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Exposing the stealth tax: the bracket creep rip-off
Robert Carling and Michael Potter

e Bracket creep is automatically increasing the tax burden - According to CIS modelling, taxpayers in the income
every year and is further increasing the budget'’s already decile of $37,500 to $46,500 will be paying an extra
excessive reliance on personal income tax. $1,300 per year in tax due to bracket creep. Their

take home pay will be 3.3% lower than if the bracket

e It is harming employment, wages, growth, productivity creep were fixed

and innovation, as personal tax is one of the least
efficient taxes in Australia. - The greatest impact is estimated to be on a person
earning around $37,100 in today’s money, and

e Bracket creep results in taxpayers paying a rising share . . .
P pay paying 9 the smallest impact is on a person earning around

of their income in tax as average incomes grow due

154,200.
to inflation and economic growth. It will continue to $ !
happen unless the thresholds for income tax brackets e From 2012-13 to 2018-19, 4.3 million taxpayers (or
are adjusted for average income growth. almost one third of taxpayers) are expected to move into

higher marginal tax brackets, with 2.5 million facing this

It is a stealth tax: a tax increase that happens
* PP change due to bracket creep.

automatically with no intervention from the government.

e These higher marginal tax rates create significant
disincentives when combined with the withdrawal of
welfare payments. The impact will probably be highest
on second income earners and is likely to reduce female
employment.

e Even with low inflation, the cumulative impact of bracket
creep is substantial. If no action is taken, taxpayers
will be paying $16.7 billion more in tax in 2018-19 as
a result of bracket creep in the six years since 2012-13
(which is when tax thresholds were last changed).

e Bracket creep is generating significant extra revenue for
the government, but in a way that lacks transparency
and makes it easier for the government to avoid making
tough decisions to limit spending. The economic costs of
bracket creep are higher than other ways of reducing the

e The forecast impact of bracket creep on low to middle budget deficit, especially tighter control of government
income earners (earning between $27,500 and $83,000 spending.
in today’s money) is greater than the average impact.

e In 2018-19, the average Australian taxpayer is forecast
to pay $1,180 per year in extra tax, or $23 per week,
due to bracket creep. This represents the equivalent of a
year’s pay increase on average.

e To address bracket creep, tax thresholds should be
automatically indexed to a measure of average nominal
wages growth, or the thresholds set at a fixed percent of
average wages.



Bracket creep is automatically
increasing the tax burden on
all income tax payers

Tax as a share of pre-tax income (or the
average tax rate) is increasing year-by-year.
The last time there were any income tax cuts
was 2012-13. By 2018-19, the average tax
rate across all taxpayers will have risen by
2.3 percentage points since 2012-13. The
average tax increase will be $1,180 per year
or $23 per week. In fact, there has been
even more bracket creep, because for all but
the lowest tax bracket there has been no
threshold adjustment since at least 2010.

The figure to the right also shows that
bracket creep is affecting all taxpayers, even
if they don’t move tax brackets.

Bracket creep is eroding
take-home pay

Another way of looking at the impact of
bracket creep is to calculate the effect on
after-tax (take-home) pay. Using 2012-13
as the base year, by 2018-19 take-home pay
will be reduced on average by 2.4% because
of bracket creep (or $23 per week). While
taxpayers will probably still have higher after-
tax income than today, it will be lower than it
would be without the impact of bracket creep.

Increase in average tax rate in 2018-19 due to bracket
creep since 2012-13

Income |5 thousands, 2015-16 dollars)

Source: CIS modelling. Figures on horizontal axis are in 2015-16 dollars.

Decrease in after tax income in 2018-19 caused by bracket
creep since 2012-13

Source: CIS modelling. Figures on horizontal axis are in 2015-16 dollars and are
rounded to nearest $500.

The damage is greater for those on lower incomes

Bracket creep works in a broadly regressive way. The increase in the tax burden and erosion of take-home pay is largest at the
lower levels of pre-tax pay. As the figure above (Figure 1 of the main report) shows, the largest percentage reduction in take-
home pay is in the $37,500 to $46,500 income range. On average, taxpayers in this range will find their take-home pay 3.3%
(or $25 per week) lower than it otherwise would be in 2018-19.



Percentage of taxpayers moving into higher tax bracket Bracket creep is pUShing many
(compared to 2012-13) taxpayers into higher tax

brackets

As noted above, all taxpayers are affected by
bracket creep, even if they don’t move into
higher marginal tax brackets: all taxpayers
experience an increase in their average tax
rate regardless of their marginal tax rate.
However, the economic harm of bracket creep
is greater when more people are pushed into
higher rate brackets. Over the six years to
2018-19, 4.3 million taxpayers (31% of the
total) will move into higher tax brackets, with
more than half of those moves due to bracket
creep (see figure to right). This particularly
exacerbates the disincentives for work in low
income households. At higher income levels,
this creates incentives for tax minimisation
= = : and emigration and discourages innovation,
education and investment by unincorporated
businesses.
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Extra tax revenue from bracket creep The government is stealthily
reaping substantial revenue from

bracket creep

The government’s failure to adjust tax scales
since 2012-13 is already reaping an extra
$6 billion in revenue this year. By 2018-19,

: — that figure will grow to $16.7 billion in that
financial year alone (or a cumulative $51

c 10 3 billion since 2012-13). This is shown in the
} figure to the left. While this is contributing
' to budget repair, there are much less
" economically harmful and more transparent

ways to reduce the budget deficit, including

! - stronger expenditure restraint. In fact,

l I bracket creep weakens budget discipline.

Year

Source: CIS modelling. Note: bracket creep is relative to base year of 2012-13

What needs to be done

e The government can make one simple change that will eliminate bracket creep forever. It should apply the same principle
of automatic indexation that governments have eagerly applied to excise duties on petrol and other items.

e Bracket thresholds should be indexed to a measure of average nominal wages growth or set as a fixed percentage of average
wages.

e Just indexing to CPI inflation is not enough, because that would still leave growth in average real wages subject to bracket
creep.

e Historically governments have preferred to let bracket creep continue for years until it becomes a hot political issue, and
then announce discretionary ‘tax cuts’ which merely hand back some of the proceeds of bracket creep. Automatic indexation
is better for keeping governments honest and applying stronger budget discipline.
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