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1 Overview 

It is a privilege to present the 2019 Justice Graham Hill Memorial Lecture. Graham combined the best 

of the academic and the professional in taxation.1 He was interested in public policy as demonstrated 

by his involvement in the work of the Taxation Review Committee in the 1970s which led to the 

landmark Asprey Report, with Graham’s contribution particularly in the context of the gift and estate 

duty.2 He was not afraid to stand up for an unpopular cause. Graham was a teacher in the University 

of Sydney postgraduate tax program from the 1960s until his death. He was successively a solicitor, 

barrister and judge fully involved in professional tax practice for over 40 years and devoted much of 

his time to the tax profession including as president of The Taxation Institute, patron of the 

Australasian Tax Teachers Association and president of the 2003 International Fiscal Association 

Annual Congress in Sydney. 

One of the members of the Taxation Review Committee was Professor Ross Parsons who was a 

mentor to many tax academics and professionals, including Graham and me. Over 30 years ago on 

the eve of his retirement at the end of 1986 Ross delivered a paper entitled Income Taxation: An 

Institution in Decay3 which described the income tax as a supernova – a star in its death throes when 

it grows enormously in size and intensity and then withers away. While he did not foresee the end of 

the income tax he thought it would be significantly replaced by a consumption tax, the underlying 

theme being that the income tax was incoherent and by implication that a VAT/GST was coherent.  

Since that time the Australian income tax has continued to grow - from one volume to four in the 

current hardcopy commercial versions, and while the GST has been introduced it seems unlikely that 

it will significantly supplant the income tax any time soon, indeed almost 20 years’ experience with the 

GST demonstrates that it has many of the frailties and difficulties of the income tax.4  

This paper will mount a defence of the income tax in two senses – it will suggest that the income tax is 

superior in handling issues of efficiency and fairness that other taxes (and transfers) handle less well, 

and also that there are some changes that should be made to the Australian income tax to maximise 

the achievement of those objectives.  

But no tax is perfect in the real world. There are some issues in the income tax that cannot be directly 

solved and in some cases can be left alone but equally there are some longstanding issues that can 

and should be solved. In order to relate theory to practice, after dealing with what income is and the 

                                                      

1 Bevan, Justice Graham Hill (2005) 79 ALJ 654-656. 
2 Taxation Review Committee, Full Report (1975) 439-488 available at http://setis.library.usyd.edu.au/pubotbin/toccer-

new?id=tax.p00087.sgml&tag=law&images=acdp/gifs&data=/usr/ot&part=0; Hill, Death and Gift Duties, in Taxation Review 

Committee Commissioned Studies (1975) 47-109. The Report was long regarded by the Australian Treasury as the benchmark 

study of tax reform in Australia. 
3 Parsons, Income Taxation: An Institution in Decay which was delivered as a lecture in 1986 and then published in several 

places, first in (1986) 13 Monash University Law Review 77-106 and (1986) 3 Australian Tax Forum 233-266, the last version 

being (1991) 13 Sydney Law Review 435-474 available at http://www7.austlii.edu.au/au/journals/SydLawRw/1991/28.pdf. The 

article attracted a quick response from Manning, Income Tax – An Institution to Reform (1987) 4 Australian Tax Forum 313-

326. 
4 As suggested at the start of the GST by Cooper and Vann, Implementing the Goods and Services Tax (1999) 21 Sydney Law 

Review 337-436. 

http://setis.library.usyd.edu.au/pubotbin/toccer-new?id=tax.p00087.sgml&tag=law&images=acdp/gifs&data=/usr/ot&part=0
http://setis.library.usyd.edu.au/pubotbin/toccer-new?id=tax.p00087.sgml&tag=law&images=acdp/gifs&data=/usr/ot&part=0
http://www7.austlii.edu.au/au/journals/SydLawRw/1991/28.pdf
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relatively recent shift in the economic policy approach to tax reform, I will examine issues which 

currently are – or should be – the subject of debate and hopefully throw some light on why the issues 

remain controversial and difficult to solve: the taxation of labour income and the significance of the 

family to the tax system, the taxation of income from capital and its impact on saving, the issues in 

taxing income small and medium enterprises (SMEs) and trusts, and the problems of taxing 

multinational companies in the digital era. 



Richard Vann In Defence of the Income Tax 

© Richard Vann 2019 5 

2 What is income? 

Income is not a very apt description for the base of the income tax as the tax is not on what comes in 

but on what comes in less what goes out to earn it – profit or gain are more accurate indicators of 

what income is. Parsons started with the concept of income as defined by Henry Simons: “the sine 

qua non of income is gain as our courts have recognised in their more lucid moments5 – and gain to 

someone during a specified time interval.” He criticised the view of income as a flow or as “a quantity 

of goods, services, receipts, fruits etc”, which is to confuse a concept with physical things. According 

to Simons income may be measured by (is equivalent to) consumption and saving of the person in the 

period because they are the two uses that a person may make of income.6 

While this equivalence has its own problems as we will see, it is useful in demonstrating the 

relationship between the income tax and the two major other tax bases which have generally been 

recognised – consumption and wealth. The income tax reaches both consumption and increments to 

wealth and in a sense is more “comprehensive” than both consumption taxes and wealth taxes. I 

suspect that is one reason why it has been the preferred major tax in practice in many countries.7 

Nowadays most countries have abandoned or are giving up on taxing wealth (certainly Australia has) 

and so the major alternative to the income tax in the real world is a consumption tax. In the 1970s 

when the push to substitute a consumption tax to a greater or lesser degree for the income tax, the 

condition for the switch was the bolstering of wealth taxes8 but this condition has largely disappeared 

in the modern debate. 

Although a proper measure of income in this sense would be on a full accrual basis (recognition of 

increases/decreases in the value of assets and liabilities annually), Simons acknowledged that the 

accruals basis was not practical and that income generally is only recognised on realisation. For 

Parsons this is the fatal flaw as it turns the income tax into a tax on flows and often taxes flows that do 

not amount to gains. Simons was more sanguine – he recognised the many and varied problems of 

applying the income concept but insisted that proposals for income tax reform should nonetheless be 

measured against the concept in making judgments about changes to the tax system. This was 

essentially the approach to tax reform that prevailed in practice until recently for all kinds of taxes.  

                                                      

5 Simons was referring to US courts. The issue is rarely mentioned inn Australian case law but see Commissioner of Taxation v 

Montgomery (1999) 198 CLR 639 para 66 “As was noted in FCT v Myer Emporium Ltd, both the ‘ordinary usage meaning’ of 

income and the ‘flow’ concept of income derived from trust law have been criticised. But both the ordinary usage meaning and 

the flow concept of income are deeply entrenched in Australian taxation law (Parsons, ‘Income Taxation: An Institution in 

Decay?’ (1986) 12 Monash University Law Review 77) and it was not suggested by either party that there should be any 

reconsideration of them. Nor was it suggested that they should be replaced by concepts of gain or realised gain, concepts that 

some economists consider preferable (Simons H C, Personal Income Taxation: The Definition of Income as a Problem of Fiscal 

Policy (1938)).” 
6 Simons, Personal Income Taxation: The Definition of Income as a Problem of fiscal Policy (1938) 50-51. Simons was one of 

the early economists of the Chicago School and (the first) Professor of Law And Economics at Chicago Law School. The italics 

is in the original and the emphasis involved in the “to” is one of the neglected income tax issues that this paper will explore. 
7 While social security taxes or consumption taxes are the main tax in many OECD countries according to its classification of 

taxes, the social security tax is generally another tax on income, and income taxes and social security taxes combined 

constitute more than 50% of tax revenue is all OECD countries except Chile, see OECD Revenue Statistics (2018) Table 3.4 
8 This was true of the Asprey Report, see ch 4, and the Meade Report in the UK, Report of a Committee chaired by Professor J 

E Meade, The Structure and Reform of Direct Taxation (1978), see ch 23. 
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Traditionally tax reform in Australia, as elsewhere, has been based on the idea that a comprehensive 

tax base is best – tax everything of the same kind (such as income or consumption) in the same way, 

and this will inevitably enhance economic efficiency as it brings about the famous “level playing field” 

and “horizontal equity” as it treats like taxpayers equally. Hence, in the broad, the two most recent 

comprehensive tax reforms in Australia fit this pattern: the Labor Government 1985 reform can be 

characterized as the application of this idea to the income tax (including the introduction of capital 

gains tax, fringe benefits tax, the foreign tax credit and the imputation system of company-shareholder 

taxation), and the Liberal National Government 1998 reform can be characterized as the application 

of this idea to consumption tax and further application to the income tax. During much of this period 

the tax rate was essentially seen as a value judgment independent of the definition of the tax base 

stemming from society’s preferences for the size of government and for redistribution of wealth 

through the tax and transfer system, though there was an underlying theme of lower tax rates on a 

broader tax base to produce equivalent revenue. 
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3 Why has the approach to tax reform shifted? 

Modern economic thought on taxation based on work in welfare economics starting in the 1970s 

differs in a number of critical ways from this traditional approach. First, the idea that it is possible to 

tax all income or all consumption (which the “comprehensive” tax base idea suggests) is rejected. 

Household production (work in the household by the members of the household) and much household 

consumption (leisure such as lying on the beach) cannot be taxed for a variety of reasons, most 

notably because they cannot be reliably observed or measured/valued by the government. Hence 

individuals have important untaxed production and consumption (leisure) choices available to them, 

and all real world taxes inevitably lead to economic distortions. The level playing field is not possible, 

and tax rates matter to efficiency due to the untaxed alternatives available through an individual’s 

choices. As we will see the economic importance of the idea that you cannot tax what you cannot see 

is not just a matter of transparency in the tax system but a fundamental design issue.9  

To put it another way the object of taxing income (or consumption) would be to tax full income or 

consumption and not just what can be observed from market transactions. Indeed in the case of 

labour income it is earning capacity which is the best base for avoiding distortions and measuring 

capacity to pay but no-one seriously suggests taxing on this basis. Hence what we end up taxing is 

always an imperfect proxy. In choosing proxies we need to recognise that we are in the second best 

world of economic distortions. Generally we will seek proxies that best correspond with the ideal and 

that are as robust as possible against manipulation but even this approach needs to be qualified. If 

there is a distortion in one part of the tax system, it does not necessarily follow that in designing 

another art of the system we should aim for minimal distoration as tow distorations may be better than 

one for overall economic efficiency.  

Another assumption underlying the comprehensive tax base, that the size of the economic response 

to taxes is the same across different types of income or consumption, is nowadays also rejected. 

Economic distortions depend on how sensitive demand or supply is to taxation. Because the demand 

for necessities is typically found to be unresponsive to price changes, taxing them produces less 

economic distortion than taxing luxury goods. While taxing food under the GST was ultimately 

rejected in Australia for fairness reasons, there are many other areas where this style of argument is 

critical to tax reform, and it will also be taken up in the following discussion.. 

One important feature of the analysis is the rejection of another important underlying assumption of 

the comprehensive tax base – that the burden of particular taxes landed in the right spot. Ultimately 

all taxes are borne by individuals, even though most taxes are collected in the first instance from 

business entities. The traditional approach was that sales taxes ended up being borne by the firm’s 

customers, taxes on payroll (including wage withholding) by the firm’s employees, and the company 

tax by the firm’s shareholders. The incidence of taxes has always been problematic, but recently it 

has often been suggested that taxes paid by firms may end being borne other than where intended, 

eg, the corporate tax may be borne by employees over time through reduced employment and lower 

                                                      

9 I repeat the phrase severl times and it comes from Senate Economic References Committee, Corporate Tax Avoidance 

Report Part 1 You cannot tax what you cannot see (2015) available at 

https://www.aph.gov.au/Parliamentary_Business/Committees/Senate/Economics/Corporate_Tax_Avoidance/Report_part_1. 

The title of the report was taken from my evidence but unfortunately I did not make clear enough to the committee that the 

reference was to both transparency and fundamental design. 

https://www.aph.gov.au/Parliamentary_Business/Committees/Senate/Economics/Corporate_Tax_Avoidance/Report_part_1


Richard Vann In Defence of the Income Tax 

© Richard Vann 2019 8 

increases in wages. While the problem of incidence is real, in my view too much has been made of 

the argument in the recent debate in Australia about cutting the corporate tax rate, with the results 

often dependent on unreal assumptions in the economic modelling. 

Finally, the approach also means that taxation cannot be analysed in isolation from the rest of the 

economic system. Most notably, the tax and transfer (social security) systems need to be viewed as a 

whole, and indeed it is often necessary to take into account other economic policies in evaluating the 

economic impacts of the system on individual choices. Again while this is fairly obviously true it is 

prone to misuse in tax debates. One style of argument is that changes to the tax system should be 

focused entirely on economic efficiency and that any problems efficiency causes for fairness should 

be made good on the transfer side of the budget. This argument allows proponents of some extreme 

tax policies to focus solely on efficiency arguments when it is well known that the necessary 

adjustments in transfers are unlikely to be forthcoming or that if they occur they are likely to be diluted 

over time. Moreover although it is often assumed that efficiency and fairness are always in conflict 

and need to be traded off in tax reform, one of the benefits of the income tax is that both efficiency 

and fairness can be improved by the design of the system but unfortunately for more than 20 years 

we have been going in the opposite direction. 

These modern economic influences were present in the Asprey Report in embryo but were explicitly 

influential in Australia for the first time in the official tax reform context in the Australia’s Future Tax 

System (AFTS) review in 2008-2009.10 Tax reform was not a happy experience for the Labor 

government which set the AFTS process in motion. Since then the same ideas have also been 

important in the tax reform efforts by the Liberal-National government of recent years,11 though again 

with little lasting impact, unlike the 1985 and 1998 tax reforms. The influences have also been felt in 

overseas tax reform reports but with little government action directly on them.12 The main impacts of 

the ideas on the actions of governments in recent times have been through the G20/OECD Base 

Erosion and Profit Shifting project to which we shall return.13  

A recent less obvious manifestation of this shift in approach to tax policy is the renaming of the Tax 

Expenditure Statement to the Tax Benchmarks and Variations Statement.14 Both measure how much 

revenue is involved in tax system departures from the ideal form of particular tax bases, with some 

accommodation to real world constraints such as the realisation approach to the income tax. The tax 

expenditure idea belongs to the former tax policy approach in that it was often the source of tax 

                                                      

10 Australia’s future tax system, Report to the Treasurer (2009) available at 

http://taxreview.treasury.gov.au/content/content.aspx?doc=html/pubs_reports.htm.  
11 The only real attempt at a comprehensive review got no further than a discussion paper, Australian Government, Re:think 

Tax discussion paper (2015) available at https://apo.org.au/sites/default/files/resource-files/2015/03/apo-nid53883-

1222886.pdf.  
12 In the US see President’s Advisory Panel on Tax Reform, Simple, Fair, and Pro-Growth, Proposals to Fix America’s Tax 

System (2005) available at http://govinfo.library.unt.edu/taxreformpanel/. The US 2017 tax reform was preceded mainly by one 

pagers from the Trump administration, rather than a formal tax review process. In the UK see Mirrlees et al, Tax by Design 

(2011) available at https://www.ifs.org.uk/publications/mirrleesreview.  
13 See discussion below in section 7 Corporate and international taxation. 
14 See Tax Benchmarks and Variations Statement 2018 (2019) 1, available at https://treasury.gov.au/publication/p2019-

357183/, “The title of this publication has been updated to Tax Benchmarks and Variations Statement, replacing the previous 

title of Tax Expenditures Statement. This change, first used in the 2018-19 Budget, reflects the broader objective of the 

Statement to describe the benchmarks of the tax system as well as the extent to which the tax system deviates from these 

benchmarks so as to inform the public and contribute to the discussion of the design of the tax system.” See 150-154 for the 

income tax benchmark. 

http://taxreview.treasury.gov.au/content/content.aspx?doc=html/pubs_reports.htm
https://apo.org.au/sites/default/files/resource-files/2015/03/apo-nid53883-1222886.pdf
https://apo.org.au/sites/default/files/resource-files/2015/03/apo-nid53883-1222886.pdf
http://govinfo.library.unt.edu/taxreformpanel/
https://www.ifs.org.uk/publications/mirrleesreview
https://treasury.gov.au/publication/p2019-357183/
https://treasury.gov.au/publication/p2019-357183/
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reform ideas in implementing comprehensive tax bases, whereas the new title is more neutral (if very 

pedestrian) in removing the undertone that something is wrong if there is a departure from the 

comprehensive tax base.  
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4 How should labour income and families be 

taxed? 

Just over half of Australia’s population is female and around 20 million of Australia’s 25 million people 

live in family households. It is finally becoming a political necessity for economic and other policies to 

stop ignoring women, eg, the enormous market failures which lead to women earning much less than 

men – around 14% for average full time earnings.15 Unfortunately, both the traditional and modern 

approach to tax policy neglect important income tax policy issues arising for women and from the 

family situation even though they discuss some obvious issues such as the unit of taxation (individual 

or family) and childcare. The trend of recent decades has been to significantly shift tax burdens for 

labour income from upper income taxpayers to lower and middle-income taxpayers and to tax 

secondary earners (largely women) at significantly higher rates than primary income earners (largely 

men). This form of critique of the direction of Australian income tax policy is based on the work of 

Apps and Rees.16  

4.1 Shift from upper income to middle and lower income taxpayers 

The shift of taxation to lower- and middle-income earners from upper-income earners has been 

effected by the so-called targeting of various welfare benefits which in the past were universal (or by 

introducing new forms of tax offsets or credits with similar attributes). The targeting takes the form of 

limiting the benefit to persons below a certain income and then withdrawing the benefits from such 

persons as their income increases. The withdrawal rate operates as an additional implicit tax on the 

additional income when the tax and transfer systems are viewed as a single system. The saving from 

limiting the previously universal benefit is then returned to all taxpayers in the form of a tax cut. Those 

above the limit for the targeting of the welfare-payment benefit from the tax cut while losing the 

benefit, whereas those below the limit keep the benefit and have a tax cut plus an additional implicit 

tax. 

In a zero sum (revenue neutral) game there will be winners and losers from the change. Not 

surprisingly, the highest income taxpayers get more benefit from the tax cut (whose value is greater 

the higher the income) than they lose from forgoing the fixed amount of benefit, and if they gain, those 

below them must lose. In addition, such a change inevitably produces a crazy pattern of effective 

                                                      

15 See WGEA, Australia's Gender Pay Gap Statistics (2019) available at https://www.wgea.gov.au/data/fact-sheets/australias-

gender-pay-gap-statistics. Although not called market failures, the following list of causes is provided: 

• discrimination and bias in hiring and pay decisions 

• women and men working in different industries and different jobs, with female-dominated industries and jobs 

attracting lower wages 

• women’s disproportionate share of unpaid caring and domestic work 

• lack of workplace flexibility to accommodate caring and other responsibilities, especially in senior roles 

• women’s greater time out of the workforce impacting career progression and opportunities. 
16 As a small selection see Apps and Rees, Public Economics and the Household (2009), Apps, “Why the Henry Review Fails 

on Family Tax Reform” and Rees, “A New Perspective on Capital Income Taxation” in Evans et al, eds, Australia’s Future Tax 

System: The Prospects After Henry, (2010), Apps, The central role of a well-designed income tax in "the modern economy". 

(2015) 30 Australian Tax Forum 845-863. 

https://www.wgea.gov.au/data/fact-sheets/australias-gender-pay-gap-statistics
https://www.wgea.gov.au/data/fact-sheets/australias-gender-pay-gap-statistics
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marginal tax rates. It is surprising that a simple sleight of hand with such effects has generally been 

favourably received as an improvement to the tax system in Australia and elsewhere. Perhaps this is 

because this kind of change has been repeated incrementally over many years so that individually 

each change does not seem all that significant. 

4.2 Households and labour income 

To understand the effect of higher tax rates on secondary earners, it is necessary to introduce 

households of more than one adult person into the discussion. Australia has always used the 

individual as the tax unit in the income tax system, but the withdrawal of the welfare benefits in the 

process of targeting described above has been based on household (family), not individual income. 

Hence if an extra dollar of income comes from the second member of the household getting a job, the 

withdrawal mechanism for the benefit still operates and acts as an implicit tax on that income even 

though under the formal individual tax rate scale, there is a substantial zero tax rate bracket. As men 

in general keep working and earning a similar level of income over many years, the withdrawal effect 

impacts primarily women as secondary earners who get taxed more than men earning similar 

incomes. The alternative for many women in such cases is to provide untaxed household production, 

particularly in the form of childcare. 

There is a very significant economic inefficiency created by this higher effective tax on a group 

(women with children) whose labour supply is very responsive to tax because of the untaxed 

production choices available to them.  

The underlying problem here is the introduction of family unit taxation elements into the long 

Australian tradition of individual taxation. Unless Australia starts to move back to the individual 

approach the discrimination of the income tax system against women with children will continue. It is 

important to note that it is not the income tax that is the problem here but the use of the family unit 

taxation elements. Removing these elements will improve both efficiency (in removing the barriers the 

tax system creates to female labour supply – Australia has a low proportion internationally of working 

women) and fairness by reversing the shift of income tax burdens from upper income to middle and 

lower income taxpayers. 

The capacity of the income tax to deal with these vital economic issues, increasing both economic 

efficiency and fairness, is in stark contrast to the oft-touted alternative of broadening the base and/or 

raising the tax rate of the GST to pay for personal income tax cuts, which will simply continue the 

policy trend implicit in targeting of welfare benefits.17  

                                                      

17 Apps and Rees, Raise top tax rates, not the GST (2013) 28 Australian Tax Forum 679-693 



Richard Vann In Defence of the Income Tax 

© Richard Vann 2019 12 

5 How should capital income and saving be 

taxed 

5.1 Do we save enough? 

The new economics approach to taxation has been much concerned with the taxation of saving. Part 

of the concern is the “problem” of the double taxation of saving under the income tax which in turn has 

been linked to low saving rates, and part is the “mobility” of savings. Commonly suggested solutions 

have been a progressive expenditure (consumption) tax which exempt capital income from tax or a 

lower rate of tax on income from capital. 

The general impression from this new analysis is that most saving comes from the highest income 

earners, and that it is the high rates of tax on their investment income under a progressive income tax 

that are the cause of the low level of saving. Impressions can be deceiving in this area as Apps and 

Rees also show. The data in Australia on which such statements are based relate to family, not 

individual, incomes. What they disguise is that most of the saving in volume terms is coming from two 

earner households with average incomes and that the amount of saving is closely related to the 

income of the secondary earner in the household. Hence it is the deleterious effect of the current tax 

system on the labour supply of women which is much more responsible for the amount of saving that 

occurs in Australia rather than anything to do with the taxation of investment income.  

In a time when there are constant reminders about the economic time-bomb caused by the aging of 

the population and the need for increased productivity and saving, changing the current policy 

settings for labour income would produce a double benefit. Not only would there be higher rates of 

saving but increased productivity for unfortunately the empirical evidence is also clear that the effects 

of the system in discouraging secondary earners from entering, or as fully participating as otherwise 

would occur, in the market workforce has persistent effects across the working life of secondary 

earners caused by the degradation of workplace skills (loss of human capital) from choosing 

household production over paid employment. 

5.2 To whom should we tax capital income? 

The same style of analysis also has implications for the taxation of income from capital, in particular to 

whom it should be taxed – recall that the “to” question was highlighted by Simons. The current 

Australian system, with many notable exceptions (including superannuation and family homes which 

are very important but put aside in this paper), taxes this income like labour income on an individual 

unit basis at the same progressive tax rates as labour income and generally attributes the income to 

the person who owns the investment which produces the income. The modern economic theory of 

taxation in a household setting does not give clear guidance as to what the optimal tax rate is for such 

income. 

Again the analysis focuses on the fact that most income is derived by households, that part of the 

“full” income of all households consists of household production and that there is implicit trade 
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occurring in the household. To take a simple example, if one member of the household is employed 

full-time in the market economy and the other member is engaged full-time in what in times past was 

called home duties, the sharing of the market income within the household effectively means that the 

household production of one member of the household is being paid for by part of the market income 

of the other member. 

The result is that saving out of the market income within the household cannot meaningfully be 

attributed to one member or another without an intrusive and detailed (and near impossible) analysis 

of what is occurring within the household, which tax systems generally and sensibly avoid because 

you cannot tax what you cannot see. Family law in most countries disregards actual ownership of 

assets and tries to divide them in divorce proceedings on the basis of respective contributions to the 

household including household production (and here the law does become intrusive in order to 

attempt a fair division of assets acquired from household saving with much attendant controversy).  

The current Australian tax law intuitively reflects this ambiguity about taxing income from capital 

because it effectively allows the adults in a household to allocate the income between them as they 

wish. This can be achieved simply by gifts from one member of the household to another and buying 

investment assets in the name of the other, or by more elaborate means such as discretionary family 

investment trusts (the diversion of income to or through legal entities is taken up under the next main 

heading). The result is that, putting aside the use of legal entities to divert income, investment income 

ends up being taxed at the marginal rate of one or other adult member of the household as the 

household members choose.  

5.3 How much should we tax capital income? 

Rather than proceed by this line of analysis, the AFTS and equivalent reviews overseas view the 

capital income issue in isolation from labour income and with complete disregard of household 

dynamics. They seem to reflect at least four policy drivers in the discussion of the taxation of 

investment income (putting aside superannuation and the family home): first, the view that capital is 

mobile, while labour is not; second, the current unevenness of tax rates on different kinds of 

investment income; third, the impact of inflation on the measurement of income from capital, the 

clearest example being the over-taxation on a real basis of bank account interest, and fourth, 

discrimination against future consumption. The AFTS solution was a discount of 40% for a wide range 

of investment income similar to the current 50% CGT discount in Australia; that is net investment 

income, including capital gains, is reduced by 40% and then taxed at marginal rates. The AFTS 

analysis, which is shared in a broad sense by the Bush and Mirrlees’ reviews in the US and UK , does 

not really stand up to scrutiny. 

So far as the mobility of capital is concerned, this is mainly a significant issue for certain forms of 

foreign capital (income from capital not taxed at normal rates in the residence country—pension and 

sovereign wealth funds etc). Income from foreign capital is subject to special rules already under the 

international tax system and can be dealt with quite separately from income from capital generally, so 

mobility is not a general reason for relieving income from capital from tax. As noted above, labour, at 

least of secondary earners, is highly mobile in the sense that there is a choice between taxed market 

income and untaxed household production. It is much more sensitive to tax than a significant 

proportion of income from capital, which is why from time to time suggestions are made for lower 
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rates of tax on labour income of particular groups (women, the aged). As also noted above, Australia 

does the exact opposite and taxes the most tax sensitive labour income at high, effectively penal, 

rates. So why there is such a concern for mobility of capital is unclear. Further, as the taxation of 

labour income is inevitably distorted (because of untaxed household production and leisure 

possibilities), it is not clear why concerns about distortions in taxation of capital income should be 

addressed in isolation without regard to the interaction with distortions in taxation of labour income – 

the problem of the second best as noted above. 

The current unevenness of tax rates on capital income under the modern economic analysis may or 

may not be a problem, depending on responsiveness to tax rates. The issue again is one of the 

efficiency and distributional effects of the current situation and the AFTS proposal. Very little analysis 

is offered for return to a more comprehensive tax base, and the need for even tax rates for most of 

capital income. More importantly, the different and crazy pattern of tax rates for labour income was 

accepted by the AFTS review (though with some attempt at amelioration).  

The effect of inflation is no justification for a simple 40% exclusion of investment income, although 

inflation is undoubtedly an issue in measurement of investment income. If investment income were 

being separately measured on a net basis as proposed by the AFTS review, then the simple solution 

for the inflation problem is to reduce the measured net nominal income by the inflation rate, which will 

be very little in the current economic environment.  

The optimal tax rate for investment income is not clearly answered in the framework of the modern 

economic analysis for reasons of these kinds.18 There is no empirical or theoretical reason to think 

that the AFTS percentage inclusion, Nordic dual income tax system with a flat rate of tax on capital 

income, or consumption tax zero rate discussed below is the correct answer to the optimal tax rate for 

capital income. 

5.4 Why is progressive consumption taxation so unattractive? 

There is a much broader economic argument often made for completely relieving capital income from 

tax, which is that the income tax discriminates between current and future consumption through the 

“double” taxation of future consumption (represented by the taxation of interest earned on income 

saved for future consumption). Similar to the discussion of labour income above, this argument, which 

is a life cycle issue, ignores the empirical evidence about actual life cycles that consumption patterns 

are fairly invariant over the life cycle with household consumption highest in the child-rearing phase. 

Moreover, the argument, which is framed in terms of perfect markets, ignores a very significant 

market failure that capital markets do not allow most individuals to borrow at appropriate interest rates 

to finance current consumption to smooth the differences between income and consumption over the 

life cycle. 

                                                      

18 Apps and Rees, Capital Income Taxation and the Mirrlees Review (2012) IZA DP No. 6615 available at 

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2085202 concluding that “ the appropriate direction for reform is towards 

more progressive taxation of both labour earnings and capital income, although not necessarily under the same rate scale.” 

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2085202
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Not surprisingly, many economists have generally rejected this approach (which exempts income from 

capital from tax entirely). The AFTS, Bush, and Mirrlees reviews all agree that general exemption of 

income from capital from tax is not justified, even if half-heartedly.  

One particularly unattractive version of the consumption tax that found much favour in the latter part 

of the last century is the progressive expenditure tax, which would measure individual consumption for 

tax purposes by annual income less annual savings, ie, using the equivalence noted by Simons, 

income would be decreased by the increase of savings during the year or increased by a decrease of 

savings during the year and then subjected to a progressive tax rate. In the framework of the family, in 

which most income is earned and where the actual contributions to saving cannot be measured, the 

effect would be that assets would be held by the higher income earner (usually the male), which 

would make the work of the divorce courts even harder and the distribution of ownership of assets 

even more unfair. Australia fortunately avoids this outcome and hopefully will continue to resist the 

various progressive consumption tax justifications.  

Note that this is a variant on the design problem that within the household the real ownership of 

savings cannot be determined which also implies for similar reasons that who in the household 

consumes goods and services purchased by members of the household is similarly unclear because 

we cannot observe such consumption directly. 
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6 How should SMEs, HWIs and trusts be taxed? 

Of income splitting and diversion 

6.1 Households and SMEs 

The same problem of observing contributions of household (and more broadly family) members has 

significant ramifications for taxation of income of SMEs, which generally involve both capital and 

labour income.  

First, unlike employment income in the market economy, it may be difficult to observe who is providing 

the labour that is producing the income. In a small family business it is often a case of all hands on 

deck – children serve customers in the family shop, spouses field phone calls and keep the books of 

the business, etc. The ATO generally accepts income splitting through family partnerships within 

limits19 and through wage levels paid within the family business, without investigating in any detail 

contributions and control of the business.  

Secondly, it is difficult to observe directly to what extent the business income is derived from labour 

and from capital as business income is a mix of both. Australia has rules mentioned below which 

distinguish cases involving legal entities and quasi-employment situations where the income of the 

entity is effectively treated as all income from labour of the individual providing the services, but 

otherwise it becomes a matter of artificial division. In tax systems where the division is important, such 

as countries with a flat rate of tax on capital income, the distinction seems to be made by imputing a 

fairly low rate of return to clearly identifiable assets used in the business and treating the rest of the 

income as income for labour. To what extent this is a sensible approach is debatable. 

Finally, as already noted it is difficult to identify in the family context to whom saving should be 

attributed and therefore to whom capital contributions to a small business and with it income from 

capital from the business (to the extent that it can be distinguished) should be attributed.  

The overall outcome is that income splitting in an SME context within the family seems generally to be 

accepted by the tax system for both labour and capital income. This is quite different to the treatment 

of labour income in an employment relationship with an unrelated person, again driven by the difficulty 

of observing contributions and exchanges within households and families. Because of the propensity 

of SMEs in Australia to run businesses through legal entities for reasons noted below, it is not clear 

that there is significant tax leakage purely from income splitting directly among the individual members 

of the family owning an SME.  

                                                      

19 As one manifestation, see ATO, Assessing the risk: allocation of profits within professional firms 

https://www.ato.gov.au/Business/Income-and-deductions-for-business/In-detail/Professional-firms/Assessing-the-risk--

allocation-of-profits-within-professional-firms/ setting out how much income splitting the ATO will allow in the professional firm 

context. Although the guidelines are currently suspended, taxpayers may still follow them in the absence of specified high risk 

factors. 

https://www.ato.gov.au/Business/Income-and-deductions-for-business/In-detail/Professional-firms/Assessing-the-risk--allocation-of-profits-within-professional-firms/
https://www.ato.gov.au/Business/Income-and-deductions-for-business/In-detail/Professional-firms/Assessing-the-risk--allocation-of-profits-within-professional-firms/
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6.2 Legal entities, especially trusts, and business and investment 

income 

The further complication in the business and investment income area covering both SMEs and high 

wealth individuals/families (HWI) is that much of the income will be derived through closely held legal 

entities such as companies, partnership and trusts, particularly discretionary trusts with bucket 

company beneficiaries in Australia. It is thus necessary to overlay the analysis of family business and 

investment income with the income tax rules for the taxation of legal entities and their members. 

Policymakers often assume that the ideal system for taxing income derived through legal entities is 

largely to ignore the entity and to tax the owner directly on the income derived by the entity. It is 

important to spell out the method of taxation implicit here. The attribution of income of the entity to the 

owner occurs regardless of its distribution, which involves ignoring distributions and the interest of the 

owner in the entity for tax purposes, that is, there are no capital or income gains on the interest 

(share, unit, discretionary interest etc) that the owner has in the entity. The income of the entity is the 

income of the owner and there are for tax purposes no differences between entity and owner. In 

practice this model can work in the case of a closely controlled entity if there is no practical tax 

administration difficulty in dealing directly with the owners rather than with the entity.20 The was the 

basic model adopted for taxing income flowing through partnerships and trusts early on in Australia’s 

income tax (as in many other countries). 

What was less understood about this model was the impact of the income tax’s realisation basis in the 

case of an attribution system. Unless the interest in the entity is recognised as an asset giving rise to 

realised gains and losses for tax purposes (which is contrary to the basic attribution model outlined 

above), then it is possible for the holder of the interest in the entity to avoid tax by disposing of the 

interest pregnant with gains that are unrealised at the entity level (which generates no tax under a 

basic attribution model) to a low tax rate person (charity, non-resident etc) who holds the interest 

when the gains at the entity level are realised and attributed to that low tax holder of the interest (or 

the original holder otherwise receiving the benefit of the unrealised gain untaxed which is possible in 

the discretionary trust context).  

This gap in the attribution system is nowadays generally blocked through the capital gains tax in the 

case of the case of Australian resident partners and beneficiaries in partnerships and trusts other than 

discretionary trusts and by 2011 amendments in the case of discretionary trusts though there are 

indicators that further attention to this issue may be necessary.21 It is a concern that this systemic gap 

in the income tax rules for discretionary trusts is not clearly identified in enacting the fixes. The result 

is that the fixes cover only specific examples of the gap and do not deal with it generally. 

                                                      

20 In relation to legal entities owning or controlling other legal entities, this attribution method of taxation may also be 

appropriate even if the legal entity ultimately controlling the group of entities is widely held, eg, the Australian consolidation and 

controlled foreign company regimes. For taxpayers with interests in widely held legal entities, see section 7.1 below.  
21 See, eg, Income Tax Assessment Act 1997 ss 104-10, 104-25, 104-70, 106-5, 108-5, Income Tax Assessment Act 1936 

ss 100AA, 100AB. That there is still a lot of tax planning activity in the area of discretionary trusts is obvious from reading the 

Australian professional tax literature. Possible fixes that may emerge are manifold, but could include extension of the last two 

provisions to ensure that beneficiaries are aware of their rights, receive their entitlements and are not loaded with excessive 

taxable income compared to their actual entitlement, whether the beneficiaries are tax exempt or not, or imposing a non-

refundable minimum tax on present entitlements of as proposed by the federal opposition. 
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6.3 Income splitting using legal entities, especially trusts 

It was noted above that it is difficult to ascertain as an economic matter which member of a family 

really has produced capital income and thus that there is an element of discretion to which adult 

family member capital income is attributed.22 Thus income splitting is possible to ensure that full use is 

made of lower tax rates by all adult family members to get the maximum advantage from the use of 

the individual as the tax unit. In the SME context this difficulty extends to labour income.  

There are limits, however, to the extent that capital income and labour income can be moved directly 

between members of the family. For capital income, without the interposing of a legal entity, it is 

generally necessary for the underlying assets producing the capital income to be held by the member 

to which the income is attributed as attempts to effectively assign capital income without assigning the 

underlying asset meet tax difficulties.23 There is often sufficient distrust within families for a person 

controlling assets to be unwilling to gift them widely to other family members. For labour income there 

are many potential tax and other obstacles to income splitting. The income tax does not generally 

permit the assignment of employment income,24 and even where splitting is possible within a family 

owned SME as noted above, complexities arising from PAYG withholding, FBT, superannuation, 

payroll tax, workers compensation etc, as well as concerns among family members about persons 

being underpaid or overpaid for work done will be barriers. Hence it is likely that the income tax is to a 

degree protected from such direct income splitting. Further nuclear families are nowadays generally 

not so large and most families’ total income sufficiently high as to produce enormous economic gains 

from income splitting.25 

The introduction of legal entities enlarges the income splitting possibilities among adult family 

members significantly. Interposing a partnership or trust to hold assets or conduct a business allows 

income splitting among family members without the need to cede control of assets or deal with 

employment income complexities, and the controls on such income splitting are relatively weak.26 It is 

possible for one or more family members to control a partnership or trust (and their assets) while other 

family members have entitlements to income from the partnership or trust. Generally the preferred 

vehicle is a discretionary trust with a corporate trustee as that also provides limited liability with 

respect to the business or assets and allows pass through of CGT discount and CGT SME 

concessions. This gives more flexibility with labour and capital income although in the case of labour 

income the personal services income rules prevent splitting of labour income received by a legal entity 

where the legal entity is being used to disguise what is in effect an employment relationship.27  

                                                      

22 The kiddies tax in Income Tax Assessment Act 1936 Div 6AA prevents most forms of income splitting with children. 
23 Norman v FCT (1963) 109 CLR 9 (dividends and interest), Income Tax Assessment Act 1936 Div 6A as interpreted in Booth 

v FCT (1987) 164 CLR 159 (rent). 
24 Though this view is generally accepted in Australia, Parsons, Income Taxation in Australia (1985) paras 13.32-13-41 was the 

first to offer a reasoned explanation within a general analysis of the assignment of income. 
25 Having older family members with tax exempt superannuation income can boost the pool for income splitting however. 
26 A person can have an income interest in a partnership or trust without having any interest in capital (assets),and in any event 

discretionary entitlements enable one or more family members to retain control of the business or assets. For partnerships 

income splitting can also be achieved by assignment of part of the partnership interest, see FCT v Everett (1980) 143 CLR 440 

The longstanding rules dealing with income splitting in Income Tax Assessment Act 1936 ss 94 (partnerships) and 102 (trusts) 

are ineffectual, see Truesdale v FCT (1970) 120 CLR 353 on the latter. Hence the ATO generally needs to fall back on Income 

Tax Assessment Act 1936 Pt IVA for control of income splitting but is relatively reticent in its application, see note 19 above. 
27 Income Tax Assessment Act 1997 Divs 84-87. 



Richard Vann In Defence of the Income Tax 

© Richard Vann 2019 19 

6.4 Income diversion using trusts and bucket companies 

Nowadays income splitting has largely been replaced by income diversion. Under the individual tax 

rate scale for the current and following three income years, the individual marginal rate exceeds the 

corporate tax rate for income above $37,000, and for later income years the crossover rises to 

$41,000 (though as already noted above in section 4.2, various transfers and tax offsets and their 

interactions with the income tax system makes the pattern of marginal rates much more complex than 

the personal rate scale suggests). The individual rate rises at this point (ignoring medicare levy) from 

19% to 32.5%, while the corporate tax rate is 27.5% for base rate entities (going down to 26% for the 

2020-21 income year and 25% for the 2021-22 and later income years)28 and 30% for other 

companies. Hence income of SME or HWI families can be diverted to a company (commonly called a 

bucket company) and retained there in order to lower the tax rate to 30% or below, which becomes 

the default tax rate for income from business and capital.  

This is one reason why income splitting by resident taxpayers is not the major concern that it may 

otherwise be given the use of the individual as the tax unit in Australia (other reasons have been 

explained above). For non-residents individuals the advantage of diverting income to a company 

generally applies to all income subject to tax by assessment.  

The structure to achieve this outcome will usually involve one or more discretionary trusts that own 

the income earning business and/or investments. The business or investments need to be held by the 

trust with the company as a passive recipient because a company is not entitled to CGT discount 

while a trust is. The trust will pass out discount and (if necessary) SME concession capital gains to 

individuals to get the advantage of an effective 23.5% or lower tax rate (including medicare levy) and 

the remainder of the income to the bucket company which will be taxed at the 27.5% or 30% 

corporate tax rate.29 For lawyers, accountants and other professionals trapped for non-tax reasons in 

partnerships, it will be necessary for as much income as possible to pass from the partnership into the 

trust.30  

Families of course need money to live on and most find that $37,000 to $41,000 after tax per adult is 

not enough for a reasonable life style, especially if they are in the middle- or upper-wealth groups. 

Assuming that the SME or HWI family members want to extract funds for consumption directly or 

                                                      

28 The passive income definition and the turnover threshold for the base rate entity test have evolved over time. The current rule 

is that the lower rate is available if aggregated turnover is less than $50m and no more than 80% of income is base rate 

passive income, Income Tax Rates Act 1986 s 23AA. The associated definitions seem designed to make it easy for very 

wealthy HWI families to meet the test. The passive income issue can largely be dealt with by having passive income in a 

subsidiary company which pays a dividend to its parent (see Income Tax Rates Act 1986 s 23AB(1)(a) and Income Tax 

Assessment Act 1997 s 36-55) and the aggregated turnover counts only ordinary income derived in the ordinary course of 

carrying on a business, which means that ordinary income derived from a non-business activity does not count, Income Tax 

Assessment Act 1997 s 328-120(1). The ATO has tried to deal with this “business” issue in an earlier version of the test for the 

lower corporate tax rate in TR 2017/D7 but the ATO approach is dubious. 
29 Note the income retains its character when passed through a trust or partnership or combination thereof for the base rate 

passive income test, Income Tax Rates Act 1986, s 23AB(1)(g). 
30  Through the trust being a partner or under an Everett assignment, see note 19 above. For CGT Discount and SME 

concessions see Income Tax Assessment Act 1936 Divs 115-C and 152. To the extent that investments are made in resident 

companies paying franked dividends, it will also be necessary to negotiate the qualified person rules which will often require a 

family trust election, see Income Tax Assessment Act 1997 ss 207-145(1)(a), 207-150(1)(a), Income Tax Assessment Act 1936 

former ss 160APHJ-160APHM – no taxpayer seems to have yet been brave enough to challenge the ATO view in TD 2007/11 

that these twice repealed provisions are still operative. 
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indirectly from the company without further tax, they will need to contend with the rules designed to 

ensure that such profit extraction will be taxed as an unfranked dividend.31 Although these rules are 

currently under consultation for further tightening, as well as easing compliance burdens, they are 

constantly probed by taxpayers for gaps which are not hard to find.32 

To the extent that the SME or HWI family does not need money for immediate consumption, the 

money can be reinvested in the trust through a complying loan, or alternatively the techniques for 

avoiding the rules can be applied to liberate money from the structure for reinvestment into another 

structure. Even if our  billionaires report personal incomes of some millions, in most cases this will be 

a fraction of the income that they control.  

It is surprising that this ability for the wealthiest Australians to have a lower marginal tax rate on 

income they control than a person with a low paid job has not been subject to much official or media 

debate. It seems never to have been the subject of a public government decision but to have come 

about from other decisions over time. Until 1987 the 50% undistributed profits tax forced private 

companies to distribute virtually all their after tax income from property and around half of their after 

tax business income and for that income to reach individuals within a relatively short period of time.33 

The tax was abolished in 1987 because the corporate tax rate was raised to equal the top individual 

marginal rate of 49%. When the rate was lowered to 39% a year later for reasons related to foreign 

investment considered in the next section of this paper, the undistributed profits tax was not 

reintroduced apparently because a 10% differential was not seen as problematic. The gap has since 

progressively widened to between 17-19.5% and will further widen to 17-22% in 2021-22 (including 

medicare levy). 

Australia is one of many countries that have experienced this change. The same issue, for example, 

is present in the UK with its cuts in the corporate tax rate over the last decade and since 2018 in the 

US when the gap in federal tax rates increased from 4% to 16%. The US has the Accumulated 

Earnings Tax already on the books and that may (or may not) deal with the issue to some degree in 

the US.34  

                                                      

31 Income Tax Assessment Act 1936 Div 7A. 
32 The rules on unpaid present entitlements (UPEs) in Div 7A Subdivs EA and EB have had to be amended several times to try 

to close off gaps, though the ATO in 2010 circumvented these difficulties by ruling that UPEs generally amount to a loan by the 

company back to the trust, TR 2010/3 (another ruling which is criticised but not yet litigated). The October 2018 Treasury 

Consultation Paper, Targeted amendments to the Division 7A integrity rules, proposes to legislate the ATO ruling and also 

remove the distributable surplus limit, as well as simplifying/tightening the complying loan rules. It is unlikely that this will stop 

Div 7A tax planning as demonstrated by the long line of ATO taxpayer alerts on the topic, of which TA 2016/12 is the most 

recent. Examples of gaps which look set to continue are the interaction of Div 7A with tax consolidation which short-circuits Div 

7A as a trust may be a subsidiary member of a group and the single entity rule (SER) in Income Tax Assessment Act 1997 

s 701-1 turns the head company into a bucket company without creating present entitlements but the SER does not apply when 

the trust makes a loan to an associate of the controller of the structure, see TD 2004/68. Similarly there are problems in the 

interposed entity rules in Income Tax Assessment Act 1936 s 109T(3). 
33 Income Tax Assessment Act 1936 ss 46, 46A, 103, 103AA, 104-105C, 107, 107A; this legislative apparatus for the 

undistributed profits tax was repealed in the 2006 inoperative provisions clean-up. The tax was subject to successful tax 

planning over many years from its inception but by the 1970s had been tightened to the point where avoidance was much more 

difficult. 
34 IRS, Internal Revenue Manual 4.10.13.2 Accumulated Earnings Tax (IRC 531) available at 

https://www.irs.gov/irm/part4/irm_04-010-013.  

https://www.irs.gov/irm/part4/irm_04-010-013
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It is not self-evident that this outcome is justified on efficiency grounds or fairness grounds. In my view 

this is a debate that we need to have, rather than allowing it to occur largely unseen by incremental 

changes to the tax system. It is noteworthy that the recent debate on the corporate tax rate focused 

successively on foreign capital and small business. The taxation of HWIs and their families has largely 

been ignored. The arguments about whether to change the system are not all in one direction and the 

tax method depends on the policy change adopted. One avenue would be a variant on the 

undistributed profits tax; another to judge by proposals from both sides of politics in different areas 

would be put in place fixed or minimum tax rates on certain kinds of trust income.35 A third possibility 

would be making mandatory the elective attribution taxation for closely held companies.36  

Along with fixing the individual rates scale and its interactions with family based transfers and offsets, 

this for me is the main area where the income tax requires defending against the changes of the last 

few decades to enable it to achieve the best mix of efficiency and fairness goals. 

                                                      

35 See Treasury Laws Amendment (Making Sure Foreign Investors Pay Their Fair Share of Tax in Australia and Other 

Measures) Bill 2018 (government bill to increase tax rate on certain trust income in stapled structures to 30%), note 20 

(opposition minimum tax on discretionary trusts present entitlements).  
36 This was effectively how the undistributed profits tax operated in its early years in Australia but the ATO had great difficulty in 

making it work. The US Subchapter S and check-the-box rules are examples of elective systems, as in a sense is the tax 

consolidation regime at least up to the level of the head company in Australia. 
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7 Corporate and international taxation 

7.1 The corporate-shareholder tax system 

In section 6.2 above it was noted that the attribution system for taxing income derived through entities 

is generally applied where the entity is closely held. In cases where control is lacking, attribution of 

this kind to members is much more difficult to achieve and the taxing model at the member level is 

generally distributions and gains on the interests in the entities. In moving from a full accruals 

measure of income to a realisation basis, different consequences follow for this model compared to 

the attribution model discussed above. In this case it is necessary to introduce a tax on the entity to 

prevent deferral of taxation by a strategy of no distributions and no realisation of interests in the entity. 

Ignoring international issues this is the fundamental reason for the corporate tax (as company 

shareholders are typically subject to taxation on distributions and realised gains, not on an attribution 

basis). The base reason for the corporate tax and why it is adopted in every significant economy 

around the world is to tax retained income of the company. 

Once a corporate tax is introduced it produces the possibility of double tax on both distributed income 

and retained income (if a capital gains tax is applied to sales of shares) unless some additional 

mechanism is introduced. The imputation system serves this function in Australia with respect to 

distributed income and a combination of imputation and the capital gains tax is intended to eliminate 

double tax on retained income. From a domestic viewpoint, the imputation system means that the 

corporate tax acts as a (refundable) withholding tax on distributed corporate income.37 In other 

countries the objectives are generally the same though the mainstream mechanism now is 

shareholder relief for both dividends and capital gains, but with the corporate tax revenue maintained 

intact and not refunded to shareholders as can occur with Australia’s imputation system. For example 

the US federal corporate tax rate is now 21%, the top individual tax rate is 37% and the top tax on 

dividends and capital gains is 20%, which is designed to set a minimum tax on corporate income of 

21% and a top combined tax rate of around 37% (21 + [{100 – 21} x 20] = 36.8)  

If international issues are added to the picture, there is a double double-tax problem: source and 

residence double taxation, and corporate-shareholder double taxation. The international norms are 

that the corporate tax belongs to the source country (where the income producing activity occurs), 

which is generally reinforced by tax treaties, and that shareholder income is generally taxed in the 

residence country of the ultimate non-corporate shareholders with relief for eliminating corporate-

shareholder double taxation left to that country’s domestic law.38 

This system was mainly designed for widely-held corporations, but in many countries including 

Australia, it is the legal form of the entity which determines whether this system applies or not, rather 

than whether it is widely held, so the corporate tax rate is also available for closely held corporations. 

                                                      

37 For further discussion of the issues here and in section 6.2, see Vann, Australia’s Policy on Entity Taxation (2001) 4 Tax 

Specialist 121-133. For a recent review of the issues, see Mayo, Time to upgrade Australia’s company tax system from 

imputation to integration.(2018) 33 Australian Tax Forum 753-803. 
38 The way in which these results are achieved is complex and discussed in detail in Vann, Taxing International Business 

Income: Hard-Boiled Wonderland and the End of the World (2010) 2 World Tax Journal 291-346. 
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7.2 The corporate tax rate 

As noted above the two main purposes that the corporate tax serves in a modern real world global 

setting in most countries is a tax on retained income with respect to resident shareholders and a tax 

on foreign residents for both retained and distributed income (as little or no tax is can be collected 

from non-resident shareholders on dividends or capital gains). These potentially point in different 

directions for setting the tax rate. For trusts we use the top individual tax rate for income to which 

there is no present entitlement (which is the equivalent of retained corporate income) in order to 

prevent trusts being used as a shelter for high income beneficiaries, though we have now undone that 

result in the closely held setting through the abolition of the undistributed profits tax and permitting 

corporate bucket beneficiaries of trusts. This is why the US until recently had its corporate rate up 

around the level of the top individual rate.  

There are counter arguments relevant to resident shareholders of widely held companies (allowing 

necessary reinvestment in the business etc as was recognised under the former undistributed profits 

tax) but the arguments for a higher rate are stronger in this case. For many Australian listed 

companies, a higher rate may make little difference given that most of their profits are Australian 

sourced, that there is a high proportion of Australian resident shareholders and that high rates of 

distribution are produced by the imputation system (compared, eg, to the low rates of distribution in 

the US where double taxation of distributions had been a significant problem before a lower tax rate 

on dividends was introduced in 2003 and the corporate rate reduced in 2018). 

For foreign resident shareholders there are stronger arguments for a lower Australian corporate tax 

rate. Taxes mainly finance public goods and redistribution. While foreigners investing in corporate 

form in Australia can reasonably be asked to contribute to public goods that they enjoy, it is less clear 

why they should contribute to redistribution since to qualify for transfers and other benefits it is 

necessary to be a resident and/or citizen. The progressive individual income tax rate is the means for 

effecting redistribution from residents to residents. Further, applying the modern approach to tax 

reform if foreign investors are more sensitive to the Australian corporate tax rate than Australian 

residents, then this is an argument for lowering the rate in order to facilitate foreign investment in 

Australia since Australia has always been dependent on foreign investment for the necessary capital 

fir its development. This was the reason why the corporate tax rate was quickly lowered in 1988 

having been raised in 1987 to equal the top individual tax rate. This tax competition story was the 

main – almost the only – argument deployed in favour of lowering the rate to 25% generally in the 

debates of 2015 and 2016.  

Three Treasury papers were produced during this debate designed in different ways to make the 

argument.39 Space does not permit a detailed critique of these papers so for now it is sufficient to note 

that they used extreme assumptions with foreign capital completely mobile, Australian capital fixed 

and immobile and with capital the complement of labour. Inevitably with these assumptions the 

modelling suggested that cutting the corporate rate would boost or maintain investment and produce 

                                                      

39 Treasury Working Paper 2015-01, Understanding the Economy-Wide Efficiency and Incidence of Major Australian Taxes 

(2015), Treasury Working Paper 2016-02, Analysis of the Long Term Effects of a Company Tax Cut (2016) (these fist two 

papers seem to have disappeared from the Treasury website), Treasury (Henty, Cai and Davis), US Corporate Tax Reform: 

Implications for the rest of the world (2017) https://static.treasury.gov.au/uploads/sites/1/2017/11/p2017-t234104-US-

Corporate-Tax-Reform.pdf.  

https://static.treasury.gov.au/uploads/sites/1/2017/11/p2017-t234104-US-Corporate-Tax-Reform.pdf
https://static.treasury.gov.au/uploads/sites/1/2017/11/p2017-t234104-US-Corporate-Tax-Reform.pdf
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efficiency gains and economic growth, with a rise in wages. Relax the assumptions closer to the real 

world and most of the gains disappear. As already noted when it was clear that the changes would 

not occur, the argument shifted to one in favour of small business – without equivalent modelling 

work. Nowhere were HWIs mentioned. 

7.3 The international corporate income tax base 

At the same time that this debate was occurring, the OECD, was engaged in its Base Erosion and 

Profit Shifting (BEPS) project, with Australia self-proclaiming itself as at the forefront. As the name 

suggests this ongoing exercise is about income tax base broadening, specifically in the corporate 

income tax. As noted in section 2 above the traditional approach to tax reform was a lower rate on a 

broader base but apart from an apparently abortive exercise in the late stages of the last Labor 

government,40 this approach has not been adopted in the current debate about the corporate tax rate, 

ie, paying for the tax cut out of the corporate tax base.  

Before turning to the implications of BEPS for the corporate income tax, it is useful to decompose the 

corporate tax base for large corporates, especially multinational enterprises (MNEs). It is common 

nowadays to identify three components, the risk-free rate of return, the return to risk, and economic 

rents. Various proposals for reforming the corporate tax base have been debated in recent times in 

Australia and internationally, with perhaps the three most prominent being the allowance for corporate 

equity (ACE), the cash flow destination basis tax (DBCFT) and rent taxes (examples in Australia being 

the MRRT and PRRT). Depending on the variants these exempt the risk-free return (which assists in 

dealing with debt-equity tax issues), and/or directly or indirectly focus on taxing economic rents. In 

formal terms the elements are easily defined with economic rents being the return in excess of the risk 

adjusted rate of return and typically produced by natural resources in fixed supply, monopolies and 

oligopolies. It is generally considered that in particular MNEs are likely to derive rents and that this 

explains their international dominance. For the economist rent is an ideal tax base because it can be 

taxed almost to the last dollar without creating economic distortions because the owner of the rent will 

continue to exploit it so long as it receives at least the risk adjusted rate of return. 

The difficulty in the real world is that it is impossible to observe or accurately draw the line between 

the elements of the return, and hence any policy recommendations based on them have to be treated 

with significant caution as the claimed benefits are unlikely to arise if the line has not been drawn 

correctly – and no one can tell.41 Once again you cannot tax what you cannot see. The benefit of the 

income tax is that it captures all three forms of return and does not involve the impossible exercise of 

distinguishing between them. Further claims about economic distortions caused by the income tax in 

                                                      

40 Business Tax Working Group, Final Report (2012) available at https://treasury.gov.au/publication/business-tax-working-

group-final-report/business-tax-working-group-final-report/. Some of the base broadening recommendations were implemented 

but not the corporate tax rate reduction in any enduring form. 
41 Reynolds and Neubig, Distinguishing between “normal” and “excess” returns for tax policy (2016) OECD Taxation Working 

Papers No 28 available at http://dx.doi.org/10.1787/5jln6jct58vd-en. The difficulty here is similar to the different concepts of 

goodwill adopted by lawyers and accountants. For lawyers goodwill is something concrete, that which attracts custom, whereas 

for accountants it is an arithmetical difference between the value of the business and the value of its identifiable net assets. 

When the two meet as they do in valuation disputes involving goodwill, the result is confusion, see Commissioner of State 

Revenue v Place Dome Inc [2018] HCA 59 . 

https://treasury.gov.au/publication/business-tax-working-group-final-report/business-tax-working-group-final-report/
https://treasury.gov.au/publication/business-tax-working-group-final-report/business-tax-working-group-final-report/
http://dx.doi.org/10.1787/5jln6jct58vd-en
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the international setting have to be treated with caution, given the oft-claimed efficiency wonders 

achieved if the tax is levied internationally on one of the elements making up corporate income.  

This for me is one of the major reasons why lowering the corporate tax rate in Australia is problematic 

– the Australian economy is typified much more than many other countries by economic rents, from 

natural resources to the various monopolies or more often oligopolies that exist in nearly all segments 

of the economy. We have tried rent taxes and they have generally failed, but we manage to collect a 

significant proportion of our tax revenue from the corporate income tax, without noticeably driving out 

foreign investment. There are large Australian companies which are globally exposed to significant 

competition but it is possible to find other tax means if necessary to ensure that they do not suffer 

from the Australian corporate tax rate.  

7.4 Division of the international tax base and the digital economy 

To return to broadening the international corporate tax base, the main driver of the BEPS project was 

the publicity about the new digital giants paying very little tax on their non-US profits through using 

transfer pricing, financing and other tax planning devices to funnel their non-US profits to tax havens 

where there was no economic activity carried on, with very little profit left for tax purposes in major 

market countries where they carried out significant activities. The initial policy mantra was  “No or low 

taxation is not per se a cause of concern, but it becomes so when it is associated with practices that 

artificially segregate taxable income from the activities that generate it.” BEPS would ensure that 

profits are taxed where value adding activity occurs. 

One thrust of the 2015 Final Reports was to deal with financing tax planning by Action 2 on hybrid 

mismatches and Action 4 on interest deduction limitations, with the rapid spread of patent boxes to 

attract patent income and little else to (new wave?) tax havens like the UK and the Netherlands under 

Action 5 and with some minor tax treaty issues (providing rules under Action 6 on tax treaty abuse, 

which many countries already had, and a modest expansion of the permanent establishment 

definition under Action 7).  

The main value adding activity work was to deal through transfer pricing rules with the technical 

issues under Actions 8-10 and with the practical problems in Action 13 (country-by-country reporting). 

The Report on Actions 8-10 was the great failure of BEPS in 2015, as has quickly come to be 

recognised. By insisting that transfer pricing remain driven by facts and circumstances, the OECD 

perpetuated the problem of trying to identify and tax something that cannot itself be observed – which 

of the activities of an MNE are the main value-adders, similar to trying to identify the earning capacity 

of an individual. When (without acknowledging that it was doing so) the OECD slipped into identifying 

proxies for value adding activity, it failed to identify robust proxies or ask the appropriate questions 

about the structure of transfer pricing, as witness the new guidance on the key functions in relation to 

intangibles: 

these more important functions may include, among others, design and control of research 

and marketing programmes, direction of and establishing priorities for creative undertakings 

including determining the course of ‘bluesky’ research, control over strategic decisions 

regarding intangible development programmes, and management and control of budgets 
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The obvious omission of important facts is the location of the researchers (or alternatively the OECD 

believes that researchers contribute nothing of significance) to the value added by research; the real 

approach is clearly a proxy one and the proxy failure is all down to the middle management activities 

described as the implication is that the structures of the major digital companies only needs to be 

adjusted by moving a relatively small proportion of staff to the tax haven for business as usual with all 

profits in tax havens. By contrast the information disclosures required by Action 13 deal with much 

more relevant proxies  The OECD policy work under Action 11 both reinforces that transfer pricing 

deals only with return to risk and not economic rents but then even in a return to risk framework 

questions the current basis of current real world transfer approach by pointing out that it 

underspecifies the concept of value creation for return to risk in an economic sense.  

This policy work in Action 11 which follows the relativist modern framework outlined in section 3 above 

is also reflected in the digital economy work policy work under Action 1. It was quickly decided for the 

2015 Report that the OECD would wait and see whether the results of other BEPS Actions 

adequately dealt with the digital economy, so time was spent on laying the policy and practical 

framework for alternative approaches if a negative conclusion was reached on the success of BEPS 

2015 for the digital economy. That framework acknowledged the importance of economic rents but 

was equivocal on whether an economic rents approach would drive future work. The 2015 BEPS 

outcomes for the digital economy were duly rejected as sufficient in the first year of the follow-up 

BEPS process, now renamed the Inclusive Framework. After some toing and froing with interim 

solutions and the possible directions in 2018, the OECD signalled in early 2019 a fundamental shift in 

international tax norms with consensus likely in 2020. The PE threshold will go as the threshold at 

least for the digital economy and possibly more generally, and transfer pricing will be significantly 

restructured with profit splits to ensure profits do not end up in locations where little activity occurs or 

formulary apportionment.  

The OECD is still unable to acknowledge directly that economic rents are the driver of the change but 

it is implicit in all the new directions put forward. Most other areas of law do not seem to have difficulty 

acknowledging that the network effect gives the digital giants an effective monopoly in important 

areas of the digital economy and to approach regulatory issues accordingly but the tax transfer pricing 

profession is continuing to fight for survival of at least part of the current empire.  

Although the precise final formulation is debatable at this stage, it is likely that taxing rights will be 

allocated to the country where the network of users establishes a de facto monopoly or oligopoly 

without requiring either a subsidiary or PE there and that the allocation of profits will be based on 

suitable proxies rather than transfer pricing for the reason that it is not possible to observe the line 

between rent and return to risk. No profit will end up in tax havens where no activity occurs and even 

activities of a mid-management kind likely will attract no more than a cost-plus mark-up. Just in case 

tax havens do not get eliminated by this route, the OECD is looking seriously at a minimum corporate 

tax in the country of residence of the corporation and a base erosion tax in the country of the payer of 

deductible amounts unless the country of the recipient taxes the payment at a specified minimum.  

Interesting times indeed for international taxation and MNEs, not to mention the income tax! The new 

BEPS policy is MNE profits will be subject to significant tax somewhere, preferably in the country 

where economic rents arise, and if one country does not take the revenue, another country will.  
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8 Conclusions 

This paper seeks to defend the income tax by showing why it is superior (in a relative, not a biblical 

sense) to alternative tax bases and why its bad press as an economically inefficient tax is overstated. 

Economists love, on efficiency grounds, playing with alternative tax bases that are doubtful in practical 

policy terms, not to mention only making sense to economists and generally incomprehensible to the 

general public. In other words, political appeal zero. At the same time economists have contributed 

important new ways about thinking about tax policy which are important in rejecting the former broad 

is best approach as the automatic prescription for tax reform. 

The superiority of the income tax, appropriately applied, in achieving fairness is less contested 

probably because of its relatively broader reach than alternative tax bases. Often the economic 

argument is that fairness should be dealt with by transfers but this palliative should always be viewed 

with suspicion. 

More specific messages of the paper are that Australia’s income tax needs defending (in the sense of 

changing) in two related areas. First, the current direction of reducing income tax rates offset by 

transfers or tax credits that are family based should be reversed to support the individual tax unit. The 

current system discriminates against women with jobs and women with young children, and the 

individual approach would have significant efficiency and fairness benefits and help address a 

pervasive and unresolved market failure in our market economy. Secondly the ability of SME and HWI 

families to pay tax at lower marginal rates than low paid employees needs to be debated and justified 

rather than buried in incremental tax change as seems to be the current approach, unfortunately, of 

both sides of politics. On the other hand the traditional concern about income splitting is not so 

important in modern Australia as income diversion to legal entities for a variety of reasons.  

Finally, the corporate tax is a vital issue in Australia which needs to take more account of economic 

rents than has occurred in the recent corporate tax rate debate. Indeed economic rents are an 

important issue is dealing with international tax avoidance and the appropriate allocation of 

international taxing rights, which seems finally to be recognised, albeit indirectly, in recent OECD 

work. This is an appropriate direction for the future of the corporate and general income tax as the 

major tax base in the modern world.. 


