiders. The taxpaying companies shouldn’t be penalised

for actions of unrelated companies.

o Collective responsibility for the ‘sins’ of others is an anathema to good public policy.

Australian companies pay much more tax than the OECD average and the ATO says there isn’t evidence of widespread tax

avoidance.

Nevertheless, cancelling the tax cut encourages an increase in tax avoidance.

Many actions are being taken to address tax avoidance and the funds raised by this are helping pay for the company tax cut.

Treasury has argued the benefits are substantial; they are similar to the gains from the major infrastructure reforms in the
1990s — these gains aren’t being criticised as being ‘too small’.

The Treasury modelling indicates sizable gains to GDP, wages, incomes, investment and productivity after costs are

subtracted.

These gains are supported by detailed studies of international evidence published in highly regarded journals.



Attachment C

e The benefits are underestimated. The modelling assumes that the only benefit to investment comes from foreigners, when
in fact Australian financed investment is likely to grow as well.

Myth: The benefits round to zero
e On the same basis, the cost to revenue rounds to zero as well.

e Better analysis indicates the tax cut should make GDP and wages higher each and every year for the rest of time, even after
the costs are subtracted.

Myth: the funds for the tax cut should be spent on education or other policies

e The tax cut can be fully funded from the tax increases in the 2016-17 Budget, so it doesn’t preclude any other policy from
happening.

e The policy has large benefits relative to costs; other policies should go ahead if they can similarly demonstrate benefits much
larger than costs.

Myth: The tax cut isn’t worth doing because the costs are now and the benefits are delayed

e The same argument could be used against investment in infrastructure or education

Myth: the tax cut provides a big windfall to foreigners/big business

e Treasury finds that most of the benefit will ultimately go to workers.

e In the longer term, the benefits to foreign investors and the US Treasury will be small.

e The policy generates considerable benefits to Australians; any benefits to foreigners should be seen as a bonus.

o Benefits to foreigners should increase the support for a policy, just as collateral damage to foreigners should reduce
support.

Myth: the tax cut will cause national income to decrease, based on modelling by Janine Dixon

e Dixon’s modelling implies foreign investment harms Australia, which is completely contradicted by the evidence. Australia is
built on foreign investment.

e The modelling is of a different policy, not the government'’s policy.

e Dixon’s modelling, like the Treasury modelling, underestimates the benefit of the tax cut by assuming that Australian-
financed investment doesn’t increase due to a tax cut.

Myth: the modelling unbelievably assumes that tax avoidance will fall dramatically with the tax cut
¢ Not in the Treasury modelling. This modelling is largely unaffected by tax avoidance assumptions.

o Nevertheless, if tax avoidance is less responsive to tax rates than assumed, then the benefits of the tax cut are likely to be
larger not smaller.

Myth: Imputation means Australia’s tax system is competitive

e Factoring in the tax cut, as well as imputation, still means the revenue from Australia’s company tax is well above OECD
averages.

o Adjusting for imputation is questionable because foreign investors put little or no value on imputation, and foreign
investors are most influenced by differences in tax burdens.
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