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Some key reforms 
Reforms for greater simplicity, transparency and lower operating costs, to improve economic efficiency and national productivity, and to achieve greater horizontal equity in the taxation of personal income include:

· Broadening the tax base by removing most of the special deductions and exemptions; 

· Using the revenue gains of the broader base to fund lower tax rates;
· Incorporating the Medicare Levy and the Low Income Tax Offset (LITO), Senior Australians Tax Offset (SATO) and Mature Age Allowances in a single transparent tax rate schedule;
· Automatically indexing the tax brackets with respect to an index of average weekly earnings; and
· Retaining the individual rather than the family as the tax unit in order to keep the effective tax rate low on secondary income earners, as their labour supply elasticity is higher than those of the primary income earners.

These proposals are made in the context of approximate aggregate revenue (and government expenditure) neutrality and of a similar overall vertical equity effect. Both sets of assumptions are arbitrary, and legitimate arguments can be made in favour of relaxing one or both. Importantly, the above five point reform strategy applies regardless of the aggregate revenue collected and one one’s position on vertical equity.

Deductions and exemptions 
The annual Tax Expenditures Statement produced by the Australian Treasury documents a large number of special deductions and exemptions from a comprehensive income tax base, both for labour income and capital income. Concessional effective tax rates of some categories of labour income relative to the taxation of wages and salaries include lower effective tax rates on fringe benefits, some lump sum payments and remote area allowances. 
In the absence of correcting for a market failure, and there are no supporting arguments, the concessions involve extra complications and costs, distortions to economic decisions, and horizontal inequity. For example, the concessions for remuneration taken in the form of fringe benefits for motor vehicles rather than wages result in some employees spending on more luxurious cars and travelling 
more kilometres, and the higher tax rate on others to cover the lost tax revenue aggravates tax distortions to work versus leisure decisions and to savings decisions.
While there is an in principle argument for allowing work related expenses as a deduction against personal income taxation, the current set of deductions are arbitrary and ad hoc, and they involve considerable tax compliance costs. Greater simplicity and lower taxpayer costs could be achieved either by (a) scrapping the deductions and using the revenue gain to fund lower tax rates, or (b) replacing the current system with a fixed dollar or percentage of labour income deduction. With an aggregate revenue neutral reform package, for most people the reform package, including the saving in costs, also would be close to revenue neutral. 
Tax scales 

The headline tax rate schedule looks simple with just five tax brackets and a rising set of marginal tax rates. However, for an individual of working age, inclusion of the Medicare Levy, including its phase in rate of ten per cent of income, and the LITO, including its recapture of the tax free threshold with a four per cent of income surcharge, results in a complicated effective tax rate schedule. There are nine tax brackets, higher effective marginal tax rates, and at some brackets the marginal tax rate falls with higher income rather than increases. 
The resulting collection can only be described as unnecessarily complex and arbitrary. The increased effective marginal tax rates, and the associated distortions and efficiency costs, fall on those with lower incomes. The Medicare Levy is really a misnomer as it goes into general revenue, funds only a small proportion of Commonwealth health outlays, and has no bearing on government health expenditure decisions. Simplicity and transparency requires a single headline tax rate schedule rather than a convolution of several allowances and loadings imposed on a headline schedule.
Indexation

Much of the uncertainty and political argy bargy would be taken out of tax reform debates if, like the US, UK and Canada, the brackets of he tax rate schedule were automatically indexed for the effects of inflation. This procedure would replace the Australian farce of claims of tax reform in the form of periodic changes to the tax brackets or marginal tax rates. In practice, these changes do little more than return the revenue grab by stealth as increases in wages associated with inflation and increases in productivity increase average effective tax rates. An index of average weekly earnings would assure approximate constancy of the tax to GDP ratio. Of course, governments remain free to increase or decrease the aggregate tax take by explicit legislation.   
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