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Consumers are very aware of something
happening with tax...
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...and they don’t like what they are
hearing
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Implications for the Economy

Event

This note examines the likely impact of the introduction of a price on carbon
will have on the macro-economy.

Impact

Treasury modelling suggests that the introduction of a price on carbon will
only boost consumer prices by an initial 0.7% and have a negligible impact on
growth in the economy. While we agree with the assessment on inflation, its
assertions that growth will be unaffected are far more questionable.

At a minimum, the way in which the Government is compensating households
for the carbon tax will have a substantial impact on the profile of growth, with
the risk of a kick to spending in mid 2012 and a fall in spending in late 2012.
But the compensation to households is also highly redistributive, with 1/3 of
households not being fully compensated. This increases the chances that the
carbon tax will create more uncertainty for households and so affect both the
strength and composition of spending.

Similarly, for businesses, there remains considerable uncertainty about how
the price on carbon will affect their business in future years. To be clear, the
carbon tax plan has been fully thought through and the compensation
arrangements mean that there is no chance that huge swathes of industry will
suddenly close down or that Australia is about to experience rolling blackouts.

But it is not obvious that the current carbon plan will be sufficient to meet the
Government’s goal of reducing carbon emissions by 2020. And, for business,
this means that there is a risk that carbon pricing arrangements could look
much more onerous in a few years time. And if that affects their business
decisions today, then growth could look noticeably weaker.

Outlook

The modelling undertaken by Treasury suggests that prices will rise by 0.7%
in 2012-13 and by a further 0.2% in 2015. In our view, a price increase of
around 1% is about right. The Carbon tax will raise about 1/3 of the revenue
of the Goods and Services Tax when it was introduced, and the GST is
estimated to have boosted inflation by a little less than 3%.

The impact on growth is far less clear and more controversial. The Treasury
modelling implies that there is virtually no impact on growth, in effect
assuming that the compensation package to households and business is
sufficient to offset the tax itself. But that is certainly not the full story.

One approach to estimating the impact on growth is simply to look at the net
cost to the government of introducing the carbon tax -- if it is a net drag on the
budget then it suggests the government is injecting more money into the
economy and, hence, that it could actually be stimulatory.
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Analysis

= While there is a net cost to the government, this is not particularly large except in 2011-12, where
the cost to the budget is $2.7bn. By bringing forward spending into the current fiscal year, it helps
the government reach the promised land of budget surplus in 2012-13. But it does suggest that
the plan will be stimulatory in 2011-12.

= Other considerations, however, are how the introduction of the carbon tax will affect household
and business behaviour. And here our concerns are that the compensation packages are very
complicated. This raises the risk that the introduction of the plan will increase -- not diminish
uncertainty -- and hence could dampen spending.

= To use a concrete example, consider the impact on households. Ten percent of households will
receive no compensation and one-third of households will be worse off. Of course, unless they
are tax accountants, many households will be unsure of whether they are in that 1/3 of households
who will be worse off. So, at least 1/3 of households will face of loss of disposable income and
these are also the households that undertake more discretionary spending. That will be a drag on
growth.

= For the remaining 2/3 of households the compensation comes in several forms. First, there is a
switch in taxation rates. The tax-free threshold will be raised from $6,001 to $18,201 in 2012-
13. In other words, someone earning $18,200 will not have to pay tax or submit a tax return, and
nobody will pay tax on the first $18,200 that they earn.

» So what's not to like about that? Well, that's only half the story. The downside is that the marginal
tax rate on income above $18,201 will be increased from 15% to 19%. And for income above
$37,001, the marginal rate will be increased from 30% to 32.5%. Again, for the average
household earning, say, $60,000 per year, they could well be wondering what this all means for
them.

The changes to personal income tax rates and thresholds

Current 2012-13 2015-16
Threshold | Marginal Rate | Threshold | Marginal Rate | Threshold | Marginal Rate
() (3) (3)
1st Rate 6,001 15% 18,201 19% 19,401 19%
2nd Rate 37,001 30% 37,001 32.5% 37,001 33%
3rd Rate 80,001 37% 80,001 37% 80,001 37%
4th Rate 180,001 45% 180,001 45% 180,001 45%
LITO Upto [4% withdrawal] Up to 1.5% Upto [1% withdrawal
$1,500 rate on $445 withdrawal $300 rate on
income over rate on income income over
$30,000 over $37,000 $37,000
Effective tax| 16,000 20,542 20,979
free
threshold®

* Includes the effect of the tax free threshold and the low income tax offset (LITO).

Source: Treasury, Macquarie Research, July 2011

*= Then there are changes to family assistance payments and welfare recipients. Single pensioners
and self-funded retiree will receive an extra $338 per year, people on unemployment benefits will
get up to $228 per year, and families receiving Family Tax Benefit A will get up to $110 per year
(while those on Family Tax Benefit B will only get $69). So, that is pretty clear isn't it?

= |n our view, it is the timing of the payments that are probably most relevant for the growth
profile. The lower-income households that have been promised more compensation (estimated to
be 40% of households) will get paid these benefits before the tax is introduced (in May and June
2012). This is the bring-forward of spending into the current fiscal year which fortuitously clears
the budget decks for a return to surplus in 2012-13.
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= However, if those households which are struggling to meet their current rental payments and are
finding it hard to pay their electricity bills on time receive a cheque in the mail for $300, there will
be a strong temptation to spend it. Thus, consumer spending could get a strong kick in mid
2012. But then the higher bills will come in and there won't be much money left to cover it. Thus,
spending in the second half of 2012 could be much weaker. Over the year as a whole, growth
could be similar, but the profile may be very different.

= While the main risk for households is the uncertainty about whether they will be fully compensated
for the tax, the main risk to business is where the future carbon price will be. To be sure, there will
be winners and losers immediately from the imposition of the carbon price — and so there is a
question as to whether the actions of the winners will completely offset that of the losers. But the
more important issue is whether even the winners (or the potential winners) have confidence that
they will remain better off in the medium term and so undertake the investment that the
Government is counting on occurring.

= Certainly the Governance structures around future carbon pricing appears to give the Government
a lot of discretion about how onerous the tax will be in future. And this uncertainty about the future
may influence the decision of companies today.

What will the growth and inflation profile look like?

= If we take the RBA’s May 2011 inflation profile as the baseline that had underlying inflation at 3%
in June 2012, and remaining at that level in December 2012. With the imposition of carbon
pricing, underlying inflation would now be closer to 3%:% in the second half of 2012. This is clearly
way above the top of the RBA'’s target band. Now the RBA has made it clear that it will “look
through” the initial impact on inflation. But in an environment where the RBA’s main concern was
high inflation and the risk that inflationary expectations could start to slip, this clearly won't allay
those fears.

Treasury estimate of the impact on consumer price inflation

_F'er cent Per cen_t
5 5
4 4
3 3
2 2
1 1
0 0
1997-98 2000-01 2003-04 2006-07 2005-10 2012-13 2015-16 2018-19

W Without carbon pricing Effect of carbon pricing  MEffect of GST and the New Tax System

Source: Treasury, Macquarie Research, July 2011

= At the same time, the growth profile will change. The household compensation payments that will
be delivered in 2012 Q2 are worth $1.5bn, which is equivalent to %2% of quarterly GDP, almost
1ppt of quarterly household consumption and more than 5% of monthly retail spending. Thus,
household spending could get a real kick along in 2012 Q2. This, however, won'’t be sustained
over the second half of the year (as this payment is one off) and hence household consumption
could be much weaker in 2012 Q4.

*= The key point is that the RBA will be receiving news about accelerating consumer spending —
currently one of their main fears in the September quarter of 2012, just as inflation is surging
towards 4%. This is an environment which is conducive to policy mistakes.
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Point 1
e The Government has released details of its proposed price on carbon.

Point 2
e Treasury modelling suggests that the introduction of a price on carbon will only have a modest
impact on inflation and a negligible impact on growth.

Point 3
¢ But we think carbon pricing will affect the profile of activity and increase the downside risks to
growth quite substantially.
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