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Federal Budget has little impact on 
high effective marginal tax rates
By Benedict Davies Technical Services Manager, Over Fifty Group Limited

The Treasurer’s 11th Budget was headlined by the announcement that the 
top two rates of tax are to be cut by 2 cents in the dollar and the tax brackets 
are to be uplifted. However, there were only minor changes to the Family  

Payments system.

This means that for families who receive Family Tax Benefit Part A (FTB-A), 
Family Tax Benefit B (FTB-B) or a Child Care Benefit (CCB), investing is still 
fraught with planning complications.

These family payments have been keenly debated in Parliament, in the newspapers 
and on the radio. In fact, the House of Representatives’ Families Committee is 
currently holding an inquiry on the impact of tax in balancing work and family. 
This inquiry’s focus is on the issues of  “Welfare to Work” and the incentives 
for women to return to the workforce. But what is often overlooked is that the 
design of these payments means that many families who invest also face very high 
effective marginal tax rates (EMTRs) on their investment income.

EffEctiVE MargiNal tax ratEs (EMtrs)
An EMTR is the percentage of a one dollar increase in income that is lost to tax 
and reduced government cash payments. An EMTR is calculated as:

EMTR = 1 – Change in disposable income/Change in earnings

An EMTR of 60 per cent means that 60 cents of the one dollar increase in income 
is lost to taxes and reduced government cash payments. That is, the income earner 
is only 40 cents better off.

Income tax is the major influence of an investor’s EMTR.

Once an individual’s taxable income exceeds the tax-free threshold, that person 
is liable to pay tax – subject to a reduction by any tax offset entitlements. For 
example, a non-working spouse, traditionally, holds investments in the spouse’s 
name. As a result, the spouse’s income is taxed at a lower rate. But once this 
investment income exceeds $10,000 (after applying the Low Income Tax Offset) 
tax is payable at 15 per cent.

So, the spouse’s marginal tax rate is 15 per cent (when taxable income is between 
$6,001 and $25,000).

But we need to look beyond this initial rate of tax to probe deeper to find out  
the real EMTR.

The other major influence on the EMTR is the income test on available government 
benefits. Most family tax benefits are income tested (but are not subject to income 
tax, unlike some government pensions and allowances).
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Assumptions: A couple with two children under 12 years of age.

Assumptions: A couple with two children under 12 years of age.

Assumptions: A couple with two children under 12 years of age; income is split 50/50; care is used 
three days a week for 40 weeks of the year. NB: this is only an approximation of the withdrawal of CCB. 

Most of these payments are structured so that there is an 
“income-free area” under which a person can earn income 
without a reduced benefit. However, once earned income 
exceeds the income-free area, there is often a reduction 
in benefits by a stated percentage (often referred to as  
the “taper”).

The higher the taper rate is, the higher the EMTR. 
Let’s look at the Family Payments system in more detail to 
understand the taper rates that apply to these payments.

faMily assistaNcE payMENts
The Federal Government aims to help with the cost of 
parenting through a range of payments that are income tested 
but not asset-tested. The main payments are as follows

 
Maternity payment
This is a one off non-taxable payment to help with the extra 
costs of a new baby. From 1 July 2006, this payment will be 
$4,000. This is not income tested.

FTB-A
This is a payment for families with qualifying dependant 
children under 25. It is income tested against family income. 
Depending upon the number of children, and their ages, a 
family may receive a full payment, a part-payment, a base rate 
or a part-payment of the base rate. Generally, there are two 
hurdles – a lower hurdle where the rate of payment is reduced 
by 20 cents  for every dollar of income over the relevant range, 
and a higher hurdle, where the payment is reduced by 30 cents 
over the range until no further payment is made.

The above figure shows two “danger zones” – or ranges 
of income of which payments are withdrawn – 20 cents in 
the dollar at the lower end, and 30 cents in the dollar at the 
upper end. Families with combined income in – or close  
to – these ranges have the most to lose (and gain by  
successful planning).

FTB-B
This is a payment for families with qualifying dependant 
children under 18 and with only one main parent income. 
It is income tested against the parent with the lowest 
income (in the case of dual parents). For single parent 
households, the full rate of payment is made. Depending 
on the age of the youngest child, there is a taper (in 
the case of dual parents) of 20 per cent from $4,234. 
This payment has one “danger zone” – $4,234. Any income 
earned over this amount will see FTB-B withdrawn at  
20 cents in the dollar.

Child Care Benefit (CCB)
This payment is to help with the costs of child care at an 
approved facility. As with FTB-A, it is income tested against 
family income.

FIgurE 1. FTB-A

FIgurE 2. FTB-B

FIgurE 3. ChIlD CArE BENEFIT (CCB)
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dollar of Family Income
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The taper for this payment is very complicated. A number of 
factors, including the age of the children, the type of care, the 
number of hours of care, the cost of care and family income 
are used. On average, it can be estimated as a taper rate of 9 per 
cent. This has a very complicated taper. But as you can see, the 
estimated average rate of withdrawal is 9 cents in the dollar. 
Unlike other payments, this withdrawal is over a very large 
range of income (about $60,000).

Child Care Tax Rebate (CCTR)
This is a 30 per cent tax offset for out-of-pocket expenses after 
CCB. The rebate is based on the difference between eligible 
child care fees and CCB. The maximum rebate is $4,000 
(indexed) per child per year.

calculatiNg thE EMtr 
For families with investments, the EMTR is:

❚	 Marginal tax rate, plus 

❚	 Medicare levy, plus 

❚	 Taper rate on Family Payments.

faMily iNcoME
It is also helpful to understand what is meant by “family 
income” when it is used for income-testing. It refers to 
“adjusted taxable income” – which comprises:

❚	 Taxable income, plus 

❚	 Fringe benefits, plus 

❚	 Tax-free government pensions and benefits, plus 

❚	 Net rental property loss, plus 

❚	 Foreign income, minus 

❚	 Child Support (maintenance) you pay.

In the case study below we shall see how these tapers affect 
investment decisions.

casE study: coMparE two faMiliEs
In this case study we look at two families. Both have identical 
household incomes, and both have been fortunate enough to 
inherit enough to pay off their mortgages. In addition, they 
have an additional $75,000 to start an investment plan to save 
for the future. 

The Singletons have a single breadwinner, Mr Singleton, who 
earns $100,000.

Both of the Dublés work, bringing in $50,000 of  
income each.

Both have young families–three children under 12. The 
Dublés make use of child care, the Singletons don’t.

Who should be the investor?
Traditional investment wisdom suggests that investment 
income should be earned by the low-income spouse. But the 
way that the Family Payments system works, working out who 
should be the investor can be difficult. In fact, it may be the 
wrong question. 

Remember, FTB-A is tested against family income, FTB-
B is not – it’s tested against the individual income of the 
lower earner. So let’s look at the options for these two  
different families.

 
ThE SINglEToNS

However, all family income earned reduces FTB-A by 30 per 
cent, and, FTB-B will be reduced when Mrs Singleton earns 
more than $4,088.

Thus:

 
 

* The Budget included an announcement to increase the Low Income Tax Offset such that low income 
taxpayers will pay no tax until their incomes are greater than $10,000.

ThE DuBlÉS

However, additional family income reduces FTB-A by  
30 per cent and they receive no FTB-B. Further, their CCB is 
affected by additional income (including investment income).

Thus:

Personal income tax reform has not addressed this complicated 
equity issue arising from EMTR. The Treasurer announced 
that the government will increase the threshold for the FTB-
A up to $40,000 of family income from 1 July 2006. But as 
you can see from our example, this does not benefit either the 
Singletons or Dublés in any way.

Investors, even after the tax cuts, are faced with complicated 
planning decisions.

 Salary MTr

Mr Singleton $100,000 41.5% 

Mrs Singleton $0 0% 

Investment income Mr Singleton Mrs Singleton

$0–$4,088 41.5% + 30% = 71.5% 0% + 30% = 30% 

$4,089–$10,000 41.5% + 30% = 71.5% 0% *+ 30% + 20% = 50% 

 Salary MTr

Mr Dublé $50,000 30% 

Mrs Dublé $50,000 30%

Investment income Mr Dublé Mrs Dublé

MTR  + FTB-A  31.5% + 30% = 61.5% 31.5% + 30% = 61.5% 
 withdrawal 

CCB also affected also affected
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how to EarN iNVEstMENt iNcoME that 
doEs Not affEct faMily payMENts
Both the Singletons and the Dublés face high EMTRs. This 
complicates the decision of whose name to invest in. For the 
Singletons, they face reductions in both FTB-A and FTB-B. 
For the Dublés, they face reductions in FTB-A and CCB.

But what are alternatives?

There are a number of alternatives, but not all of them will be 
practical for the average investor. 

One option is to earn investment income through a family 
company. This has the advantage of sheltering income from 
the income test for family payments, provided that the income 
is not withdrawn from the company structure. However, there 
are compliance and administrative costs associated with this 
option, apart from potential tax traps.

Another option is to use structured products such as endowment 
warrants. Typically these are long–term call warrants over a 10 
year life. Income is sheltered within the structure and it is used 
to buy greater interest in the underlying security over time. 

Normally warrants cover a single asset so diversification may 
be an issue for all but large investors. 

Another option, which is sometimes forgotten, is investment 
bonds. Investment (or insurance) bonds have advantages that 
many traditional investments do not, and are uncomplicated.

Families can own a bond either jointly or individually, but as 
the income is earned by the bond’s issuer – and not by the family 
members – no income is personally assessable and their family 
tax payments are not reduced as a result of “discretionary” 
investment income. (Refer definition of “family income” 
above.)

Further, the investment earnings are taxed at the maximum 
rate of 30 per cent – lower than most families’ effective 
marginal rates – and the proceeds are personally tax-free after 
10 years.

While the Budget measures will mean that fewer taxpayers 
are in the highest bracket, the structure of the Family 
Payments system means that most investors continue to face  
high EMTRs.


