
How should personal income tax 
deductions be capped in a 
political environment? 

 
Neil Warren1 

School of Taxation and Business Law 
Australian School of Business 

University of New South Wales 
Table of Contents 
ABSTRACT ............................................................................................................................................................................................................... 2 
1 FISCAL CONSOLIDATION ............................................................................................................................................................................ 2 
2 INTERNATIONAL EXPERIENCE WITH CAPPING DEDUCTIONS ............................................................................................................... 3 

2.1 SPECIFIC CAPS .............................................................................................................................................................................................. 3 
 Unconditional deductions: Work-related expenses in Australia ............................................................................................................ 3 2.1.1
 Conditional specific cap with floor: Australia ......................................................................................................................................... 5 2.1.2

a.  Medical expense minimum (included in deduction) ................................................................................................................................................................... 5 
b.  Self education expense minimum (excluded from deduction) ................................................................................................................................................... 5 
c.  Work-related clothing, laundry and dry-cleaning expenses (included in deduction) .................................................................................................................. 6 
 Conditional specific cap with option of standard or itemised deduction ................................................................................................ 6 2.1.3
 Conditional specific cap with maximum: Australia’s proposed self-education expense reform ............................................................. 7 2.1.4
 Conditional specific deduction with tax offset: Australia’s PHIR ............................................................................................................ 7 2.1.5
 Denial of deduction: NZ work-related expenses ................................................................................................................................... 8 2.1.6
 Politics of specific caps ........................................................................................................................................................................ 8 2.1.7

2.2 GLOBAL CAPS ................................................................................................................................................................................................ 9 
 Global Cap using Maximum Deduction: UK 2012 cap on all deductions .............................................................................................. 9 2.2.1
 Global Cap using Minimum Tax: US Alternative Minimum Income Tax .............................................................................................. 10 2.2.2
 Global Cap using Fixed Deduction: US standard deduction and means tested itemised deduction.................................................... 12 2.2.3

2.3 CAP DESIGN OBSERVATIONS ......................................................................................................................................................................... 14 
3 DEDUCTION FACTS KEY TO AUSTRALIAN REFORM ............................................................................................................................. 14 

b.  UK 2010-11 (Taxpayers by Total Income) ............................................................................................................................................................................... 16 
4 APPLYING GLOBAL CAPS IN AUSTRALIA .............................................................................................................................................. 18 

4.1 MINIMUM TAX............................................................................................................................................................................................... 18 
4.2 GLOBAL CAP ON ALL DEDUCTIONS AND RENTAL LOSSES .................................................................................................................................... 19 

5 GLOBAL CAPS A FEASIBLE FISCAL CONSOLIDATION OPTION .......................................................................................................... 22 
BIBLIOGRAPHY ..................................................................................................................................................................................................... 22 
 
List of Figures 
Figure 1  Specific income tax itemised deduction caps ............................................................................................................................................. 3 
Figure 2  Global caps income tax deduction ............................................................................................................................................................. 9 
Figure 3  UK cap on tax reliefs for a single person with different levels of deductions ............................................................................................ 10 
Figure 4  Relationship between Alternative Minimum Tax and Standard Tax: US 2013 .......................................................................................... 12 
Figure 5  Differences in Distribution of Itemised Deductions: Australia (2010-11), UK (2010-11) and US (2011) .................................................... 18 
 
List of Tables 
Table 1  Value of Personal Income Deductions: Australia 2010-11 ........................................................................................................................... 5 
Table 2  Australian Government Private Health Insurance Rebate (from 1 July 2012) .............................................................................................. 8 
Table 3  Taxpayers with Itemised Deductions: US 2011 ......................................................................................................................................... 13 
Table 4  Distribution of Itemised and Standard Deductions: US 2011 ..................................................................................................................... 13 
Table 5  Distribution of Taxpayers with Itemised Deductions: Australia, UK and the US ......................................................................................... 16 
Table 6  Australia 2010-11 (All Taxpayers ranked by Total Income) ....................................................................................................................... 17 
Table 7  Distributional Impact of an Alternative Minimum Income Tax: Australia 2010-11 ...................................................................................... 20 
The Table 8  Distributional Impact of Deduction Cap: Australia 2010-11 ................................................................................................................ 21 
Table 9  Distributional Impact of Rental Loss Cap: Australia 2010-11 ..................................................................................................................... 21 
 
List of Boxes 
Box 1  International comparisons of deductions for work-related expenses ............................................................................................................... 4 
Box 2  Work-related expense deduction: Australia.................................................................................................................................................... 4 
Box 3  Self-Education Expense Categories .............................................................................................................................................................. 6 
Box 4  US Personal Income Tax Schedules: 2013 .................................................................................................................................................. 11 
Box 5  Pease Limitation and US Itemised Deductions ............................................................................................................................................ 14 
Box 6  Personal Income Tax and Global Cap on All Deductions: Australia 2010-11 ............................................................................................... 20 
                                                      
1 Paper presented at the2014 Australasian Tax Teachers Association Conference, Griffith University (South Bank campus), 
Brisbane, Queensland, 21-22 January 2014.  
Correspondence: Neil Warren, School of Taxation and Business Law, Australian School of Business, University of New 
South Wales, Sydney 2052 Australia  email: n.warren@unsw.edu.au  



N Warren  How should personal income tax deductions be capped in a political environment? 

2 | 

ABSTRACT 
For governments confronting rising fiscal deficits and substantial public debt, every tax inevitably 
comes under close scrutiny – especially the personal income tax because of its broad base and 
significant contribution to revenue.  If increasing tax rates or broadening the income base are seen as 
inappropriate in difficult economic times, an alternative option is to reduce the availability of 
deductions against income.  This paper compares and contrasts the approach taken in Australia, New 
Zealand, UK and the US to restricting the availability of deductions. Particular attention is given to 
managing the politics of such reforms and how Australia’s poor record at constraining the availability 
of deductions could be improved by learning from international experience.  The paper concludes that 
Australia should move away from its politically divisive approach of capping each specific deduction 
and towards one which puts a global cap on total deductions - an approach which is simpler to 
communicate in a politically charged environment and has the added benefit of potentially improving 
equity and economic efficiency in the tax system. 
 

1 FISCAL CONSOLIDATION 

In the aftermath of the 2008 global financial crisis, the increased demands on government to support 
financial institutions and the worsening economic environment led to rapidly increasing fiscal deficits.  
One response by governments has been to identify current taxes which can be reformed in a way 
which both raises additional revenue and improves the equity, efficiency and simplicity of the tax 
system.  With the majority of government revenue collected from the personal income tax, attention 
has inevitably been focussed on personal income based taxes.  Given the political sensitivity (and 
poor economic timing) of any attempt to raise additional revenue through increasing tax rates, 
attention has been focussed on how the base of the income tax is measured.  With income a net 
measure, most attention has been focused on both the income side and on those measures which 
provide effective income tax relief.  To date, it has been changes to tax reliefs defined as those 
policies which reduce taxable income or net tax liability that have attracted most attention and it will 
be the politics and economics of such reforms that will be the focus of this paper. 

The approach in Australia in recent years has been typical of most governments who have focussed on 
curtailing the availability of a broad range of tax reliefs which taxpayers had long factored into their 
decision-making and which had proven historically difficult for governments to reform (Warren 
2013). This paper provides an overview of recent approaches taken to reducing access to itemised 
deductions in Australia and contrasts it with the widely varying approaches (with often quite different 
outcomes) taken in New Zealand (NZ), United Kingdom (UK) and the United States of America 
(US). The contribution of this paper will be to provide some insight into how Australia can benefit 
from international experience and design itemised deduction reforms which will better reflect 
stakeholder interest and have greater scope for introduction in a politically charged environment. 

Section 2 begins by outlining the two broad options available to governments to cap personal income 
tax itemised deductions and how they have found implementation in Australia, NZ, UK and US and 
how the politics underlying the different approaches have been managed. What will be evident in 
Section 3 is that an important precursor to any critiquing of the reform options is a sound 
understanding of the facts around the availability and utilisation of various itemised deductions by 
taxpayers (and non-tax payers).  By highlighting just how different the Australian data on itemised 
deductions is from that in the US, UK and New Zealand, the rationale for the reform options adopted 
in each of these countries can be better understood, especially in the context of the politics of 
unwinding such tax reliefs. 

With this knowledge, Section 4 argues that Australia can learn most from the UK approach where the 
focus is on global caps rather than imposing specific caps on a myriad of individual itemised 
deductions, especially in an environment where equity and revenue cost is of most concern and  
economic efficiency and simplicity of less interest.  In contrast, the NZ approach of having almost no 
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deductible expenses is largely unattainable in a bicameral system of government and the US approach 
of an alternative minimum income tax is not only unattractive from a simplicity perspective, but 
unnecessary because itemised deductions are not such a large revenue cost in Australia as in the US. 

2 INTERNATIONAL EXPERIENCE WITH CAPPING DEDUCTIONS  

The objective of this paper is not to review the merits or otherwise of capping personal income tax 
deductions.  Rather, it will evaluate what mechanisms are available to government that would deliver 
on the objective of limiting the fiscal cost of personal income tax deductions with the least political 
risk.  In undertaking this review, the approach taken in Australia, NZ, UK and the US will be 
examined. 

Two broad options are available to governments to cap the fiscal cost of itemised deductions 
distinguished by whether the deduction cap is specific to a particular deduction or whether the cap is 
applied globally to a range of deductions.  How and why these specific and global caps find 
application in practice in Australia, NZ, UK and US – either singularly or in some combination – and 
the associated politics will be the focus of this section.   
Figure 1  Specific income tax itemised deduction caps 

 
Note: Bracketed numbers refer to the Sections below where examples of the respective approaches are outlined. 

 

2.1 Specific caps 
Figure 1 outlines the three basic approaches to delivering specific caps on itemised deductions.  
Instances of each approach are evident in Australia, NZ, UK and US and examples of these will be the 
focus of this section. 

 Unconditional deductions: Work-related expenses in Australia 2.1.1
Box 1 details the broad approaches to work-related expense deductions in a number of OECD 
countries.  Australia’s approach is relatively generous in that all expenses necessarily incurred in 
generating current earnings are deductible.  However, expenses which are not directly related to 
current employment (such as those focused on a change in skill) are not deductible but treated as a 
consumption expense even though it could be important to future employment and earnings.   

Box 2 sets out the broad categories of deductions available to Australian taxpayers.   These deductions 
are available without global caps but in varying circumstances can, as with self-education expenses, 
be subject to a minimum of $250 which is excluded (as discussed in Section 2.1.2b) or, as with work-
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related clothing expenses, be designed to enable taxpayers to claim a minimum deduction of $300pa 
(Section 2.1.2c)2.  Table 1 shows that despite the deductibility of such a wide range of work-related 
expenses, they are equivalent to only 2.8% of total income of taxpayers and have a revenue cost of 
just 4.5% of total personal income tax. 
Box 1  International comparisons of deductions for work-related expenses 

Country Deductions for 
work-related 
expenses 

Scope of deductions and arrangements 

Australia Yes Incurred in gaining or producing an employee’s assessable income. 
Belgium Yes  
Canada Limited Only deductions specifically legislated are allowed, including accounting and legal 

fees. 
Denmark Yes Wage or salary earners can fully deduct work-related expenses from income, afte  

a standard deduction has been applied. 
Ireland Yes — narrow Expenses incurred wholly, exclusively and necessarily in the performance of 

duties. 
Japan Limited Specific deductions that exceed the standard deduction for employment income 

are allowed. Specific deductions include travelling expenses. 
Netherlands Yes — narrow Most work-related expenses are not deductible; in limited circumstances 

exceptions apply for transport, education and home office expenses. There is an 
employed person's tax credit. 

New Zealand No No deductions for work-related expenses for employees. 
Spain No Expenses relating to employment are generally not deductible. Some exceptions 

include trade union / professional association fees and legal expenses on 
termination. Other allowances and a standard deduction are available. 

Switzerland Yes — narrow Necessary work-related expenses are deductible — 3 per cent of net income with 
a minimum and maximum deduction. 

United Kingdom Yes — narrow Most claimable expenses must be incurred wholly, exclusively and necessarily in 
the performance of an employee’s duties, a condition that precludes the 
deduction of many employment-related expenses. 

United States of 
America 

Limited Employees can deduct work-related expenses subject to limits (expenses 
generally only deductible to the extent they exceed 2 per cent of adjusted gross 
income). Taxpayers have the option of claiming a standard deduction in lieu of 
itemising deductions. 

Source: AFTS(2009, Part 2, Volume 1, Box A1–2, p 54 ) 

 

Box 2  Work-related expense deduction: Australia 
Deductions for work-related expenses incurred while performing a person’s job as an employee expenses can include: 
• car expenses, including fuel costs and maintenance 
• travel costs 
• clothing expenses 
• education expenses 
• union fees 
• home computer and phone expenses 
• tools and equipment expenses 
• journals and trade magazines. 

Deductions which are not work related but can also be claimed include: 
• interest and dividend deductions for investments 
• deductions for charitable gifts and donations 
• a deduction for the cost of managing your tax affairs. 

 
To be deductible in an income year, such expenses must be associated with: 
• receiving a bill or invoice for an expense that you are liable for and must pay (even if you don’t pay it until after the end of 

the income year), or 
• not receiving a bill or invoice but the person is charged and you pay for the expense. 

Source:   
ATO, Individual tax return instructions 2013: 1 July 2012 – 30 June 2013 
<http://www.ato.gov.au/uploadedFiles/Content/MEI/downloads/ind00342080n710500613.pdf> 
ATO Taxation Ruling TR 97/7 – Income tax: section 8-1 – meaning of ‘incurred’ – timing of deductions, 
<http://law.ato.gov.au/atolaw/view.htm?DocID=TXR/TR977/NAT/ATO/00001>  
 

                                                      
2 Above the minimum, documentation must be provided upon request.  

http://www.ato.gov.au/uploadedFiles/Content/MEI/downloads/ind00342080n710500613.pdf
http://law.ato.gov.au/atolaw/view.htm?DocID=TXR/TR977/NAT/ATO/00001
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Table 1  Value of Personal Income Deductions: Australia 2010-11 

 
Source:  ATO 1% sample unit record file 2010-11 (<http://www.ato.gov.au/About-ATO/Research-and-statistics/In-detail/Tax-statistics/Taxation-

statistics-2010-11/?page=52#Individual_sample_file>) and own calculations 

 Conditional specific cap with floor: Australia 2.1.2
An alternative to an unconditional deduction is to place a minimum on that which can be claimed by 
the taxpayer where the minimum is either included or excluded in the amount deductible.  In such 
instances, the focus is typically not so much on the revenue benefit to government from such an action 
but on reducing the compliance cost to taxpayers and the cost to government from administering low 
value deductions.  Australia has three examples of such specific caps, the treatment of medical costs, 
self-education expenditure and work-related uniform costs. 
a.  Medical expense minimum (included in deduction) 

The Australian government's approach to providing support for the provision of health services is 
complex and gives rise to direct expenditure, a non-refundable tax offset (in the case of medical 
expense deductions) and refundable tax offsets (in the case of health insurance premiums (Section 
2.1.5)).  In return, health is funded from general revenue and a (non-earmarked) Medicare Levy (ML) 
and a Medicare Levy Surcharge (MLS).  Concern over the cost of health related deductions and 
offsets saw the Australian government introduce from 1 July 2012 a means test for the Net Medical 
Expense Tax Offset (NMETO) which preserved the benefit for those under the Medicare Levy 
Surcharge (MLS) threshold, while reducing the offset rate and threshold for those over the MLS 
threshold.  At the same time, the minimum threshold for expenses above which a taxpayer could 
claim the medical expenses offset increased to $5,000 and was not indexed and the rate at which the 
offset accrued was halved to 10 per cent for eligible out-of-pocket health expenses.  In the 2013 
Australian Budget it was announced that from 2014-15, the NMETO would be phased out with its full 
abolition by 1 July 2019. The argument for this reform centred on the equity and affordability of a 
relief when government already comprehensively funded the public hospital system and a 
pharmaceutical benefits scheme. 
b.  Self education expense minimum (excluded from deduction) 

In relation to work-related self-education expenses, in certain circumstances Australian taxpayers 
must deduct $250 from their allowable self-education expenses. However, this $250 reduction can be 
offset against other (and in some cases non-deductible) expenses.  The five deductions involved in 
calculating self-education expenses are detailed in Box 3. The formula for calculating work-related 
self-education expenses based on the categories in Box 3 is: 

A - [$250 - (C+D+E)] + B+C+D 
where if the total of (C+D+E) is greater than $250, this amount is reduced to 0. In effect Category E 
expenses, while non-deductible, can be used to offset the $250 along with C and D (which are 

% of 
taxpayers 

claiming 

Value  
claimed by 
claimants 

$m as % of 
Total 

Deduction

% of Total 
Income

$millions % of Tax (incl 
Medicare 

Levy)

Effective 
tax rate

Work Related Expenses 66.0% 2,163 17,890 60.5% 2.8%        5,855 4.5% 32.7%
Car expenses 23.1% 2,517 7,302 24.7% 1.1%        2,412 1.9% 33.0%
Travel expenses 8.8% 1,619 1,784 6.0% 0.3%           608 0.5% 34.1%
Uniform expenses 47.2% 258 1,525 5.2% 0.2%           438 0.3% 28.7%
Self education expenses 5.1% 1,844 1,169 4.0% 0.2%           324 0.2% 27.7%
Other expenses 50.7% 962 6,109 20.7% 1.0%        2,023 1.6% 33.1%

Gifts and donations 38.0% 341 1,623 5.5% 0.3%           529 0.4% 32.6%
Cost of Tax Affairs 46.9% 294 1,731 5.9% 0.3%           526 0.4% 30.4%
Non-employer sponsored 
superannuation contributions

1.5%         22,915 4,297 14.5% 0.7%        1,587 1.2% 36.9%

All Deductions 81.3% 2,901 29,568 100.0% 4.6%        9,945 7.6% 33.6%
Denial of  losses on:
Rental Properties 9.5% 10,283 12,275 41.5% 1.9%        3,891 3.0% 31.7%
All activities 13.2% 11,938 19,749 66.8% 3.1%        5,688 4.4% 28.8%

Total claimed Revenue cost of claims

http://www.ato.gov.au/About-ATO/Research-and-statistics/In-detail/Tax-statistics/Taxation-statistics-2010-11/?page=52#Individual_sample_file
http://www.ato.gov.au/About-ATO/Research-and-statistics/In-detail/Tax-statistics/Taxation-statistics-2010-11/?page=52#Individual_sample_file
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deductible).  The result is that work-related self-education expenses have a minimum threshold 
varying between zero and $250.  The rationale for this approach is not clear. 
c.  Work-related clothing, laundry and dry-cleaning expenses (included in deduction) 

Under the Australian income tax act if the claim for clothing, laundry and dry-cleaning expenses 
(Item 25) and other work-related expenses (Item 26 excluding amounts selected allowances 3) is more 
than $3004, the taxpayer must be able to supply written evidence for the whole amount that is being 
claimed (except for the cleaning component if it was not more than $150).  In the case of laundry and 
dry-cleaning expenses, written evidence must be available if laundry expenses are greater than $150 
or the total claim for work-related expenses exceeds $300. 

While the objective of this threshold below which substantiation of expenses is not required is 
designed to reduce taxpayer compliance costs, a direct effect of it is shown in Table 1 that in relation 
to clothing, laundry and dry-cleaning (or ‘Uniform’) expenses, 49% of taxpayers make a claim and, 
for those claimants, the amount claimed is on average $258 with a fiscal cost of $438m in 2010-11.  
Box 3  Self-Education Expense Categories 
Category Allowable expenses 
A Tuition fees, textbooks, stationery, student union fees, student services and amenities fees, public transport fares, 

car expenses worked out using the 'logbook' or 'one-third of actual expenses' method, running expenses for a room 
set aside specifically for study. 

B Decline in value (depreciation) deductions such as a computer, desk, or car for which the taxpayer is claiming a 
deduction in Category A. 

C Repair costs to assets used for self-education purposes. 
D Car expenses using the 'cents per kilometre' or '12% of original value' method. Car expenses under this category 

cannot be claimed if they include deductions for decline in value or repairs to a car under category B or C. 
E Expenses incurred which cannot be used as a deduction – for example: 

• for work-related self-education, travel expenses for the last stage of travel from  
o home to place of education and then to workplace, or 
o workplace to place of education and then to home 

• for taxable bonded scholarship recipients who are not employed by the scholarship provider, travel expenses 
from home to normal place of education and back 

• child care costs related to attendance at lectures or other self-education activities 
• capital costs of items acquired in the financial year and used for self-education purposes, such as a computer or 

desk. 
These expenses can be used to offset the $250 reduction to Category A expenses  

Source: <http://www.ato.gov.au/Individuals/Income-and-deductions/In-detail/Education-and-study/Claiming-self-education-expenses---specific-
expenses/?page=6> 

 Conditional specific cap with option of standard or itemised deduction 2.1.3
An alternative to putting in place a floor to specific deductions is to make available to all taxpayers a 
minimum claim with the option of claiming a higher amount but with the requirement that they 
itemise fully their total deductions when claiming that higher amount. While this approach is similar 
in effect to the outcome in relation to uniform work-related expenses in Australia, it is not a legislated 
outcome. While the US has available a standard deduction for taxpayers in place of them having to 
itemise all deductions (Section 2.2.2), Australia proposed such an option with less scope but 
ultimately opted not to implement such a regime as outlined below. 

In the 2010-11 Budget the Australian government announced the two stage introduction of a standard 
deduction for the cost of WRE and managing tax affairs.  The first stage was for the introduction of a 
$500 standard deduction in 2012-2013 with stage two being to increase this to $1,000 in 2013-2014.  
                                                      
3 For a description of Items 25 and 26, see 
<http://www.ato.gov.au/uploadedFiles/Content/MEI/downloads/ind00342204n84170613.pdf> and 
<http://www.ato.gov.au/uploadedFiles/Content/ind00342201n84160613.pdf>  
4 This includes car and meal allowance, award transport payments allowance and travel allowance expenses. For more 
details see <http://www.ato.gov.au/Individuals/Tax-Return/2013/Tax-return/Deduction-questions-D1-D10/D3---Work-
related-clothing,-laundry-and-dry-cleaning-expenses/> 

http://www.ato.gov.au/Individuals/Income-and-deductions/In-detail/Education-and-study/Claiming-self-education-expenses---specific-expenses/?page=6
http://www.ato.gov.au/Individuals/Income-and-deductions/In-detail/Education-and-study/Claiming-self-education-expenses---specific-expenses/?page=6
http://www.ato.gov.au/uploadedFiles/Content/MEI/downloads/ind00342204n84170613.pdf
http://www.ato.gov.au/uploadedFiles/Content/ind00342201n84160613.pdf
http://www.ato.gov.au/Individuals/Tax-Return/2013/Tax-return/Deduction-questions-D1-D10/D3---Work-related-clothing,-laundry-and-dry-cleaning-expenses/
http://www.ato.gov.au/Individuals/Tax-Return/2013/Tax-return/Deduction-questions-D1-D10/D3---Work-related-clothing,-laundry-and-dry-cleaning-expenses/
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The standard deduction would not need to be claimed but be automatically provided to all taxpayers 
who did not claim a deduction for work-related costs and the cost of managing their tax affairs. 
Taxpayers could still itemise their own deductions and where it was less than the standard deduction, 
would automatically be given the standard deduction.  

This proposal attracted much criticism (Evans and Tran-Nam 2011) because in the end it was at a 
considerable cost since all taxpayers would now be entitled to a deduction.  Also, it would do little for 
simplicity as 66% of taxpayers (in 2010-11) were already claiming an average $2,163 of work-related 
expenses and 46.9% were claiming $294 on average for the cost of managing their tax affairs (Table 
1).  With most taxpayers already well above the proposed minimum of $1,000 for taxpayers, the 
reforms would have done little for simplicity but had a significant fiscal cost.  After first delaying the 
introduction of the proposal5 in the 2012 Budget the government abandoned the idea of a standard 
deduction, claiming that with the threefold increase in the tax free-threshold from 1 July 2012, the 
deduction was not necessary.  In the process, the fiscal saving in 2015-16 was estimated to be $1.2b6 
or 0.7% of personal income tax revenue.   

 Conditional specific cap with maximum: Australia’s proposed self-education expense 2.1.4
reform 

In the 2013-14 Australian Budget a cap of $2,000 was proposed from 2014-15 on self-education 
expenses, broadly defined to address what the government saw as significant private benefits at 
taxpayers' expense.  In particular it focused its arguments on deductions related to conferences, 
seminars, self-organised study tours, first class airfares, five star accommodation and expensive 
courses.  What it failed to acknowledge is the impact it would have on postgraduate education at 
universities who mounted a vigorous attack on the proposal. Complicating the proposal was that while 
employees could not claim a deduction for these expenses, an employer funding these directly and not 
through employee salary sacrifice could make unlimited claims through their business.  In response, 
the Government entered into extensive consultation on the proposed changes with affected groups and 
in its 7 August 2013 Economic Statement announced that it was delaying the introduction of the 
reform until 2015-16. Following the September 2013 Federal election, the newly elected Liberal-
National Party Government abandoned the previous Government’s proposal to cap self-education 
expenses8. 

 Conditional specific deduction with tax offset: Australia’s PHIR  2.1.5
The second health-related expense which attracts a specific deduction in the form of a tax offset in 
Australia is the cost of Private Health Insurance.  Until 1 July 2012, the insurance premiums attracted 
Private Health Insurance Rebate (PHIR) set at 30% which was not means tested.  In 2012-13, this 
offset was estimated to cost $1,570million9.  In response, from 1 July 2012, the Government 
introduced a means tested as shown in Table 2.  With Australian average weekly ordinary time 

                                                      
5 See 2010-11 Budget measure Stronger, fairer, simpler tax reform — standard deduction for work-related expenses and the 
cost of managing tax affairs (as amended in the 2011-12 MYEFO) 
6 Australian Government, Budget 2012 – 13, Budget Measures: Statement 2, p 36 and Budget 2012 – 13: Budget strategy 
and outlook, Statement 1, p 5-19 
7 See page 34 of Economic Statement August 2013  available at <http://www.budget.gov.au/2013-
14/content/economic_statement/download/2013_EconomicStatement.pdf>  
8 See<http://jbh.ministers.treasury.gov.au/media-release/017-2013/> and 
<http://jbh.ministers.treasury.gov.au/files/2013/11/MR017.pdf> 
9 See : Treasury (2013) Tax Expenditure Statement 2012, January 
<http://www.treasury.gov.au/~/media/Treasury/Publications%20and%20Media/Publications/2013/TES/downloads/PDF/TES
_2013_Consolidated.ashx> 

http://www.budget.gov.au/2013-14/content/economic_statement/download/2013_EconomicStatement.pdf
http://www.budget.gov.au/2013-14/content/economic_statement/download/2013_EconomicStatement.pdf
http://jbh.ministers.treasury.gov.au/media-release/017-2013/
http://jbh.ministers.treasury.gov.au/files/2013/11/MR017.pdf
http://www.treasury.gov.au/~/media/Treasury/Publications%20and%20Media/Publications/2013/TES/downloads/PDF/TES_2013_Consolidated.ashx
http://www.treasury.gov.au/~/media/Treasury/Publications%20and%20Media/Publications/2013/TES/downloads/PDF/TES_2013_Consolidated.ashx
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earnings in May 2012 being $70,500pa10 and employer superannuation contributions for employees 
9%, the adjusted taxable income thresholds imposed is some 92% of the average adjusted weekly 
income and given the other components identified in the note to Table 6, is effectively approaching 
100%.   These reforms were not introduced without considerable political debate and saw the 
incoming Australian government commit to their repeal when the Budget environment permits11. 
Table 2  Australian Government Private Health Insurance Rebate (from 1 July 2012) 

Singles^  
Families^ 

<$84,000  
<$168,000 

$84,001-97,000 
 $168,001-194,000 

$97,001-130,000  
$194,001-260,000 

>$130,001 
>$260,001 

Private Health Insurance Rebate 
< age 65 30% 20% 10% 0% 

Age 65-69 35% 25% 15% 0% 
Age 70+ 40% 30% 20% 0% 

Net Medical Expense Tax Offset (phased in from 2014-15) 
Rebate 20% 10%  0% 

Floor 2,120(indexed) 5,000 (unindexed) 
Medicare Levy Surcharge 

All ages 0.00% 1.00% 1.25% 1.50% 
Medicare Levy* 
$0 - $20,542 (Singles) 
$20,542 - $24,167 (Singles) 
$24,167 and Above 
(Singles) 

 
0% 

10.0% 
1.5% 

Note:  
^ Thresholds relate to adjusted taxable income which includes adjusted fringe benefits total )(reduced to $0 as amounts under $3738 are not 
reportable), tax-free government pensions, target foreign income, Reportable superannuation contributions (sum of reportable employer 
superannuation contributions and deductible personal superannuation contributions); total net investment loss (sum of net financial investment 
loss and net rental property loss), less child support paid. Single parents and couples (including de facto couples) are subject to family tiers. For 
families with children, the thresholds are increased by $1,500 for each child after the first. 
* Medicare Levy Thresholds for couples are 68.7% higher than those for singles 
Source: 2013-13 Australian Government Budget - Budget Paper No. 2. 
 

 Denial of deduction: NZ work-related expenses 2.1.6
In 1986, NZ introduced a broad based GST and, as part of the related reforms, it moved to both 
broaden the base and lower the rates of personal income tax.  A key element of this reform package 
was to almost totally remove employee access to work-related deductions which, as shown in Table 1, 
varies markedly from the case in other comparable countries.  What distinguishes New Zealand from 
most other countries is its unicameral system of government which allows the political party elected 
to government in the lower house to not be subject to review by an upper house.  As a consequence, it 
can implement policies which might either be rejected or amended in the house of review (the role 
assumed by most upper houses of parliament). 

 Politics of specific caps 2.1.7
What the discussion in this section highlights is the diverse range of specific deductions typically 
available to personal income taxpayers and the often complicated mechanisms for transforming these 
deductions into tax reliefs.  While the examples above are by no means comprehensive in terms of the 
specific caps imposed in Australia, NZ, US and the UK they do highlight just how tailored they can 
be to particular taxpayers and their circumstances. Unwinding such concessions is obviously of real 
concern to those who have based their decisions around such reliefs. This has been a particular issue 
in Australia as the Government has sought to reduce their fiscal cost, most evident in the means 
testing of the PHIR and phasing out of NMETO and with the failed attempts at introducing self-
education expenses.   
  

                                                      
10 See 
<http://www.abs.gov.au/AUSSTATS/abs@.nsf/allprimarymainfeatures/305CAE266E133F35CA257B18000D497D?opendo
cument > 
11 See <http://www.smh.com.au/federal-politics/political-opinion/abbott-not-gillard-is-the-true-class-warrior-20130428-
2imis.html> 

http://www.abs.gov.au/AUSSTATS/abs@.nsf/allprimarymainfeatures/305CAE266E133F35CA257B18000D497D?opendocument
http://www.abs.gov.au/AUSSTATS/abs@.nsf/allprimarymainfeatures/305CAE266E133F35CA257B18000D497D?opendocument
http://www.smh.com.au/federal-politics/political-opinion/abbott-not-gillard-is-the-true-class-warrior-20130428-2imis.html
http://www.smh.com.au/federal-politics/political-opinion/abbott-not-gillard-is-the-true-class-warrior-20130428-2imis.html
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2.2 Global caps 
Instead of attempting to individually cap a broad range of individual itemised deductions, an 
alternative is to allow deductions to be made with or without individual restriction and to then impose 
some global cap on the amount of aggregate deduction. Figure 2 sets out three broad approaches to 
imposing global caps on deductions and the remainder of this section will examine how these find 
application in the UK and US. 
Figure 2  Global caps income tax deduction  

 

 Global Cap using Maximum Deduction: UK 2012 cap on all deductions 2.2.1
In part response to growing public debt, an interim report on pensioner taxation by the Office of Tax 
Simplification12 and on capping tax reliefs by HM Treasury13, the UK government moved in its 2012 
Budget14 to cap aggregate deduction claims15 defined as those reliefs that are used to reduce the 
amount of general income liable to tax.  This was portrayed as both an equity and a revenue raising 
initiative.  In moving from all income tax reliefs16 being uncapped, the proposal was for anyone 
seeking to claim more than £50,000 of deductions17 this would be set at £50,000 or 25 per cent of 
their income, whichever is greater.  While this measure is not economically efficient and does bring 
into question the array of reliefs available, it does appear to be driven largely by a concern about high 
income individuals having available to them opportunities to reduce their tax liability not available to 
low income taxpayers. 

Figure 3 illustrates the impact of the effective cap on income tax reliefs from the new rule for a UK 
range of taxpayers with differing levels of deductions.  In effect, the new rule is equivalent to putting 
a floor of around 30% on how much deductions can reduce income tax for those with deductions over 
£50,000 (and who do not have income four times the level of their claimed deduction).  Unaffected 
are all those with less than £50,000 of deductions.  This application of a global (all inclusive) rule to 
cap itemised deduction related tax relief contrasts with the ‘deduction-by-deduction’ approach in 

                                                      
12  See <https://www.gov.uk/government/publications/taxation-of-pensioners-review  
13  See <https://www.gov.uk/government/consultations/delivering-a-cap-on-income-tax-relief>  
14  UK Budget 2012 pp3 See <http://webarchive.nationalarchives.gov.uk/20130129110402/http://cdn.hm-
treasury.gov.uk/budget2012_complete.pdf>  
15 See <https://www.gov.uk/government/consultations/delivering-a-cap-on-income-tax-relief>  
16 Income reliefs in the UK have a specific meaning.  In particular, added back into the normal definition of taxable income 
is trade loss relief against general income, early trade losses relief, post-cessation trade relief, property loss relief against 
general income, post-cessation property relief, employment loss relief, former employees deduction for liabilities, share loss 
relief, losses on deeply discounted securities, qualifying loan interest.  See discussion in 
<https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/81450/consult_income_tax_relief_cap_1307
12.pdf>  and <http://www.hmrc.gov.uk/tiin/2012/tiin2426.pdf> 
17 Deductions included in the cap are trade loss relief against general income, early trade losses relief, post-cessation trade 
relief, property loss relief against general income, post-cessation property relief, employment loss relief, former employees 
deduction for liabilities, share loss relief, losses on deeply discounted securities, qualifying loan interest.  See discussion in 
<https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/81450/consult_income_tax_relief_cap_1307
12.pdf> and <http://www.hmrc.gov.uk/tiin/2012/tiin2426.pdf>  

Global Caps

Minimum Tax
(2.2.2)

Maximum Deduction
(2.2.1)

eg US Alternative 
Minimum Income Tax

eg UK cap on income tax 
deductions

eg US Standard 
Deduction

Fixed Deduction
(2.2.3)

https://www.gov.uk/government/publications/taxation-of-pensioners-review
https://www.gov.uk/government/consultations/delivering-a-cap-on-income-tax-relief
http://webarchive.nationalarchives.gov.uk/20130129110402/http:/cdn.hm-treasury.gov.uk/budget2012_complete.pdf
http://webarchive.nationalarchives.gov.uk/20130129110402/http:/cdn.hm-treasury.gov.uk/budget2012_complete.pdf
https://www.gov.uk/government/consultations/delivering-a-cap-on-income-tax-relief
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/81450/consult_income_tax_relief_cap_130712.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/81450/consult_income_tax_relief_cap_130712.pdf
http://www.hmrc.gov.uk/tiin/2012/tiin2426.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/81450/consult_income_tax_relief_cap_130712.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/81450/consult_income_tax_relief_cap_130712.pdf
http://www.hmrc.gov.uk/tiin/2012/tiin2426.pdf
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Australia which has an equivalent ultimate objective but an approach with a greater political risk 
given that it impacts on all income groups and not just those on high incomes where the tax relief 
accruing can be less readily justified on equity grounds.   
Figure 3  UK cap on tax reliefs for a single person with different levels of deductions 

 

 
Source: Own calculations 

 Global Cap using Minimum Tax: US Alternative Minimum Income Tax 2.2.2
An effective alternative to capping aggregate itemised deductions is to directly cap the tax reduction 
arising from the deduction. This approach could be achieved with a specific cap imposed through a 
capped tax offset rate (as discussed in Sections 2.1.2a and 2.1.5) or some global minimum income tax 
rule.  The latter approach was introduced in the US in 1969 and is administered in parallel with the 
personal income tax.  The current design was enacted in 1982 in the form of an Alternative Minimum 
Tax (AMT)18 which imposes a global floor on an individual’s income tax liability. The system works 
by first estimating an individual’s tax liability under the regular individual income tax rules and then 
AMT is estimated. The greater of the two is paid by the taxpayer.  The purpose of AMT is to attempt 
to ensure that individuals who benefit from certain exclusions, deductions or credits pay at least a 
minimum amount of tax.  Not only are different rate schedules administered under each tax but 
different income concepts are also applied (Box 4).  Under the individual income tax, taxable income 
is defined as adjusted gross income (AGI which is total gross income minus specific deductions) 
minus allowances for personal exemptions and itemised deductions (some of which are limited as a 
percentage of AGI such as medical expenses and miscellaneous itemised deductions).   

                                                      
18 See <http://www.irs.gov/taxtopics/tc556.html> and <http://www.irs.gov/pub/irs-pdf/f6251.pdf> 

http://www.irs.gov/taxtopics/tc556.html
http://www.irs.gov/pub/irs-pdf/f6251.pdf


N Warren  How should personal income tax deductions be capped in a political environment? 

11 | 

In contrast, the Alternative Minimum Taxable Income (AMTI) is AGI but with certain deductions 
such as medical expenses, state and local taxes and mortgage interest added back19. In effect, this acts 
to remove many deductions from the final taxable income concept.  Figure 4 provides an effective 
comparison of the AMT and standard income tax schedules and indicates that the AMT schedule is 
calibrated so that the deductions added back into income when calculating AMT are designed to 
prevent tax falling below 77% of that under the standard schedule from tax relief for high income 
individuals. 
Box 4  US Personal Income Tax Schedules: 2013 

Married Taxpayers Filing Jointly 
  A. Income Tax Schedule 
  Taxable income   
  Low Bound Upper Bound Tax % of Excess 

0 17,850 0 10% 
17,851 72,500 1,785 15% 
72,501 146,400 9,983 25% 

146,401 223,050 28,458 28% 
223,051 398,350 49,920 33% 
398,351 450,000 107,769 35% 
450,001 and above 125,846 40% 

B. Alternative Minimum Tax Schedule 
 Alternative minimum taxable income 

  Low Bound Upper Bound Tax % of Excess 
0 80,800 0 0% 

80,801 255,800 0 26% 
255,801 and above 45,500 28% 

    Married Taxpayers Filing Separately 
 A. Income Tax Schedule 

  Taxable income   
  Low Bound Upper Bound Tax % of Excess 

0 8,925 0 10% 
8,926 36,250 893 15% 

36,251 73,200 4,991 25% 
73,201 111,525 14,229 28% 

111,526 199,175 24,959 33% 
199,176 225,000 53,884 35% 
225,001 and above 62,923 40% 

B. Alternative Minimum Tax Schedule 
 Alternative minimum taxable income 

  Low Bound Upper Bound Tax % of Excess 
0 40,400 0 0% 

40,401 127,900 0 26% 
127,901 and above 22,750 28% 

    Single Taxpayers 
  A. Income Tax Schedule 
  Taxable income   
  Low Bound Upper Bound Tax % of Excess 

0 8,925 0 10% 
8,926 36,250 893 15% 

36,251 87,850 4,991 25% 
87,851 183,250 17,891 28% 

183,251 398,350 44,603 33% 
398,351 400,000 115,586 35% 
400,001 and above 116,164 40% 

    B. Alternative Minimum Tax Schedule 
 Alternative minimum taxable income 

  Low Bound Upper Bound Tax % of Excess 
0 51,900 0 0% 

51,901 226,900 0 26% 
226,901 and above 45,500 28% 

Source: <www.irs.gov>  

                                                      
19 Items which are added back onto taxable income when calculating Alternative Minimum Taxable income includes 
itemised deductions for state and local taxes, medical and dental expenses, and miscellaneous deductions; mortgage interest 
on home equity debt; investment interest expenses, net operating loss deduction, interest from specified private activity 
bonds exempt from the regular tax, and passive income or losses and net operating loss deduction.  For a full list see 
<http://www.irs.gov/pub/irs-pdf/f6251.pdf>  .  

http://www.irs.gov/
http://www.irs.gov/pub/irs-pdf/f6251.pdf
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Figure 4  Relationship between Alternative Minimum Tax and Standard Tax: US 2013 

 
Source: Own calculations 

Two aspects of AMT have attracted much debate in the US. Firstly, that AMT impacts more on 
middle income rather than high income households despite AMT thresholds being indexed over time 
for inflation (as evident in Figure 4).  Secondly, that all taxpayers must calculate AMT whether they 
are subject to it or not.  Such criticisms cannot be levelled against the UK approach shown in Figure 3 
since the deduction cap rule allows deductions to increase with income and for the rule to be applied 
as part of the process of calculating personal income tax.  

 Global Cap using Fixed Deduction: US standard deduction and means tested itemised 2.2.3
deduction 

Two events transfixed Americans in 2012, the US Presidential Election and the imminent Fiscal Cliff.  
With both came a debate about curtailing the availability of deductions to high income individuals.  
Of particular note was the fiscal cost of itemised deductions.  In the US system, taxpayers are entitled 
to claim either a standard deduction or to itemise and claim a broad range of deductions as shown in 
Table 320.  As a result, 66.5% of taxpayers claim the standard deduction and these are primarily low 
income individuals (Table 4).  In contrast, itemised deductions are claimed by 31.8% of taxpayers and 
these are mostly middle and high income households.  What Table 4 also highlights is just how 
significant these deductions are as a proportion of adjusted gross income.  Of those with itemised 
deductions, Table 3 shows that it is not work-related expenses but other taxes paid, interest on 
mortgages, and charitable contributions that are the major source of itemised deductions. 

Two policy responses have resulted from the availability and fiscal cost and distribution of itemised 
and standard deductions. One has been to impose specific caps on the availability of itemised 
deductions and the other to impose a global cap on their availability through the alternative minimum 
income tax (as discussed in Section 2.2.2).  During the 2012 US Presidential Election, Candidate Mitt 
Romney proposed a specific cap on itemised deductions (at anywhere from US$17,000 to US$50,000) 
designed to fund a 20% reduction in marginal tax rates.  The failure to be specific about his proposal, 
its impact on related government policies and the lack of clarity on its economic, fiscal and 

                                                      
20 Available itemised deductions include medical and dental expenses, deductible taxes, home mortgage points, interest 
expense, charitable contributions, miscellaneous expenses, business use of home, business use of car, business travel 
expenses, business entertainment expenses, educational expenses, employee business expenses, casualty, disaster, and theft 
losses (including federally declared disaster areas).  See <http://www.irs.gov/taxtopics/tc500.html>  

http://www.irs.gov/taxtopics/tc500.html
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stakeholder impact21, saw his proposed reform gain little traction during the 2012 Presidential 
campaign.   
Table 3  Taxpayers with Itemised Deductions: US 2011 

 
Source: Table 1.2 available at <http://www.irs.gov/file_source/pub/irs-soi/11in12ms.xls>   
 

With Obama the winner in the 2012 Presidential Election and the imminent January 2013 ‘fiscal 
cliff’, attention again returned to curtailing itemised deductions.  In the American Taxpayer Relief Act 
which was the final agreed response to the ‘cliff’, the Pease Limitation on itemised deductions was 
reintroduced along with higher marginal tax rates on the income and capital gains of high income 
individuals.  The Pease Limitation (while originally repealed in 2010) is designed to reduce itemised 
deductions (Box 5) by 3% (o1 taper) of the excess that adjusted gross income (AGI)22 exceeds 
deductions over limits which vary for different taxpayer groups,  but with the condition that the 
deduction reduction cannot not exceed 80% (o2 cap) of allowable itemised deductions.  This cap is not 
to be applied to medical expenses, investment interest, casualty and theft losses, and gambling losses. 
Table 4  Distribution of Itemised and Standard Deductions: US 2011 

 
Source: Table 1.2 available at <http://www.irs.gov/file_source/pub/irs-soi/11in12ms.xls>  
 

                                                      
21 See discussion in <http://taxvox.taxpolicycenter.org/2012/10/17/how-much-revenue-would-a-cap-on-itemised-deductions-
raise/> , <http://www.bloomberg.com/news/2012-10-03/romney-17-000-deduction-cap-first-of-three-part-proposal.html> 
and <http://www.nber.org/feldstein/wsj08282012.pdf>  <http://www.cbpp.org/cms/?fa=view&id=3624#>  , 
<http://www.cbpp.org/cms/index.cfm?fa=view&id=3612>   
  

Itemized Deductions (ID)

% of All 
Taxpayers 

 w ith 
specific ID

% of 
Taxpayers 

w ith ID, w ith 
specific ID

Share of 
Total ID

ID as % 
Total 

Income
Medical and dental expenses 7.1% 22.4% 7.0% 1.5%
Taxes paid 31.6% 99.3% 38.2% 8.2%
Interest paid 25.1% 78.9% 31.5% 6.8%
Contributions 26.0% 81.6% 14.3% 3.1%
Casualty or theft loss 0.1% 0.3% 0.3% 0.1%
Limited miscellaneous (incl WRE and Tax Prep'n) 8.2% 25.6% 7.1% 1.5%
Unlimited miscellaneous (incl Gambling losses) 0.9% 2.9% 1.7% 0.4%
Taxpayers with ID 31.8% 100.0% 21.5%

Size of adjusted gross income

Itemized 
deductions  

(ID)

Standard 
deduction 

(SD
Itemized 

Dedns
Standard 

Dedn

Itemize and 
Standard 

Dedn
All returns, total 100.0% 100.0% 31.8% 66.5% 14.6% 9.2% 23.7%
$1 under $5,000 7.0% 0.5% 3.7% 96.3% 21.1% 195.0% 216.2%
$5,000 under $10,000 10.6% 0.7% 4.4% 95.6% 9.1% 86.8% 95.8%
$10,000 under $15,000 11.7% 1.1% 6.9% 93.1% 8.3% 55.7% 64.0%
$15,000 under $20,000 10.9% 1.3% 9.0% 91.0% 7.9% 40.4% 48.3%
$20,000 under $25,000 9.3% 1.5% 11.7% 88.3% 8.1% 31.1% 39.2%
$25,000 under $30,000 7.9% 1.7% 15.8% 84.2% 8.6% 24.7% 33.3%
$30,000 under $40,000 12.0% 4.2% 23.4% 76.6% 10.2% 18.2% 28.4%
$40,000 under $50,000 8.4% 4.8% 33.1% 66.8% 11.8% 13.1% 24.9%
$50,000 under $75,000 12.5% 13.6% 48.1% 51.9% 14.2% 8.2% 22.4%
$75,000 under $100,000 5.9% 13.4% 65.1% 34.9% 15.8% 4.4% 20.2%
$100,000 under $200,000 3.6% 27.4% 83.7% 16.3% 16.9% 1.4% 18.3%
$200,000 under $500,000 0.3% 14.3% 95.4% 4.6% 16.1% 0.2% 16.3%
$500,000 under $1,000,000 0.0% 4.7% 96.9% 3.1% 14.3% 0.1% 14.3%
$1,000,000 under $1,500,000 0.0% 1.8% 97.5% 2.5% 13.6% 0.0% 13.6%
$1,500,000 under $2,000,000 0.0% 1.1% 98.0% 2.0% 13.6% 0.0% 13.6%
$2,000,000 under $5,000,000 0.0% 2.6% 98.3% 1.7% 13.2% 0.0% 13.2%
$5,000,000 under $10,000,000 0.0% 1.4% 98.7% 1.3% 13.0% 0.0% 13.0%
$10,000,000 or more 0.0% 3.8% 99.1% 0.9% 14.5% 0.0% 14.5%

% share of 
total 

Standard 
Deduction

% share of  
total 

Itemized 
Deductions

% of All Taxpayers with Aggregate Dedn as % of Aggregate 
Gross Income (AGI)

http://www.irs.gov/file_source/pub/irs-soi/11in12ms.xls
http://www.irs.gov/file_source/pub/irs-soi/11in12ms.xls
http://taxvox.taxpolicycenter.org/2012/10/17/how-much-revenue-would-a-cap-on-itemized-deductions-raise/
http://taxvox.taxpolicycenter.org/2012/10/17/how-much-revenue-would-a-cap-on-itemized-deductions-raise/
http://www.bloomberg.com/news/2012-10-03/romney-17-000-deduction-cap-first-of-three-part-proposal.html
http://www.nber.org/feldstein/wsj08282012.pdf
http://www.cbpp.org/cms/?fa=view&id=3624
http://www.cbpp.org/cms/index.cfm?fa=view&id=3612
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In addition, the previously suspended Personal Exemption Phaseout (PEP) was also reinstated with 
the same thresholds as for itemised deductions, this time with the total amount of the exemptions that 
could be claimed being reduced by 2% for each $2,500 (or portion thereof) by which the taxpayer's 
AGI exceeded the applicable threshold.  Both these reforms will ultimately have little impact on 
personal income tax collections in the US. 
Box 5  Pease Limitation and US Itemised Deductions  

Deduction Test  Tax Deduction 
2012   
Standard (Minimum) Deduction S>I Dd=S 
Itemised Deduction S<I  Dd=I   
For 2012, the values in the above table were for a: 

- single individual: S=$5,950 
- Married couple joint filing: S=$11,900 
- Married couple single filing: S=$5,950 
- Head of Household: S=$8,700 

2013 
Standard (Minimum) Deduction S>I Dd=S 
Itemised Deduction S<I and Yadj<A Dd=I 
 (with Pease Limitation) S<I and Yadj>A Dd is the greater of:  

I - o
1
.(Yadj-A)  or  I - o

2
.I   

For 2013, the values in the above table were for a: 
- single individual: A=$250,000, S=$6,100 
- Married couple joint filing: A=$300,000, S=$12,200 
- Married couple single filing: A=$150,000, S=$6,100 
- Head of Household: A=$275,000, S=$8,950 

     and in all cases: o
1 = 3%, o

2 = 80% (Pease Limitation) 
Note: I=Itemised deductions, Standard(Minimum), Dd= Income deduction, Yadj=AGI 
Source: <www.irs.gov>  

2.3 Cap design observations 
What is evident from the review above of how a floor has been put under the availability and cost of 
itemised deductions in Australia, NZ, UK and the US is that Australia can be distinguished by its 
adoption of specific caps on particular itemised deductions rather than imposing global caps on all 
itemised deductions.  With the Australian approach comes greater political risk as each proposal raises 
the ire of a specific claimant group which then becomes vocal in defence of its own self-interest. In 
contrast, global measures such as the UK deduction cap (Figure 3) and the US AMT (figure 4) elicit 
far less strident criticism as they do not target one particular group but all taxpayers whose total 
deductions increase with increasing income. 

This is not to assert that the global approaches are not without criticism – such as the impact of the US 
approach on middle income groups (evident in Figure 4) and on compliance and administrative costs.  
Rather, that the US and UK have adopted an approach which is more focused on overall equity which 
enables the politics of the reforms to be managed more simply and transparently.  

An important question then is why Australia has persisted with imposing specific caps on itemised 
deductions and not considered imposing global caps on all itemised deductions?  Is this because 
Australia has a poor understanding of the alternative policy options, or because different deductions 
carry varying political preferences? Or are there fundamental differences in taxpayer behaviour and 
availability of deductions which might mean global caps are not a reasonable alternative in practice, 
even if a theoretical case could be mounted for such an option? 

3 DEDUCTION FACTS KEY TO AUSTRALIAN REFORM 

To gain an understanding of whether there are key differences in practice between Australia, UK and 
the US (leaving out NZ) which might impact on the political feasibility of introducing global caps in 
Australia, this section will examine data on itemised deduction differences in terms of both their size 
and distribution across taxpayers in each country.   With this knowledge, we will be better able to 
assess whether global caps are feasible political and practical options in Australia based on the facts 
around taxpayer take up of deductions. 

http://www.irs.gov/
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Table 5 details the key differences between Australia, the US and the UK in relation to personal 
income tax itemised deductions.  In the US, individuals have the option of either a standard deduction 
or itemising their actual deductions.  Table 5a indicates that in the case of the US, 31.8% of taxpayers 
itemise their deductions and that this is largely a practice by middle and higher income individuals. As 
Table 4 shows, the standard deduction is utilised primarily by low income individuals. While 
ultimately almost all tax payers therefore have access to some level of deduction, for those claiming 
itemised deductions, in aggregate this 31.8% of taxpayers have claims equal to some 14.6% of 
aggregate gross income (in 2011).  For the 66.5% of taxpayers who claim the standard deduction 
these deductions are equal to only 9.2% of aggregate gross income (Tables 4 and 5a).  

This situation can be contrasted with that in the UK where only 38.7% of taxpayers in 2010–11 
claimed deductions and those deductions total just 3.2% of total income (Table 5b), considerably less 
than the case with itemised deductions in the US. Both these situations are again very different to the 
Australian case where the value of all deductions was just 4.6% of aggregate total income of 
taxpayers despite some 81.3% of taxpayers claiming a deduction (Table 5c). What is evident is that 
the Australian system of allowing deductions has encouraged a proliferation of minor deductions by 
the majority of taxpayers. In contrast to the UK, Australian taxpayers claim just over 40% more in 
deductions in total relative to their income despite the number of claimants as a proportion of all 
taxpayers being more than double.   

In contrast to the US where most deductions relate to other taxes paid, medical expenses and 
charitable donations (Table 3), in Australia (Table 1) itemised deductions for work related expenses 
are most important (60.5%) followed by non-employer superannuation contributions (14.5%).  The 
distribution of these deductions across percentiles in Australia and how they benefit each group is 
clearly evident in Table 6 and Figure 5 contrast this with the situation in the US and UK by mapping 
the cumulative distribution of all itemised deductions against the  cumulative distribution of the 
population. What is evident is how much more evenly distributed are itemised deductions in Australia 
than in the UK and US, which can in large part be attributed to the much higher level of take-up in 
Australia of the option to make deduction claims. 

While curtailing the level of work-related expense deductions in Australia has been the focus of recent 
government action (as noted in Section 2), a more active public debate has centred on the deductibility 
of losses on residential and commercial property investments against any non-property income source 
and the 50% discount on any capital gains on the sale of property owned for greater than one year 
(AFTS 2009 Part 2, Vol 2 p419-20).  As is shown in Table 1, losses on residential property 
investment are equivalent to 42% of total deductions and 69% of work related expenses.  Without 
passing judgment on the merits of the arguments in this debate, what is apparent is that the losses on 
property are significant given that they are claimed by just 9.5% of taxpayers, while deductions are 
claimed by 81.3% (an issue further examined below). 

What the analysis in this section highlights is that in contrast to the US and UK, deductions in 
Australia are relatively modest but utilised by most taxpayers. As a consequence, any move to curtail 
access to such deductions will encounter widespread community resistance. Not surprisingly, actions 
taken in recent years to reduce deductions such as those related to various work-related expenses have 
proven highly controversial. An important question then is whether a focus on imposing global caps 
on deductions would elicit an adverse political response while at the same time raising necessary 
revenue and curtailing the use and access to deductions. 
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Table 5  Distribution of Taxpayers with Itemised Deductions: Australia, UK and the US 
a.  United States of America 2011  

 
Source: Table 1.2 available at <http://www.irs.gov/file_source/pub/irs-soi/11in12ms.xls>   
b.  UK 2010-11 (Taxpayers by Total Income) 

 
Source:  <http://www.hmrc.gov.uk/statistics/income-by-year/table3-5.xls> 
c.  Australia 2010-11 (All Taxpayers ranked by Total Income) 

 
Source: ATO, Personal Income Tax 1% Sample Unit Record File, 2010-11 

Range of adjusted gross 
income (lower limit) ($US)

% of all Returns 
with Itemized 

Deductions (ID)

Aggregate 
Itemized Dedn as 

% of AGI

% of all Tax 
Returns

Share of all 
Itemised 

Deductions

% of all 
Returns with 

Standard 
Deduction (SD) 

Aggregate 
Standard 

Dedn as % of 
AGI

$1 3.7% 21.1% 9.0% 0.5% 96.3% 195.0%
$5,000 4.4% 9.1% 8.5% 0.7% 95.6% 86.8%
$10,000 6.9% 8.3% 8.9% 1.1% 93.1% 55.7%
$15,000 9.0% 7.9% 8.2% 1.3% 91.0% 40.4%
$20,000 11.7% 8.1% 7.0% 1.5% 88.3% 31.1%
$25,000 15.8% 8.6% 6.2% 1.7% 84.2% 24.7%
$30,000 23.4% 10.2% 10.0% 4.2% 76.6% 18.2%
$40,000 33.1% 11.8% 7.6% 4.8% 66.8% 13.1%
$50,000 48.1% 14.2% 13.0% 13.6% 51.9% 8.2%
$75,000 65.1% 15.8% 8.2% 13.4% 34.9% 4.4%
$100,000 83.7% 16.9% 10.2% 27.4% 16.3% 1.4%
$200,000 95.4% 16.1% 2.6% 14.3% 4.6% 0.2%
$500,000 96.9% 14.3% 0.4% 4.7% 3.1% 0.1%
$1,000,000 97.5% 13.6% 0.1% 1.8% 2.5% 0.0%
$1,500,000 98.0% 13.6% 0.0% 1.1% 2.0% 0.0%
$2,000,000 98.3% 13.2% 0.1% 2.6% 1.7% 0.0%
$5,000,000 98.7% 13.0% 0.0% 1.4% 1.3% 0.0%
$10,000,000 or more 99.1% 14.5% 0.0% 3.8% 0.9% 0.0%
All returns, total 31.8% 14.6% 100.0% 87.6% 66.5% 9.2%

Range of total income 
(lower limit) (£pa)

% of all 
Individual 
taxpayers

Ratio of 
Aggregate Dedns 
and Reliefs as % 

of Aggregate 
Total Income

% of all 
Taxpayers

Share of all 
Deductions

£6,475 4.8% 0.1% 2.0% 0.0%
£7,000 10.9% 0.5% 3.6% 0.2%
£8,000 12.3% 0.7% 7.2% 0.5%
£10,000 13.2% 0.7% 9.0% 0.8%
£12,000 17.7% 1.0% 12.5% 1.9%
£15,000 26.8% 1.4% 17.4% 4.8%
£20,000 44.8% 2.2% 22.0% 13.5%
£30,000 68.6% 3.4% 18.0% 26.5%
£50,000 84.7% 4.3% 4.4% 12.5%
£70,000 83.1% 4.7% 2.1% 9.2%
£100,000 83.4% 5.9% 1.0% 8.3%
£150,000 86.2% 6.2% 0.4% 4.5%
£200,000 87.0% 6.3% 0.2% 4.3%
£300,000 86.0% 6.1% 0.1% 3.6%
£500,000 87.0% 7.5% 0.1% 4.3%
£1,000,000 90.0% 6.4% 0.0% 5.3%
All ranges 38.7% 3.2% 100.0% 100.0%

Percentiles % of all 
Taxpayers with 

Itemized 
Deductions

Aggregate 
Itemized 

Dedution as % 
Aggregate Total 

Income

% of all 
Taxpayers

Share of all 
Deductions

1-10 30.7% 17.1% 10.0% 0.8%
11-20 58.2% 3.0% 10.0% 1.6%
21-30 77.7% 3.8% 10.0% 3.3%
31-40 85.6% 4.1% 10.0% 4.9%
41-50 89.7% 4.0% 10.0% 6.2%
51-60 92.4% 4.2% 10.0% 7.8%
61-70 93.7% 4.5% 10.0% 10.3%
71-80 94.9% 4.7% 10.0% 13.3%
81-90 95.4% 5.1% 10.0% 18.3%
91-95 95.9% 5.2% 5.0% 12.5%
96-99 94.1% 4.9% 4.0% 14.9%
99.1-99.9 92.7% 4.0% 0.9% 5.4%
99.9-100 90.6% 2.3% 0.1% 0.9%
All 81.3% 4.6% 100.0% 100.0%

http://www.irs.gov/file_source/pub/irs-soi/11in12ms.xls
http://www.hmrc.gov.uk/statistics/income-by-year/table3-5.xls
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Table 6  Australia 2010-11 (All Taxpayers ranked by Total Income) 

 
Source: ATO, 1% sample unit record file 2010-11 (<http://www.ato.gov.au/About-ATO/Research-and-statistics/In-detail/Tax-statistics/Taxation-
statistics-2010-11/?page=52#Individual_sample_file>) 

Work 
Related 

Expenses

Interest and 
Dividend 

Costs Gifts
Cost of Tax 

Affairs

Non-employer 
Super 

Contributions
Other 

Deductions
Total 

Deductions
Rental 

Losses
Total 

Losses

Total Deductions 
+Losses (excl 

Gift/SelfSuper)

a.  % of Group with specific deduction
Taxpayer Percentiles
1-10 14.2% 2.2% 7.1% 14.8% 0.1% 2.3% 30.7% 8.8% 17.1% 37.8%
11-20 37.5% 3.1% 18.0% 24.8% 0.2% 2.4% 58.2% 4.0% 7.7% 56.8%
21-30 56.8% 4.4% 27.9% 37.9% 0.5% 3.9% 77.6% 4.8% 7.7% 75.1%
31-40 67.1% 4.8% 35.1% 45.7% 0.8% 4.6% 85.5% 6.4% 9.1% 83.2%
41-50 75.5% 5.0% 39.9% 52.0% 0.9% 5.4% 89.6% 7.5% 10.3% 87.8%
51-60 79.5% 5.5% 43.8% 54.6% 1.3% 6.4% 92.4% 8.1% 10.6% 90.5%
61-70 82.4% 5.9% 47.8% 56.7% 1.6% 7.7% 93.8% 10.2% 12.8% 91.7%
71-80 84.9% 6.3% 50.7% 59.8% 1.7% 9.8% 94.9% 12.1% 15.0% 92.8%
81-90 84.8% 8.5% 53.3% 60.7% 2.1% 13.0% 95.4% 14.1% 17.6% 93.6%
91-95 83.9% 10.1% 55.2% 64.1% 3.6% 16.3% 96.2% 18.0% 21.8% 93.7%
96-99 72.9% 15.5% 55.7% 60.8% 7.1% 21.1% 94.0% 21.7% 27.0% 91.0%
99.1-99.9 64.6% 23.5% 61.6% 61.5% 9.5% 27.9% 93.6% 15.2% 22.6% 90.1%
99.9-100 32.5% 31.0% 51.6% 58.7% 26.2% 20.6% 90.5% 27.0% 39.7% 90.5%
All 66.0% 5.9% 38.0% 46.9% 1.5% 7.5% 81.3% 9.5% 13.2% 80.2%

b.  Average deduction claimed by taxpayers with specific deduction ($pa)
1-10 417 1,421 232 326 2,182 1,380 615 -10,588 -17,614 8,403
11-20 592 950 209 230 2,735 728 635 -8,587 -9,746 1,888
21-30 944 840 212 218 3,004 1,041 992 -7,965 -8,838 1,834
31-40 1,260 1,362 223 226 3,552 1,006 1,362 -8,241 -9,521 2,313
41-50 1,437 1,140 231 211 6,318 1,169 1,635 -8,803 -9,194 2,570
51-60 1,688 1,275 268 226 8,322 1,222 1,992 -8,494 -8,969 2,836
61-70 2,136 1,985 281 239 12,573 1,330 2,609 -8,761 -9,221 3,593
71-80 2,591 1,977 312 264 19,554 1,418 3,274 -9,382 -10,011 4,449
81-90 3,356 3,113 374 319 28,866 1,557 4,531 -10,156 -10,330 5,690
91-95 3,961 5,565 467 392 34,806 1,853 6,192 -12,269 -13,344 7,839
96-99 4,710 7,865 792 668 36,641 3,197 9,353 -15,868 -18,170 11,698
99.1-99.9 5,498 14,539 1,466 1,234 36,008 4,966 14,372 -17,882 -22,731 15,807
99.9-100 6,759 17,483 2,822 2,263 34,075 6,916 22,931 -29,316 -44,325 30,899
All 2,163 3,251 341 294 22,915 1,714 2,901 -10,283 -11,938 4,319

c.  Deduction as a % of Average Income
1-10 41.2% 140.4% 22.9% 32.2% 215.6% 136.3% 60.8% 1046.2% 1740.4% 830.3%
11-20 4.9% 7.8% 1.7% 1.9% 22.5% 6.0% 5.2% 70.7% 80.2% 15.5%
21-30 4.7% 4.2% 1.1% 1.1% 15.1% 5.2% 5.0% 40.0% 44.4% 9.2%
31-40 4.5% 4.9% 0.8% 0.8% 12.7% 3.6% 4.9% 29.6% 34.2% 8.3%
41-50 4.0% 3.2% 0.6% 0.6% 17.6% 3.3% 4.6% 24.6% 25.6% 7.2%
51-60 3.8% 2.9% 0.6% 0.5% 19.0% 2.8% 4.5% 19.3% 20.4% 6.5%
61-70 4.0% 3.7% 0.5% 0.4% 23.5% 2.5% 4.9% 16.4% 17.2% 6.7%
71-80 3.9% 3.0% 0.5% 0.4% 29.6% 2.1% 5.0% 14.2% 15.2% 6.7%
81-90 4.0% 3.7% 0.4% 0.4% 34.1% 1.8% 5.4% 12.0% 12.2% 6.7%
91-95 3.5% 4.9% 0.4% 0.3% 30.9% 1.6% 5.5% 10.9% 11.8% 7.0%
96-99 2.7% 4.5% 0.5% 0.4% 20.9% 1.8% 5.3% 9.0% 10.4% 6.7%
99.1-99.9 1.6% 4.4% 0.4% 0.4% 10.8% 1.5% 4.3% 5.4% 6.8% 4.7%
99.9-100 0.8% 1.9% 0.3% 0.3% 3.8% 0.8% 2.6% 3.3% 4.9% 3.4%
All 4.2% 6.4% 0.7% 0.6% 44.9% 3.4% 5.7% 20.1% 23.4% 8.5%

d.  % Distribution of each specific deduction
1-10 0.4% 1.6% 1.3% 3.5% 0.0% 2.5% 0.8% 9.5% 19.1% 9.2%
11-20 1.6% 1.5% 2.9% 4.1% 0.2% 1.3% 1.6% 3.5% 4.7% 3.1%
21-30 3.8% 1.9% 4.6% 6.0% 0.4% 3.2% 3.3% 3.9% 4.3% 4.0%
31-40 5.9% 3.4% 6.0% 7.5% 0.8% 3.6% 4.9% 5.4% 5.5% 5.6%
41-50 7.6% 3.0% 7.1% 7.9% 1.7% 4.9% 6.2% 6.8% 6.0% 6.5%
51-60 9.4% 3.6% 9.1% 8.9% 3.2% 6.1% 7.8% 7.0% 6.0% 7.4%
61-70 12.3% 6.1% 10.4% 9.8% 5.7% 8.0% 10.4% 9.1% 7.5% 9.5%
71-80 15.4% 6.4% 12.2% 11.5% 9.6% 10.8% 13.2% 11.6% 9.6% 11.9%
81-90 19.9% 13.7% 15.4% 14.0% 17.9% 15.8% 18.3% 14.6% 11.5% 15.4%
91-95 11.6% 14.6% 10.0% 9.1% 18.3% 11.8% 12.6% 11.3% 9.2% 10.6%
96-99 9.6% 25.3% 13.6% 11.7% 30.4% 21.1% 14.9% 14.1% 12.4% 12.3%
99.1-99.9 2.2% 16.0% 6.3% 5.0% 9.1% 9.8% 5.2% 2.5% 2.9% 3.7%
99.9-100 0.2% 2.8% 1.1% 1.0% 2.6% 1.1% 0.9% 0.8% 1.1% 0.8%
All 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

e.  Specific deduction contribution to Total deductions

Total 
Income 

Share

Total 
Deduction 

Share

Popln Share

1-10 31.3% 16.7% 8.7% 25.5% 0.8% 17.0% 100.0% 0.2% 0.8% 10.0%
11-20 60.0% 7.9% 10.2% 15.5% 1.8% 4.7% 100.0% 2.4% 1.6% 10.0%
21-30 69.6% 4.8% 7.7% 10.7% 2.0% 5.2% 100.0% 3.9% 3.3% 10.0%
31-40 72.6% 5.6% 6.7% 8.9% 2.3% 4.0% 100.0% 5.5% 4.9% 10.0%
41-50 74.0% 3.9% 6.3% 7.5% 4.0% 4.3% 100.0% 7.0% 6.2% 10.0%
51-60 73.0% 3.8% 6.4% 6.7% 5.9% 4.3% 100.0% 8.6% 7.8% 10.0%
61-70 71.9% 4.8% 5.5% 5.5% 8.0% 4.2% 100.0% 10.5% 10.4% 10.0%
71-80 70.8% 4.0% 5.1% 5.1% 10.5% 4.5% 100.0% 12.9% 13.2% 10.0%
81-90 65.8% 6.1% 4.6% 4.5% 14.2% 4.7% 100.0% 16.6% 18.3% 10.0%
91-95 55.8% 9.5% 4.3% 4.2% 21.1% 5.1% 100.0% 11.0% 12.6% 5.0%
96-99 39.1% 13.9% 5.0% 4.6% 29.7% 7.7% 100.0% 13.7% 14.9% 4.0%
99.1-99.9 26.4% 25.5% 6.7% 5.6% 25.5% 10.3% 100.0% 5.9% 5.2% 0.9%
99.9-100 10.6% 26.1% 7.0% 6.4% 43.0% 6.9% 100.0% 1.8% 0.9% 0.1%
All 60.5% 8.2% 5.5% 5.9% 14.5% 5.4% 100.0% 100.0% 100.0% 100.0%

http://www.ato.gov.au/About-ATO/Research-and-statistics/In-detail/Tax-statistics/Taxation-statistics-2010-11/?page=52#Individual_sample_file
http://www.ato.gov.au/About-ATO/Research-and-statistics/In-detail/Tax-statistics/Taxation-statistics-2010-11/?page=52#Individual_sample_file
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Figure 5  Differences in Distribution of Itemised Deductions: Australia (2010-11), UK (2010-11) and US 
(2011)  

 
Source:  
US: Table 1.2 available at <http://www.irs.gov/file_source/pub/irs-soi/11in12ms.xls> 
UK: <http://www.hmrc.gov.uk/statistics/income-by-year/table3-5.xls>   
Australia: ATO 1% sample unit record file 2010-11 (<http://www.ato.gov.au/About-ATO/Research-and-statistics/In-detail/Tax-
statistics/Taxation-statistics-2010-11/?page=52#Individual_sample_file>) 
 

4 APPLYING GLOBAL CAPS IN AUSTRALIA 

If the objective of government is to reduce the fiscal cost of itemised deductions while managing the 
political risk associated with these reforms, the lessons from the experience in the US and UK must 
mean that serious consideration should be given to the introduction of global caps on deductions. 

In this section the approaches applied in the US and UK will be examined for their feasibility in 
Australia from a revenue raising, distributional impact, economic efficiency and compliance and 
administrative cost perspective. 

4.1 Minimum tax 
The US uses a combination of global (Section 2.2.2) and specific caps (Section 2.1.3) to limit the 
fiscal impact of taxpayer’s access to a broad range of deductions (Table 3).  In this section the option 
of imposing a global cap in the form of a US-style minimum tax requirement will be examined for its 
potential applicability to the Australian situation. As was evident from Section 3, US taxpayers have 
access to a far broader range of deductions than do Australian taxpayers with a potential fiscal cost far 
exceeding deductions in Australia.  This immediately poses a challenge for designing an alternative 
minimum income tax regime to cap the fiscal costs of deductions in Australia. This is because with 
deductions being relatively modest and the take-up of those deductions varying across different 
groups, designing an alternative minimum income tax schedule based on a broad income concept 
which is exclusive of most deductions can prove difficult. When deductions are substantial and 
broadly taken up by an easily identifiable group (such as medium to high income taxpayers), the 
alternative minimum income tax schedule can be designed to undo excessive deduction claims by 
some individuals within that group. However, when deductions are taken up by most taxpayers and 
evidence of excessive (or outlier) claims is less prevalent, designing a schedule in a way that collects 
substantial revenue could be difficult. 

With 31.8% of US taxpayers itemising deductions equal to some 21.5% of total income while 81.3% 
of Australian taxpayers claim itemised deductions equal to just 4.6% of total income, the challenge in 

http://www.irs.gov/file_source/pub/irs-soi/11in12ms.xls
http://www.hmrc.gov.uk/statistics/income-by-year/table3-5.xls
http://www.ato.gov.au/About-ATO/Research-and-statistics/In-detail/Tax-statistics/Taxation-statistics-2010-11/?page=52#Individual_sample_file
http://www.ato.gov.au/About-ATO/Research-and-statistics/In-detail/Tax-statistics/Taxation-statistics-2010-11/?page=52#Individual_sample_file
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designing an alternative minimum income tax schedule in Australia which is both targeted and raises 
substantial revenue is clear.  Box 6 details the personal income tax schedule imposed in 2010–11 and 
a details possible23 alternative minimum income tax schedule design. As shown in Table 6, there are 
numerous sources of tax deductions and not all would necessarily be included (such as charitable 
donations or superannuation contributions).  Equally, the definition of deductions might need to be 
broadened to include such items as rental or total losses24. However, the key question for this paper is 
whether there is any merit in pursuing further study of such a proposal without considering the issues 
related to fine tuning any policy design.   

Table 7 presents information on the revenue raised and its distributional impact when three alternative 
bases are used to estimate an alternative minimum income tax for Australia in 2010.  When alternative 
minimum income is inclusive of all losses (and no deductions are allowed), the revenue raised is 
relatively modest at $105m (in 2010-11 from a current base of $133 billion) and its distributional 
impact is restricted to the higher income groups.  When the income base is broadened to disallow a 
deduction for rental losses, the revenue raised increases some $140m and impacts significantly on 
lower and middle income groups which have substantial rental income losses. When the base is 
further broadened to exclude all deductions and all losses, the revenue raised increases to $400m with 
low income groups now substantially impacted as business losses can no longer be offset against other 
income sources by owners who are now liable for minimum income tax on all non-loss income.   

Obviously, any move to impose a minimum tax by excluding all losses would be controversial but 
could be ameliorated if losses only from rental properties were allowed. Controversially, what the 
alternative minimum income tax is effectively doing is denying not only a deduction for losses but 
also the possibility of any denied losses from being carried forward to future years. 

If it is accepted that business losses cannot be excluded from the alternative minimum income base, 
the results in Table 7 would indicate that an alternative income tax in Australia would raise little 
revenue and have an impact across all income groups. Such a minimum tax proposal would therefore 
be highly political at a time when such a reform was of marginal fiscal benefit to government. In such 
a case, it is unlikely that government would countenance such a reform, especially when combined 
with its substantial compliance and administrative costs. 

4.2 Global cap on all deductions and rental losses 
An alternative to imposing a minimum tax requirement is to impose a cap on deductions when 
estimating personal income tax liability. In the UK, the rule (as discussed in section 2.1.1) is that 
deductions can be up to £50,000 or 25% of the cap-related income definition, whichever is greatest.  
Table 8 details three alternative arrangements for capping deductions in Australia, each differing 
according to where the level of the cap is set.  In all cases, the rate at which the cap moves with 
income above the threshold is fixed at 25%.  The income definition is defined in all cases as total 
income inclusive of all losses25.   Where total deductions are above the cap, this is only increased in 
line with an amount equivalent to the rate times the cap related income.  The resulting capped 
deduction is then applied instead of the uncapped deduction amount. 

                                                      
23 A large number of alternative schedules were modelled. The basic points brought out by that chosen was common to the 
all alternative minimum income tax schedules. 
24 Sensitivity testing of the results showed that including rental or all losses made little difference to the overall distribution 
results and little impact on revenue. 
25 Sensitivity testing of the results to the inclusion or exclusion of the various losses did not significantly change the overall 
pattern of results.  
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Box 6  Personal Income Tax and Global Cap on All Deductions: Australia 2010-11 

 
Source: www.ato.gov.au and own calculations 

 

Table 7  Distributional Impact of an Alternative Minimum Income Tax: Australia 2010-11 

 
Source: Own calculations using ATO Personal Income Tax 1% Sample Unit Record File, 2010-11 
 
The distributional results in Table 8 highlight how a $50,000 cap is of little relevance (raising on 
$93m) whereas a cap of $25,000 is more than four times more effective at raising revenue while only 
impacting 0.7% of all taxpayers.  Reducing the deduction threshold further to $12,500 doubles the 
number of taxpayers subject to this threshold to 1.3% and increases the revenue raised from $430m to 
$586m in 2010-11.  In all cases, capping deductions appears well targeted and should be capable of 
application with minimum compliance and administrative costs.  An issue of sensitivity might 
however be the fact that deductions above any threshold which aren't being utilised cannot be carried 
forward. 

If a global cap on deductions can act to effectively constrain the political resistance to reducing their 
cost to revenue (as shown in Table 8), the really interesting question is whether this same mechanism 
could be utilized to limit the political reaction to a move to reduce the fiscal cost of the deductibility 
of losses on residential and commercial property (evident in Table 1) against non-property income.  In 
2010-11, some 14.1% of taxpayers had gross rental income but only 4.7% received a positive net (of 

B. Alternative Minimum Tax Schedule
Taxable 
Income 

Lower Bound

Tax % Tax Rate on 
Excess

Taxable 
Income 
Lower 
Bound

Tax % Tax Rate 
on Excess

0 0 0.0% 0 0 0.0%
6,000 0 15.0% 50,000 0 5.0%

37,000 4,650 30.0% 100,000 2,500 15.0%
80,000 17,550 37.0% 150,000 10,000 25.0%

180,000 54,550 45.0% 200,000 22,500 45.0%
Tax Offsets

Offset
Withdrawal 

Rate
Low Income Tax Offset (LITO)

-                 1,500      0.0%
30,000           1,500      4.0%
67,500           -         0.0%

Pensioner Single Tax Offset (PSTO)
-                 2,732      0

24,214           2,732      12.5%
46,070           -         0

Beneficiary Tax Offset (BTO)
-                 -         0

6,000             -         15%
37,000           4,650      15%

10,000,000    -         0%

A. Personal Income Tax :2010-11

% Group 
impacted

Ave Impact 
as % of Ave 
Total Income

% Group 
impacted

Ave Impact 
as % of Ave 
Total Income

% Group 
impacted

Ave Impact 
as % of Ave 
Total Income

1-10 8.8% 17.1% 0.1% 59.4% 0.5% 516.1%
11-20 4.0% 7.7% 0.1% 5.4% 0.3% 22.0%
21-30 4.8% 7.7% 0.1% 4.2% 0.3% 18.5%
31-40 6.4% 9.1% 0.1% 4.1% 0.2% 11.4%
41-50 7.5% 10.3% 0.1% 1.2% 0.2% 13.4%
51-60 8.1% 10.6% 0.1% 1.2% 0.1% 2.1%
61-70 10.2% 12.8% 0.3% 0.4% 0.4% 0.8% 0.4% 2.6%
71-80 12.1% 15.0% 0.2% 1.0% 0.3% 1.5% 0.3% 8.6%
81-90 14.1% 17.6% 0.2% 1.3% 0.3% 2.0% 0.3% 4.6%
91-95 18.0% 21.8% 0.3% 2.9% 0.3% 3.3% 0.4% 8.1%
96-99 21.7% 27.0% 0.5% 8.0% 0.9% 6.9% 1.3% 10.9%
99.1-99.9 15.2% 22.6% 1.4% 9.9% 1.7% 9.0% 2.5% 10.7%
99.9-100 27.0% 39.7% 1.6% 0.9% 4.0% 1.4% 6.3% 5.1%
All 9.5% 13.2% 0.1% 12.4% 0.2% 10.1% 0.4% 17.2%

Base: Total Income 
excluding all losses
(Revenue $400m)

Base: Total Income
(Revenue $105m)

Base: Total Income 
excl Rental Losses
(Revenue $140m)

 Taxpayer 
Percentiles 

 % Group with 
Rental 
Losses  

 % Group with 
Any Losses 
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expenses) income from property.  As shown in Table 7, 9.5% of all taxpayers incur a loss on their 
property which is equal to $10,283pa for the average loss making taxpayer. If a rental loss rule was to 
be  applied which capped deductible losses at $50,000 or 25% of total income, whichever is greater, 
then only 0.9% of those with any rental income and 1.3% of those incurring a loss, would be 
impacted.  When the threshold is reduced to $25,000, the numbers become 4.0% of those with any 
rental income and 6.0% of those incurring a loss while with a $12,500 threshold; the proportions are 
9.3% and 13.9% respectively. The cost to taxpayers in each case (when unused losses cannot be offset 
against future income) is $55m with a$50,000 threshold, $288m with $25,000 and $563m with 
$12,500. 

What the distributional results in Table 9 indicate is that even though 66% of property owners incur a 
loss as a result of owning their property, a cap of just $12,500 on those losses would only impact 
around 14% of those taxpayers. With an aggregate revenue cost to government from rental losses 
equal to $3.5 billion in 2010-11 and a $12,500 threshold raising $563m, there are clearly some 
taxpayers with substantial losses on their property investments who would be impacted by such a 
reform.  Table 9 also shows that while losses are most prevalent in the higher income groups, it would 
nonetheless impact disproportionately heavily relative to income on those on lower incomes. 
 
The Table 8  Distributional Impact of Deduction Cap: Australia 2010-11 

 
Source: Own calculations using ATO Personal Income Tax 1% Sample Unit Record File, 2010-11 
 
Table 9  Distributional Impact of Rental Loss Cap: Australia 2010-11 

 
Source: Own calculations using ATO Personal Income Tax 1% Sample Unit Record File, 2010-11 
 

% Group 
impacted

Ave Impact 
as % of Ave 
Total Income

% Group 
impacted

Ave Impact 
as % of Ave 
Total Income

% Group 
impacted

Ave Impact 
as % of Ave 
Total Income

1-10             1,012 30.7%
11-20           12,149 58.2%
21-30           19,925 77.6% 0.0% 0.9%
31-40           27,875 85.5% 0.3% 0.9%
41-50           35,846 89.6% 0.8% 2.3%
51-60           43,915 92.4% 0.1% 1.1% 1.1% 2.4%
61-70           53,497 93.8% 0.5% 2.5% 1.9% 3.6%
71-80           66,077 94.9% 0.0% 0.8% 1.0% 3.9% 2.2% 4.9%
81-90           84,621 95.4% 0.6% 1.5% 2.2% 6.0% 3.0% 5.6%
91-95         112,720 96.2% 1.2% 2.8% 3.7% 5.2% 3.7% 5.2%
96-99         175,439 94.0% 2.4% 2.4% 3.6% 3.2% 3.6% 3.2%
99.1-99.9         334,179 93.6% 0.8% 4.1% 0.8% 4.1% 0.8% 4.1%
99.9-100         898,521 90.5%
All           51,064 81.3% 0.2% 6.6% 0.7% 9.3% 1.3% 7.2%

Deduction Cap 
(Cap $50,000/ Rate 25%/ 

Revenue $93m)

Deduction Cap 
(Cap $25,000/ Rate 25%/ 

Revenue $430m)

Deduction Cap 
(Cap $12,500/ Rate 25%/ 

Revenue $586m)

 Average 
Total Income 

($pa) 
 Taxpayer 
Percentiles 

 % Group with 
Deduction  

% Group 
impacted

Ave Impact 
as % of Ave 
Total Income

% Group 
impacted

Ave Impact 
as % of Ave 
Total Income

% Group 
impacted

Ave Impact 
as % of Ave 
Total Income

1-10             1,012 8.8% 0.0% 107.9% 0.1% 257.7% 0.3% 333.4%
11-20           12,149 4.0% 0.0% 8.9% 0.2% 21.1% 0.6% 21.6%
21-30           19,925 4.8% 0.1% 9.7% 0.3% 19.0% 0.8% 14.0%
31-40           27,875 6.4% 0.1% 11.0% 0.3% 12.9% 1.2% 8.9%
41-50           35,846 7.5% 0.1% 4.6% 0.4% 10.3% 1.7% 8.0%
51-60           43,915 8.1% 0.1% 8.3% 0.4% 9.5% 1.6% 7.7%
61-70           53,497 10.2% 0.1% 5.9% 0.6% 7.0% 1.9% 6.5%
71-80           66,077 12.1% 0.1% 4.2% 0.8% 5.7% 1.8% 5.6%
81-90           84,621 14.1% 0.2% 4.2% 1.1% 5.1% 1.7% 4.6%
91-95         112,720 18.0% 0.4% 4.2% 1.7% 4.9% 1.7% 4.9%
96-99         175,439 21.7% 0.9% 2.2% 1.4% 2.4% 1.4% 2.4%
99.1-99.9         334,179 15.2%
99.9-100         898,521 27.0%
All           51,064 9.5% 0.1% 6.8% 0.6% 8.0% 1.3% 6.8%

Rental Loss Cap 
(Cap $50,000/ Rate 25%/ 

Revenue $55m)

Rental Loss Cap
(Cap $25,000/ Rate 25%/ 

Revenue $288m)

Rental Loss Cap 
(Cap $12,500/ Rate 25%/ 

Revenue $563m)

 Taxpayer 
Percentiles 

 Average 
Total Income 

($pa) 
 % Group with 
Rental Loss  
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5 GLOBAL CAPS A FEASIBLE FISCAL CONSOLIDATION OPTION 

The design lessons to be learned from recent reforms to tax deductions in Australia, New Zealand, the 
UK and the US, is that global caps on tax deductions are politically more attractive than a process of 
capping each and every individual deduction. Not only do specific caps confuse and annoy a 
maximum number of taxpayers, they also can be poorly targeted with little significant benefit for 
government from increased revenue. 

In contrast, global caps have the advantage of constraining the revenue costs of tax deductions in a 
way which is both simple and transparent while also improving vertical equity in the tax system – 
although potentially with some economic efficiency costs arising from legitimate deductions being 
denied. A downside is that denial of deductions could lead to horizontal inequities.  However, from an 
economic efficiency perspective, an upside from global caps on deductions is that it could offer a 
second-best solution to addressing economic inefficiencies in the tax system arising from tax 
preferences (such as the concessional taxation of capital gains) which would otherwise be politically 
too difficult to address.   

For government, these advantages are highly persuasive and would enable it in a political 
environment where fiscal consolidation is a priority, to argue that the burden should be borne by those 
best able to afford it. This can be simply and easily demonstrated through the application of global 
deduction caps, thus acting to blunt adverse public reaction to any reforms. 
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