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Big Tax Ideas of the Last 75 YearsBig Tax Ideas of the Last 75 Years

Tax Idea Milton Friedman 

thought of it first

Most Australian 

economists 

support it

Australia has it

Collection of tax 

by employers 

(PAYE)

Yes Yes Yes

Income-

contingent loans 

for higher 

education (HECS)

Yes Yes Yes

Negative income 

taxes (EITCs)
Yes Yes No
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What is the EITC?What is the EITC?

�� The EITC is a subsidy to lowThe EITC is a subsidy to low--wage workers. wage workers. 
Under an EITC, not only do these workers not Under an EITC, not only do these workers not 
pay taxes, but they receive money back from the pay taxes, but they receive money back from the 
tax office. Annually, this can amount to US$4000 tax office. Annually, this can amount to US$4000 
/ / ££3025.3025.

�� By contrast, the best you can do out of the By contrast, the best you can do out of the 
current Australian tax system is to pay zero tax.current Australian tax system is to pay zero tax.
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US EITC scheduleUS EITC schedule

Figure 1: Federal EITC Schedule - 2002
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UK EITC scheduleUK EITC schedule



6Andrew Leigh – Negative Income Taxes

Why an EITC?Why an EITC?

�� There are three reasons for introducing an EITC: There are three reasons for introducing an EITC: 

a)a) to increase labour supply;to increase labour supply;

b)b) to transfer income to the poorest; andto transfer income to the poorest; and

c)c) to transfer resources to children.to transfer resources to children.

�� A spate of studies in the US, UK and Canada A spate of studies in the US, UK and Canada 
show positive effects in each of these three show positive effects in each of these three 
domains.domains.
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Effects of the 1999 UK EITC ExpansionEffects of the 1999 UK EITC Expansion

Source: Leigh, “Earned Income Tax Credits and Labor Supply: New Evidence 

from a British Natural Experiment”, National Tax Journal, 2007
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Critiques of the EITCCritiques of the EITC

1.1. We already have oneWe already have one

-- Not true. AustraliaNot true. Australia’’s tax/transfer system almost s tax/transfer system almost 

always discourages work.always discourages work.

2.2. May reduce participation from secondary May reduce participation from secondary 

earnersearners

-- Small effects; largely caused by income effectSmall effects; largely caused by income effect

3.3. May cause equilibrium wages to fallMay cause equilibrium wages to fall

-- True of tax cuts too.True of tax cuts too.
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Critiques of the EITCCritiques of the EITC

4.4. Can create a marriage penaltyCan create a marriage penalty

-- Not if carefully designed.Not if carefully designed.

5.5. Potentially susceptible to fraudPotentially susceptible to fraud

-- Manageable if carefully designed.Manageable if carefully designed.

6.6. ItIt’’s complicated to implement in Australias complicated to implement in Australia

-- True. But should that always prevent reform?True. But should that always prevent reform?



Many Developed Countries Have EITCsMany Developed Countries Have EITCs

(Since 9/03, Australia has had a very modest (Since 9/03, Australia has had a very modest –– and temporary and temporary ––

form of EITC, called form of EITC, called ‘‘the Working Creditthe Working Credit’’).).
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Conclusions Conclusions 

�� Negative Income Taxes are an extremely Negative Income Taxes are an extremely 

effective way of boosting labour supply, and a effective way of boosting labour supply, and a 

politically sustainable way of transferring money politically sustainable way of transferring money 

to poor families and children.to poor families and children.

�� They have disadvantages, but probably fewer They have disadvantages, but probably fewer 

than alternatives (eg. minimum wage increases).than alternatives (eg. minimum wage increases).

�� Plenty of other developed countries have Plenty of other developed countries have 

decided to make work pay. Should we?decided to make work pay. Should we?
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Comparing US & UK Tax CreditsComparing US & UK Tax Credits

US EITCUS EITC UK EITCUK EITC

No No 

childrenchildren
PhasePhase--in rate: in rate: --7.65%7.65%

PhasePhase--out rate: 7.65% out rate: 7.65% 

Max amount: $400Max amount: $400

PhasePhase--in rate: immediate (at 16 hours) in rate: immediate (at 16 hours) 

PhasePhase--out rate: 37% out rate: 37% 

Max amount: Max amount: ££15251525

One One 

childchild
PhasePhase--in rate: in rate: --34%34%

PhasePhase--out rate: 16% out rate: 16% 

Max amount: $2500Max amount: $2500

PhasePhase--in rate: immediate (at 16 hours) in rate: immediate (at 16 hours) 

PhasePhase--out rate: 37% out rate: 37% 

Max amount: Max amount: ££3025 (plus 70% childcare 3025 (plus 70% childcare 

rebate)rebate)

2+ 2+ 

childrenchildren
PhasePhase--in rate: in rate: --40%40%

PhasePhase--out rate: 21% out rate: 21% 

Max amount: $4000Max amount: $4000

PhasePhase--in rate: immediate (at 16 hours) in rate: immediate (at 16 hours) 

PhasePhase--out rate: 37% out rate: 37% 

Max amount: Max amount: ££3025 (plus 70% childcare 3025 (plus 70% childcare 

rebate)rebate)

Typically paid in a lump sum at the Typically paid in a lump sum at the 

end of the year.end of the year.

Typically paid in fortnightly pay packets.Typically paid in fortnightly pay packets.


