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Fairness, legitimacy, and tax compliance 
 

 
Jonathan Farrar,* Morina Rennie** and Linda Thorne*** 

 

 

Abstract 

Tyler (2006 [1990]) theorises that perceptions of the legitimacy of a legal authority mediate the influence of fairness on 
individuals’ compliance with the law. We apply Tyler’s theory to the tax context to further our understanding of the association 
between taxpayers’ fairness perceptions and compliance. We consider both distributive and procedural fairness. Our 
experimental results, using data from 389 American taxpayers, suggest that distributive fairness and procedural fairness 
encourage taxpayers’ compliance, and that these fairness effects are additive. Furthermore, we find that perception of 
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1. INTRODUCTION  

‘Above all, in a democracy the tax system must be fair and be seen to be fair’ (Brown 
& Mintz, 2012, 1:2). Fairness is a comparative judgment based on actual or imagined 
reference points (Folger & Cropanzano, 2001). Individuals who perceive fairness are 
more likely to be satisfied and tend to be cooperative, whereas individuals who perceive 
unfairness are more likely to be resentful and tend to be uncooperative (Skarlicki & 
Folger, 1997). As specifically applied to tax compliance, it is believed that fairness 
perceptions influence taxpayers’ cooperation with tax authorities and increase their 
tendency to pay their taxes. This is important because governments are dependent on a 
high degree of voluntary compliance with tax laws. Enforcement measures to collect 
income tax are costly and would be essentially unmanageable in the face of large-scale 
failure to comply.    
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2. THEORETICAL BACKGROUND AND HYPOTHESES DEVELOPMENT 

In this section, we review the fairness and tax literatures for theoretical and empirical 
evidence regarding the relationship between each of distributive fairness and procedural 
fairness and tax compliance, and the potential mediating role of legitimacy. We draw 
on Tyler’s (2006 [1990]
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Recall that the construct of procedural fairness relates to perceptions of the fairness of 
the process leading to an outcome (see Leventhal, 1980; Thibault & Walker, 1975; Van 
den Bos et al., 1997). The tax literature contains several studies that examine the 
relationship between various measures of procedural fairness and tax compliance. The 
survey-based studies of Gobena and Van Dijke (2016; 
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We do not believe that the empirical or theoretical literature provide a sufficient basis 
to hypothesise on whether there would be an interaction between the two types of 
fairness. This gap in the literature does not take away the value of learning what their 
combined effect might be. Rather than stating a hypothesis, we pose a research question, 
as follows:  

RQ: <#=)5#)3!%/!314#&.)#*)54.1%46$147!)*'4%&!..)'&5)3%#/!5$%'()*'4%&!..)/#:64&!)1#)
4&*($!&/!)1',3'9!%.>)/#:3(4'&/!?)

2.2  The potential mediating role of legitimacy 

Our final two hypotheses consider the role of legitimacy in mediating the association 
between fairness and taxpayers’ compliance. In his theory on compliance, Tyler (2006 
[1990]) suggests that taxpayers’ motivation to comply with tax laws relates to 
taxpayers’ feelings about the authorities who prescribe and enforce the law. He proposes 
that citizens’ beliefs about the legitimacy of a legal authority (including a tax authority) 
provide a key motivation for following the laws prescribed by this authority. Turner 
(2005, p. 8) describes ‘legitimate authority’ as ‘control based on the acceptance by the 
target of one’s right to prescribe their beliefs, attitudes or actions’. Tyler (1997) shows 
that legitimacy is based on a citizen’s obligation to obey an authority as well as the 
extent to which that authority does its job well. Kirchler, Hoelzl and Wahl (2008) and 
Wahl, Kastlunger and Kirchler (2010) argue that when a tax authority’s power is 
legitimate, that authority is more likely to be trusted and complied with. Tyler and Fagan 
(2008) further argue that fairness is an important determinant of perceptions of the 
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McLean (2020) observes that the result of this turn of events has been a lack of 
development of Tyler’s theory as it relates to distributive fairness. This issue can be 
seen in Murphy (2005) and Murphy et al. (2016) in that they study procedural fairness 
only in their test of Tyler’s theory. 

We extend the work of Murphy (2005) and Murphy et al. (2016) in three ways: 1) we 
incorporate distributive fairness; 2) we use an experimental approach to provide causal 
evidence about the influence of both distributive and procedural on taxpayers’ 
compliance through their beliefs in the legitimacy of the tax authority; and 3) we use a 
broad sample of taxpayers who are not known to be non-compliant. Our remaining 
hypotheses are: 

H3: 2!%/!314#&.)#*)1',)'$10#%419)(!8414:'/9):!54'1!)10!)%!('14#&)6!1=!!&)54.1%46$147!)
*'4%&!..) '&5) 1',3'9!%.>) /#:3(4'&/!) 4&1!&14#&.;) @3!/4*4/'((9A) 54.1%46$147!) *'4%&!..)
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Table 1: Demographic Profile Statistics 

 

 
 

 

checked ‘Income and Poverty in the United States: 2013’ (DeNavas-Walt & Proctor, 2014, p. 23). Our 
sample was underweighted in the under USD 25,000 and in the greater than USD 100,000 categories by 
about 7%, and overweighted in the USD 75,000 – USD 100,000 category by about 7%. For education, we 
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3.3  Experimental procedures 

Participants received an email invitation from the firm to participate in a questionnaire 
about income taxes and were assigned a unique user ID and password provided by the 
firm, ensuring they could complete only one questionnaire, and were incentivised by a 
point system specific to the firm. After being randomly assigned to experimental 
conditions, participants read a scenario and answered questions pertaining to the 
dependent variable, as well as other questions about potential control variables (social 
norms, detection likelihood, whether the participant had ever had an unpleasant 
encounter with an IRS agent), and demographic information (age, gender, number of 
years filing a tax return, tax preparer, education, and income).  

In all versions of the scenario, the taxpayer received an unfavourable outcome, in which 
a deduction was denied, since fairness perceptions are more likely to be activated in the 
presence of unfavourable outcomes (Mullen, 2007; Rutte & Messick, 1995). We were 
careful to distinguish the favourability of the outcome from the distributive fairness of 
that outcome (see Skitka et al., 2003), since we manipulated distributive fairness by 
having the taxpayer’s unfavourable outcome compared with referent others (outcomes 
of other, similar taxpayers). 

Initially, participants read the following: 

Below is a brief scenario about a taxpayer named Jamie and his experiences 
with the Internal Revenue Service (IRS). Please read it carefully, as you will 
be asked some follow-up questions. We would like to know what you would 
do if you were Jamie. 

Next, participants were given a scenario to read. Common to all scenarios was the 
following: 

Jamie is a small business owner. Last year, he had a lengthy and frustrating 
dispute with the IRS concerning a tax deduction. In the end Jamie was 
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norms as the average score of two items, adapted from Bobek et al. (2013), using a 7-
point Likert scale as above, as follows: 1) L1)4.):#%'((9)=%#&8)1#)!&8'8!)4&)1',)!7'.4#&)
6!0'74#%B and 2) O9)/(#.!)*%4!&5.)6!(4!7!)41)4.)=%#&8)1#)!&8'8!)4&)1',)!7'.4#&)6!0'74#%. 
The Cronbach’s alpha of this measure was 0.79, which is good (Nunnally, 1978). We 
also controlled for the possibility that a respondent may have been influenced by a 
previous unpleasant encounter with a tax authority employee by asking a binary 
question, <'7!)9#$)!7!%)0'5)'&)$&3(!'.'&1)!&/#$&1!%)=410)'&)L-@)'8!&1? In sum, there 
are nine control variables. 

4. RESULTS 

4.1 
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The results in Table 4b include the influence of all nine covariates reported in Table 3. 
Excluding the covariates does not significantly change the results as presented above. 

4.4  Robustness checks 

We also conducted Kruskal-Wallis tests to determine if our main effects of each 
dimension of fairness are robust to an ordinal rather than interval interpretation of our 
data. A Kruskal-Wallis H test showed that there was a statistically significant difference 
in tax compliance intentions between levels of distributive fairness, χ2(1) = 6.154, 3 = 
0.013, with a mean rank compliance score of 209.06 for high distributive fairness and 
180.87 for low distributive fairness. A Kruskal-Wallis H test also showed that there was 
a statistically significant difference in tax compliance intentions between levels of 
procedural fairness, χ2
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compliance, with a procedurally and distributively unfair situation resulting in the 
lowest compliance, a procedurally or distributively fair situation resulting significantly 
higher compliance, and a procedurally and distributively fair situation resulting the 
highest compliance intentions.14 This finding suggests that degrees of fairness are 
perceived by taxpayers and impact their willingness to comply with tax authorities. It 
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APPENDIX  

EXPERIMENTAL INSTRUMENT 

Introduction 

Below is a brief scenario about a taxpayer named Jamie and his experiences with the 
Internal Revenue Service (IRS).  Please read it carefully, as you will be asked some 
follow-up questions. We would like to know what you would do if you were Jamie. 

 

Common information 

Jamie is a small business owner. Last year, he had a lengthy and frustrating dispute with 
the IRS concerning a tax deduction.  In the end Jamie was disappointed to find out that 
he was not allowed to claim the full deduction. 

 

Wordings for fairness manipulations  

dR4.1%46$147!(9)*'4%)10!&)2%#/!5$%'((9)*'4%e)

U7!&).#A)"':4!)6!(4!7!5)10'1)04.)1',)%!.$(1)='.)*'4%)/#:3'%!5)1#)#10!%).41$'14#&.)0!)0'5)
%!/!&1(9)0!'%5)#*;))](.#A)0!)6!(4!7!5)10'1)10!)L-@)3%#/!..)1#)%!.#(7!)10!)54.3$1!)='.)*'4%;)

)

d2%#/!5$%'((9)*'4%)10!&)R4.1%46$147!(9)*'4%e)

U7!&).#A)"':4!)6!(4!7!5)10'1)10!)L-@)3%#/!..)1#)%!.#(7!)10!)54.3$1!)='.)*'4%;)](.#A)0!)
6!(4!7!5)10'1)04.)1',)%!.$(1)='.)*'4%)/#:3'%!5)1#)#10!%).41$'14#&.)0!)0'5)%!/!&1(9)0!'%5)
#*;)

 

dR4.1%46$147!(9)$&*'4%)10!&)2%#/!5$%'((9)*'4%e)

"':4!) 6!(4!7!5) 10'1) 04.) 1',) %!.$(1) ='.) $&*'4%) /#:3'%!5) 1#) #10!%) .41$'14#&.) 0!) 0'5)
%!/!&1(9)0!'%5)#*;) )]1) 10!).':!) 14:!A)0!)6!(4!7!5) 10'1) 10!) L-@)3%#/!..) 1#)%!.#(7!) 10!)
54.3$1!)='.)*'4%;))

 

d2%#/!5$%'((9)*'4%)10!&)R4.1%46$147!(9)$&*'4%e)

"':4!)6!(4!7!5)10'1)10!)L-@)3%#/!..)1#)%!.#(7!)10!)54.3$1!)='.)*'4%;)]1)10!).':!)14:!A)0!)
6!(4!7!5)04.)1',)%!.$(1)='.)$&*'4%)/#:3'%!5)1#)#10!%).41$'14#&.)0!)0'5)%!/!&1(9)0!'%5)
#*;)

 

dR4.1%46$147!(9)*'4%)10!&)2%#/!5$%'((9)$&*'4%e)
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U7!&).#A)"':4!)6!(4!7!5)10'1)04.)1',)%!.$(1)='.)*'4%)/#:3'%!5)1#)#10!%).41$'14#&.)0!)0'5)
%!/!&1(9)0!'%5)#*;) )]1) 10!).':!) 14:!A)0!)6!(4!7!5) 10'1) 10!) L-@)3%#/!..) 1#)%!.#(7!) 10!)
54.3$1!)='.)$&*'4%;)

)

d2%#/!5$%'((9)$&*'4%)10!&)R4.1%46$147!(9)*'4%e)
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7) Please indicate your approximate annual income: 

less than $25,000 
between $25,000 and $50,000 
between $50,001 and $75,000 
between $75,001 and $100,000 
≥ $100,000 
Pref



)
!"#$%&'()#*)+',)-!.!'%/0)123224)5#(6)789)&#6)29)::6)27?>2?7)
 

213 

 

 

 

 

 

Identity theft tax refund fraud in the United 
States 
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Abstract 

This article documents the phenomenon of identity theft tax refund fraud in the United States and describes the problem; 
including what it is, how the fraud is executed, its detection, magnitude and prevalence, and the response of key stakeholders. 
With a paucity of prior scholarly research and scant information from other countries, we rely on historical reports from the 
Internal Revenue Service (IRS) and its oversight agencies including the Government Accountability Office, Treasury Inspector 
General for Tax Administration, and the National Taxpayer Advocate. While metrics reflecting individual identity theft tax 
refund fraud have recently been trending in the right direction, the issue will have lasting consequences in terms of IRS 
resourcing and cybersecurity, taxpayer trust, tax preparation methods available to taxpayers and their compliance burdens – 
particularly the burden affecting low-income taxpayers, and on future tax compliance itself. Finally, this article is a call for 
scholarly attention both in the US and elsewhere, where the issue of this fraud has been under-researched.   

 

Key words: cybersecurity; identity theft; IRS; tax administration; tax compliance; tax fraud  
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1. INTRODUCTION 
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For the fraudster, obtaining the victim’s PII is the initial barrier to perpetrating IDT tax 
refund fraud. Unfortunately, this is relatively easy in the modern era as fraudsters use a 
variety of tactics to obtain such information, one rampant method being through 
phishing through unsolicited emails and telephone calls. One sub-category of phishing 
schemes saw fraudsters posing as a senior company executive ostensibly emailing their 
own payroll or human resources department, requesting employees’ PII and their wage 
and tax statement information from the employees’ Form W-2 statements (GAO, 2018). 

A further method has seen dishonest employees stealing PII from in-house databases 
through their employment and the
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have gradually become more advanced throughout the years, thus necessitating 
fraudsters to continually evolve and hone their craft, creating gradually more convincing 
returns every year (IRS, 2018). NTA (2017a) noted an example of a more sophisticated 
scheme where criminals use employer identification numbers to file fraudulent business 
tax returns and concluded that the IRS must continue to remain vigilant and be nimble 
to counteract emerging developments in IDT fraud. 

The third step in the fraud is to obtain the tax refund from the IRS. Most fraudsters use 
prepaid debit cards or direct deposits, with a slight tendency towards prepaid debit cards 
as these can be anonymously deposited without any direct tie to the fraudster (Chambers 
& Zeidan, 2013). Early on, a flaw allowed multiple tax returns to be filed from the same 
address, and according to TIGTA (2012) over 2,000 returns were filed from an address 
in Lansing, Michigan as well as hundreds of returns being filed from other specific 
addresses. Thankfully, this issue, as well as the issue of multiple refunds being deposited 
to one anonymous bank account, were alleviated following IRS action. Tax refunds 
must now be made to a bank account or debit card in the taxpayer’s name and the 
number of refunds permitted to be sent to a single source is limited to three, but this has 
obviously been insufficient to completely prevent this final step of the fraud. 

3. IRS ACTION ON IDT TAX FRAUD OVER TIME 

3.1 Years prior to 2010 

Despite some scrutiny from IRS oversight bodies (Hasseldine, 2015), the IRS was slow 
to publicly treat IDT tax refund fraud as a major issue and did not include it in their 
‘Dirty Dozen’ list of scams until 2012. Notwithstanding this, over the years, the IRS has 
developed their techniques, administrative bodies, and procedural systems for dealing 
with the fraud. 

In 2005, the IRS officially established the Identity Theft Program Office, later creating 
the Privacy, Information Protection, and Data Security office and the Identity Theft and 
Incident Management office with an accompanying Advisory Committee in 2007 
(NTA, 2007). In 2008, the IRS began marking taxpayers’ accounts within their database 
if taxpayers had been victims of this fraud, therefore helping to coordinate their efforts 
to assist taxpayers across various divisions. They also established the Identity Protection 
Specialized Unit to help taxpayers who had been victims as well as a toll-free hotline 
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3.2 Years 2010 – 2014 

The IRS increased their efforts against IDT tax refund fraud in the years through 2014. 
In 2010 they implemented the Electronic Fraud Detection System, still in place to some 
extent to this day. The system was a more developed form of the filters that were used 
previously, as it would analyse returns both based on a series of general filters and based 
on prior year returns. It ‘scores’ tax returns and determines a probability of them being 
fraudulent, with those scoring above a certain (undisclosed) percentage being subject to 
further screening and extremely high scores being treated as fraudulent automatically 
(TIGTA, 2010).  

In 2011, IRS created the Enhanced Return Processing program which sought to 
coordinate efforts throughout the various IRS divisions as NTA (2011) noted that 28 
different subunits were involved in activities regarding identity theft. Part of this 
program was an initiative that sought to quell the number of fraudulent returns being 
filed with deceased individuals’ information. This was accomplished in part by joint 
work with the Social Security Administration to begin marking the IRS accounts of 
deceased individuals and by putting pressure on websites such as Ancestry.com to cease 
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In 2016 the Security Summit established additional work groups. Several programs 
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4. RESPONSE FROM OVERSIGHT AGENCIES AND OTHER OUTCOMES 

4.1 IRS oversight agencies 

As noted in section 3.2, GAO (2012) published an audit on electronic filing fraud when 
the US tax system was first starting to experience major problems and the amount of 
refund fraud was in the millions rather than billions (Nigrini & Peters, 2018). 
Additionally, NTA (2005) featured this method of fraud as one of their ‘most serious 
problems’ and noted that there was an additional TIGTA report on identity theft that 
asserted the IRS had no concrete corporate strategy in place to address the growing 
concern of the fraud. 

The NTA and TIGTA both addressed the problem again in 2007 and found that there 
had been a 396% increase in the total number of complaints directed to the Federal 
Trade Commission, which was the only available indicator of the problem, given that 
the IRS had not yet begun closely monitoring IDT fraud at the time (NTA, 2007; 
TIGTA, 2007). The problem then worsened with GAO (2011) noting that the total 
number of incidents of tax-related IDT nearly quintupled from 2008-2010 growing from 
51,702 to 248,357 cases. Overall, since 2005 the problem worsened, given it was 
consistently listed as one of the NTA’s ‘most serious problems’ (although not in 2006, 
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(1) The IRS must create a program in which taxpayers, concerned that they may be 
a victim of identity theft, can request an Identity Protection Personal 
Identification Number (IP PIN) to file a tax return (section 2005). 

(2) The IRS must establish a single point of contact for taxpayers who are a victim 
of identity theft. The single point of contact shall track the taxpayer’s case to 
completion and coordinate with other IRS employees to resolve the case as 
quickly as possible (section 2006). 

(3) The IRS must notify taxpayers when the IRS determines or suspects 
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The most effective, but also most controversial tactic of combating IDT tax refund fraud 
would be to delay the tax filing season or refund issuances. This would allow the IRS 
to fully match return data with Form W-2s and give taxpayers more time to respond if 
their identity had been stolen. Unfortunately, this would likely have a disastrous impact 
on low-income taxpayers who rely on their tax refunds to survive (Greene, 2013) and 
such a course of action seems extremely unlikely. 

5. I
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preparer firm, this other entity will assist with the authentication process should one’s 
identity be stolen. Some firms may charge an additional fee or offer add-on insurance 
that can be purchased separately. While this will not prevent the fraud from occurring, 
it will at least mean that taxpayers do not have to deal with the fallout from 
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6. CONCLUDING REMARKS 

This article highlights IDT tax refund fraud as comprising a significant ongoing problem 
in the US tax system. Using information from public reports, we describe the problem 
and the overall response from the IRS and oversight agencies over the last three decades. 
OECD (2006) notes that IDT is a nuanced issue for tax agencies and this article shows 



eJournal of Tax Research  Identity theft tax refund fraud in the United States 

228 

 

 



eJournal of Tax Research  Identity theft tax refund fraud in the United States 

229 

 

 

Government Accountability Office (GAO) 2016, L5!&1419)10!*1)'&5)1',)*%'$5S)L-@)&!!5.)1#)$35'1!)41.)
%4.N)'..!..:!&1)*#%)10!)1',3'9!%)3%#1!/14#&)3%#8%': (GAO-16-508), GAO, Washington, DC. 

Government Accountability Office (GAO) 2017, L5!&1419)10!*1S)L:3%#7!5)/#(('6#%'14#&)/



eJournal of Tax Research  Identity theft tax refund fraud in the United States 

230 

 

 

Leighton-Daly, M 2019, ‘Identity Theft and Tax Crime: Has technology made it easier to defraud the 
revenue?’



eJournal of Tax Research  Identity theft tax refund fraud in the United States 

231 

 

 

National Taxpayer Advocate (NTA) 2020, ]&&$'()%!3#%1)1#)`#&8%!..S)DFDF, Internal Revenue Service, 
Washington, DC. 

Ngugi, B K, Hung, K-T & Li, Y J 2021, ‘Reducing tax identity theft by identifying vulnerability points 
in the electronic tax filing process’, L&*#%:'14#&)'&5)`#:3$1!%)@!/$%419, advance online, 30 
August. 

Nigrini, M J & Peters, J S 2018, ‘Identity Theft Tax Refund Fraud: An analysis of the fraud schemes 
using IRS investigation summaries’, "#$%&'()#*)P#%!&.4/)'&5)L&7!.148'147!)]//#$&14&8, vol. 10, 
no. 1, pp. 38-55. 

Olson, N 2018, ‘Some observations on tax administration and the digital revolution’, plenary address at 
the University of New South Wales 13



)
)
!"#$%&'()#*)+',)-!.!'%/0)123224)5#(6)789)&#6)29)::6)2?2>2@2)
 

232 

 

 

 

 

 

The association of mandatory tax disclosures 
with the readability and tone of voluntary tax 
reports 
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Abstract 

This article examines companies with low comparative tax payable (public exposure – scrutinised), compared to companies 
with higher comparative tax payable (public exposure – low scrutiny) according to mandatory tax reports (MTRs), for 
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present voluntary nature of VTR in Australia, however, there are a growing number of 
entities that are opting to become signatories for the code.13  

It is the 7#($&1'%9 nature of the VTRs spurred by the TTC that is the focus of this article. 
In particular, the authors examine signatories to the TTC to identify whether the level 
of public exposure (scrutinised/low scrutiny) arising from MTRs impacts the 
readability and tone of VTRs. The term %!'5'64(419 refers to the level of opaqueness, or 
obfuscation, in the information environment: in which an author prepares more 
complex, (!..)%!'5'6(!, information.14 As Beuselinck and co-authors state, complexity 
within the information environment reduces transparency as ‘more time and effort from 
outsiders to become properly informed’ is required, thereby obscuring the ability to 
understand.15 +#&! refers to the sentiment of the disclosures, being the extent to which 
reports contain terms with optimistic or pessimistic sentiment that capture ‘the affect 
or feeling of a communication’.16  

The motivation for this study is based on three primary factors as follows. First, 
corporate taxation has gained substantial spotlight in recent times. In a recent outline, 
the Board of Taxation noted concern about taxation anti-avoidance in stating that ‘[t]he 
actions of a few businesses, particularly large multinationals engaging in aggressive tax 
avoidance, have tarnished the reputations of many businesses that are doing the right 
thing’.17 In addition to section 3C of the +','14#&) ]5:4&4.1%'14#&) ]/1) G[EZ (Cth) 
requiring the annual preparation of a Report of Entity Tax Information for certain 
corporate tax entities, fairness and transparency have been cornerstone in Australia. 
The wave of condemnation arising from the ‘Panama papers’ in 2016 and the ‘Paradise 
papers’ in 2017,18 or multinational companies such as Apple, are just some examples 
of the growing public concern over fairness and transparency in the Australian taxation 
system.19  

Although a firm’s financial statements are seen as an important source of information, 
the usefulness of tax disclosures has been of concern for some time.20 It has already 

 
13 See Australian Government, ‘Voluntary Tax Transparency Code: VTTC Reports’ (31 May 2021), 
https://data.gov.au/dataset/ds-dga-f71709a8-2eeb-4592-ad1f-443f7f520186/distribution/dist-dga-
e44e9729-30f5

m.
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%!'5'64(419,30 and therefore companies may use disclosures as instruments for social 
control of and over the narrative.31  

With the aforementioned in mind, this article examines signatories to the TTC to assess 
whether categorising companies as 3$6(4/) !,3#.$%!) l) ./%$14&4.!5 (comprising 
companies having low comparative tax payable as per mandated tax transparency 
report), compared to 3$6(4/)!,3#.$%!)l)(#=)./%$14&9 (higher comparative tax payable as 
per the mandated tax transparency report), will lead to differences in readability and 
tone in VTRs. By doing so, the authors ask, 5#!.) 10!) (!7!() #*) 3$6(4/) !,3#.$%!)
n./%$14&4.!5J(#=)./%$14&9o)'%4.4&8)*%#:):'&5'1#%9)1',)%!3#%14&8)4:3'/1)%!'5'64(419)'&5)
1#&!)#*)7#($&1'%9)1',)%!3#%14&8?32 

The authors posit three key opportunities that entities have in controlling their tax 
narrative via VTRs:   

1. The general lack of available tax information due to privacy regulations;  

2. The lack of alignment between the accounting and taxation systems leading to 
a disconnectedness in available tax information; and  

3. The general latitude available in voluntary disclosures.   

Two hypotheses are made. First, that companies with 3$6(4/)!,3#.$%!)l)(#=)./%$14&9 
prepare VTRs which are easier to read; and, second, that companies with 3$6(4/)
!,3#.$%!) l) ./%$14&4.!5 prepare more optimistic voluntary tax reports. Despite the 
attempts for companies to control the narrative through obfuscation,33 government 
attention may – and noting research by Beuselinck and co-authors34 and Hope, Ma and 
Thomas35 – lead to improvements in readability.   

This article is structured as follows: section 2 outlines the background, briefly 
considering the need to balance privacy and tax transparency and the developments in 
Australia with respect to mandatory and voluntary tax disclosures. Section 3 sets out 
the literature and identified gaps in extant research and in doing so, clarifies the present 
study’s focus. Section 4 follows by articulating the research question and hypotheses. 
Section 5 presents the research design, followed by the key findings, discussion and 
analysis in section 6. Section 7 summarises and concludes the article, with the main 
findings, tax policy implications, also limitations and future research. 

 
30 See n 15, above. 
31 Daphne A Jameson, ‘Telling the Investment Story: A Narrative Analysis of Shareholder Reports’ (2000) 
37(1) Journal of Business Communication 7, 9. See also Li, above n 15; Henry, above n 16; Apostoles A 
Ballas, ‘The Creation of the Auditing Profession in Greece’ (1998) 23(8) Accounting, Organizations and 
Society 715. 
32 While there 
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2. BACKGROUND 

2.1 Australian developments in balancing privacy and transparency 

Emergent steps in the removal of a veil of secrecy36 in Australia were present before 
high-profile cases. This arguably began with the tax transparency reporting regime that 
was introduced in 2013 in the +',)a'=.)]:!&5:!&1)nDFGZ)O!'.$%!.)i#)Do)]/1)DFGZ)
(Cth), later amended by the +',) '&5) @$3!%'&&$'14#&) a'=.) ]:!&5:!&1) n_!11!%)
+'%8!14&8)10!)L&/#:!)+',)+%'&.3'%!&/9)a'=.o)]/1)DFGE. Certain disclosures (eg, an 
enterprise’s name, Australian Business Number (ABN), total income, taxable income 
and tax payable) from tax return information was thereafter reported in an annual tax 
transparency report (MTR). This was implemented in December 2015, with the 2013-
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The Multinational Anti-Avoidance Law (MAAL) has also resulted in restructuring of 
some global entities and is expected to result in billions of dollars in sales being 
‘returned to the Australian tax base’ as well as additional goods and services tax (GST) 
payments.45  

With these developments in mind, there is a substantial regulatory shift in Australia that 
is focused on more publicly transparent and scrutinised tax affairs with respect to larger 
businesses. The present study specifically considers the contemporaneous development 
of voluntary tax disclosures arising as a reasonably new approach to respond to the 
increasing concern over taxpayers’ paying their ‘fair share’ of tax contributions, and 
the mandated release of the annual tax transparency reports.46 The authors consider, in 
particular, the release of VTRs pursuant to the TTC.47  

2.2 Voluntary tax reporting in Australia 

As noted, voluntary tax reporting in Australia is still in its infancy. While some 
corporations have, over the past decade, been undertaking a level of voluntary tax 
reporting, a key move towards encouraging corporations to do so arose with the 
introduction of a framework for voluntary tax reporting initiated by the Australian 
government. This began with the 2015 Budget. Joe Hockey, the then Treasurer, wrote 
to the Board of Taxation requesting the development of a code as part of the 2015 
Budget:48 

A voluntary code will provide a framework for large businesses to take the 
lead, to become more transparent and help educate the public about their 
compliance with Australia’s tax laws.49 

Following initial consultation with a Working Group50 in September 2015, the receipt 
of 19 submissions,51 and the release of a consultation paper in December 2015, the code 
was subsequently finalised in February 2016. The 2016-17 Commonwealth Budget 
announced the new voluntary TTC, highlighting that: 

The Government is committed to encouraging greater tax transparency within 
the corporate sector, especially by multinational corporations. The +',)
+%'&.3'%!&/9) `#5! will encourage businesses with an annual turnover of 
$100 million or more to publish information to support greater and better 
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Disclosures by signatories to the TTC can occur within several contexts, including in 
the general purpose financial statements (GPFSs), in taxes paid reports, and corporate 
social responsibility (CSR) reports, for example, and are not required to be externally 
audited.64 Unlike the alignment issues that arise with the mandated tax transparency 
reports released annually,65 the Board of Taxation66 indicated that disclosures should 
be capable of being reconciled to the income tax return and financial statements. The 
Board of Taxation is, nonetheless, aware of the discrepancy between its list of 
signatories and the ATO published data arising from the flexibility under the TTC, 
which ultimately ‘makes comparisons less meaningful’.67 
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of the techniques for subtle promotion would create a positive tone. This study 
does not directly address the intent of the author but rather whether a more 
positive tone affects investors.94 

Extant research examines linguistic attributes of various reports and disclosures. +#&!, 
or the sentiment of the disclosures – the affect or feeling of a communication95 – has 
been found to have information value;96 influence investors’ and analyst views and be 
associated with economic outcomes;97 be positively associated with stock issuance98 
and firm performance;99 and, may reflect managerial behaviour such as tax 
aggressiveness.100
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earnings and cash flow performance. Similarly, Henry106 found that tone of earnings 
press releases influences investors’ reactions and longer releases reduced market 
impact. Loughran and McDonald107 observed that diction is inappropriate for gauging 
the tone of financial disclosures. That study focused on Form 10-K reports revealing 
that frequently occurring terms that are optimistic in diction such as ‘respect’, 
‘security’, ‘power’, and ‘authority’ will not be considered nor perceived positively by 
readers of business documents. The authors refined the general-purpose Harvard’s 
General Inquirer word lists which Tetlock utilised,108 and classified words in lists so 
that the words indeed are, from a finance perspective, positive or negative. The authors 
dealt with the filings’ effects on stocks during the 4-days window prior and subsequent 
to the filing date of a 10-K.   

Similar to tone, a growing body of finance and accounting research uses textual analysis 
to examine the %!'5'64(419 of corporate reports (primarily 10-K reports), its 
determinants, and its consequences. Readability refers to the level of opaqueness, or 
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volume,119 and investment efficiency,120 while it is negatively associated with the cost 
of debt and the stock price crash risk.121 Loughran and McDonald122 
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transactions and reporting standards.143 For example, Hope and co-authors144 suggested 
that to the extent managers would believe that non-disclosure of geographic earnings 
reduces probability of audit, prevents additional foreign sanctions or penalties or 
deflects public criticism, voluntary disclosures would be avoided. This was, 
nonetheless, mitigated when a certain level of disclosure became mandated. Dyer, Lang 
and Stice-Lawrence (2016),145 however, have raised concern over the ability to 
/#&74&/4&8(9 .!3'%'1! the disclosure choices from the underlying economics. 

With this in mind, Guay and co-authors highlight the other disclosure mediums beyond 
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We posit that the greater the absence of tax information generally available, the greater 
the degree of complexity for the voluntary disclosures. Beyond the limited tax 
disclosures, there is opportunity to obfuscate due to the lack of alignment between tax 
and accounting, and the latitude in voluntary reporting.   

For the relevant Australian context, prior to the introduction of the TTC and VTRs, the 
introduction of the +',)a'=.)]:!&5:!&1)nDFGZ)O!'.$%!.)i#)Do)]/1)DFGZ)led to annual 
tax transparency reports 
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linked to the work by Graham and co-authors,159 which found reputation to be the 
second most important factor in the decision not to adopt a potential tax planning 
strategy. This, it is observed, impacts the degree to which VTR is used as a tool for 
reputation control. This suggests that firms may be less likely to disclose tax 
information other than what is mandated for fear of reputational damage to the firm. 
Moreover, top management was considered to care at least as much about the GAAP 
ETR as cash taxes paid for the substantial majority of executives (84 per cent). 

Returning to Hoopes and co-authors,160 who also examined the mandatory tax 
transparency reports in Australia, their study found evidence of firms adjusting their 
income to avoid disclosure,161 thus anticipating the cost of disclosure. Similarly, the 
study by Chen162 indicates that although investors anticipated an overall net benefit 
from the disclosure arising from the mandated tax transparency reports (including the 
benefit from reduced information asymmetry and monitoring of activities), firms likely 
to face increased scrutiny were found to have small negative market reactions. 
Comparable findings have also been established in Japan, where a non
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Scrutiny becomes more 
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tax information. This is comparable to the argument posed by Beuselinck and co-
authors:175 

To the extent that non-discovery of aggressive tax planning activities is a 
considerable benefit, we conjecture that more tax aggressive firms will use 
more financial reporting obfuscation strategies through overly complex 
financial reporting. 

However, it does not need to be only for the purpose of tax aggressiveness, as seen in 
the study by Beuselinck and co-authors; it can also be for the purpose of controlling the 
narrative.176 The third opportunity allowing for the control of the narrative is the latitude 
within voluntary disclosures generally.177  

Following the logic of Guay and co-authors178 and Morton,179 complexity in VTRs 
arises from the lack of alignment between tax and accounting disclosures, the 
complexity of a firm’s business transactions and lack of knowledge with regards to 
external reporting and disclosure rules. In this sense, /#:3(!,419) &!/!..41'1!.)
/#:3(!,419, and 3$6(4/(9Q!,3#.!5 
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5. RESEARCH DESIGN 

This article examines the association of MTRs with tone and readability of VTRs in 
Australia. The authors rely on linear regression on secondary data to conduct an 
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Table 2: Effective Tax Rate 

 Frequency Percent 
Valid 
Percent 

Cumulative 
Percent 

Valid 0% 26 24.5 25.2 25.2 
2% 1 .9 1.0 26.2 
4% 1 .9 1.0 27.2 
5% 1 .9 1.0 28.2 
8% 1 .9 1.0 29.1 
9% 1 .9 1.0 30.1 
10% 
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observations drawn from annual reports of non-financial firms listed on the Australian 
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Table 3: Correlations 

Variable L
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Ln(JFreq Words)  1 -.198* -.196* -.193* .434** .067 .058 .332** -.058 
Fog  -.198* 1 .982** -.162 .050 -.044 -.228* .020 -.246* 
Flesch-Kincaid  -.196* .982** 1 -.211* .084 -.053 -.230* .046 -.252* 
Tone  -.193* -.162 -.211* 1 -.072 .349** .287** .091 .355** 
Ln(Total Income $)  .434** .050 .084 -.072 1 .333** .231* .609** .083 
Ln(Taxable Income $)  .067 -.044 -.053 .349** .333** 1 .710** .296* .584** 
Ln(Tax Payable $)  .058 -.228* -.230* .287** .231* .710** 1 .185 .867** 
Ln(Market Capitalisation)  .332** .020 .046 .091 .609** .296* .185 1 .120 
Effective Tax Rate  -.058 -.246* -.252* .355** .083 .584** .867** .120 1 

**Correlation is significant at the 0.01 level (2-tailed). 

*Correlation is significant at the 0.05 level (2-tailed). 

 

5.2 Method of analysis 

The authors argue that ETR is an independent 

!



)
)

 

eJournal of Tax Research  The association of mandatory tax disclosures with the readability and tone of voluntary tax reports 

)

258 

 

 

increased scrutiny and public pressure over large corporations in Australia, has led 
particular companies to respond by producing voluntary tax reports that encompass 
particular tone and readability characteristics. 

In line with Sidhu and Whittred,199 the authors split the sample using what that study 
described as a ‘politically acceptable threshold’, perhaps here better described as a 
3$6(4/(9)'//!31'6(!)10%!.0#(5. The authors rank the companies based on their ETR, an 
approach consistent with information sourced from respective mandatory tax 
transparency reports, and then have defined publicly exposed companies as those with 
an ETR less than the median. Those below the median are categorised as 3$6(4/)
!,3#.$%!)l)./%$14&4.!5, whilst those that have a higher ETR are categorised as 3$6(4/)
!,3#.$%!)l) (#=)./%$14&9. Arguably, this could be seen as an arbitrary threshold as it 
results in half of the sample being politically exposed and the other half not.   

An examination of the correlation between the variables shows no high correlation 
among the variables used in each of the proposed models, suggesting no issues with 
variables’ discriminant validity.200 A note should be made regarding the Fog and 
Flesch-Kincaid indexes, both being used as proxies for readability and therefore 
displaying a high correlation. Using two different proxies for measuring readability – 
with similar findings – improves the reliability of the model when examining the 
readability. Regarding the validity of the models, the analyses show the coefficients of 
the independent and control variables adopted in the models are not always statistically 
significant. Therefore, the regressions present low f-values and low adjusted R2. 
Overall, an analysis of the correlations between the sub-samples’ dependent and 
independent variables will suffice for reaching the findings of this study. 

6. DISCUSSION AND ANALYSIS OF THE FINDINGS 

6.1 Preliminary findings 

The preliminary findings examined the relationship between all 106 observations and 
revealed (see correlation matrix on Table 3) that: 

• 
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helping to educate the public about its compliance with the tax laws.201 The company’s 
tone is positive towards the ‘informed public scrutiny’202 and towards its reputation.203  

Regression analysis using readability indexes as independent variables and as 
dependent variables ETR, Ln(Market Capitalisation) and Ln(JFreq Words) (Models 1, 
2, and 3) confirms that a high ETR is associated with reports that are easier to read (ie, 
low readability indexes). The coefficients for the ETR are -0.246 (1=2.136), using Fog 
as an independent variable and -0.251 (1=-2.186), using Flesch-Kincaid as an 
independent variable.   

With these findings in mind, the higher the ETR, the more transparent and user friendly 
the report – being the aim of the TTC and outlined by the Board of Taxation.204 The 
clearer the disclosures, the more easily understood the content. These results align 
broadly to extant research on scrutiny and public exposure being linked to tone and 
readability.205 However, this raise questions as to whether the voluntary scheme is 
having the effect of incentivising companies towards the spirit of the law, as the Senate 
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and Flesch-Kincaid (ie, reports of companies with higher ETR are easier to read) with 
no association whatsoever regarding tone and ETR. 

Summarising, using the criteria of splitting the sample between companies with low 
ETR and high ETR as a proxy for public exposure and scrutiny,220 
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Table 4: Summary of Coefficients for ETR 

Dependent 
variable 

Total Sample 
(n=106)a 

Public Exposure 
– Low Scrutiny 

companies (n=50) 

Public Exposure - 
Scrutinised 

companies (n=53) 
Tone .414*** (t=4.005) .096 (t=.555) .371** (t=2.574) 

Flesch-Kincaid -.251** (t=-2.186) -.315* (t=-1.908) -.218 (t=-1.301) 

Fog -.246** (t=-2.136) -.282* (t=-1.708) -.245 (t=-1.472) 
a There are 3 missing values regarding ETR, hence the total sample of 106 comprises 
of 50 public exposure – low scrutiny companies, 53 public exposure – scrutinised 
companies, and 3 missing values. 
***. Significant at the 0.01 level. ** Significant at the 0.05 level. * Significant at the 
0.10 level. 

 

 

Overall, the findings indicate that 3$6(4/)!,3#.$%!)l)./%$14&4.!5 companies resort to the 
tone of the report, whereas those with lower scrutiny rely on the readability of its 
reports. On this basis, the hypotheses are supported.   

7. C
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7.1 Main findings 

This article reveals that 3$6(4/)!,3#.$%!)l)./%$14&4.!5 companies resort to positive tone 
in tax reporting, whilst those with lower scrutiny rely on the readability of reports. 
While present literature concerning voluntary reporting notes that tone increases as firm 
performance increases,230 the authors find that as the ETR increases, the tone of reports 
become more positive. This, on segregating the data based on public exposure, is most 
apparent for 3$6(4/) !,3#.$%!) l) ./%$14&4.!5) companies rather than (#=) ./%$14&9 
companies. With regards to readability, the authors find that reports are more readable 
as the ETR increases. On segregating the data based on public exposure, this is seen as 



)
)

 

eJournal of Tax Research  The association of mandatory tax disclosures with the readability and tone of voluntary tax reports 

)

264 

 

 

The finding that 3$6(4/)!,3#.$%!)l)./%$14&4.!5 companies resort to the use of positive 
tone in tax reporting, whilst those with lower scrutiny rely on the readability of reports 
raises some questions, and is consistent with the Senate Economics References 
Committee’s concerns that firms that ‘push the letter and spirit of the law’ will not be 
incentivised ‘to publish tax information’.239 The three opportunities that this article 
outlines therefore highlight the challenges that policy-makers face in balancing the need 
for confidentiality and transparency when seeking to build confidence in the corporate 
tax system.240 

Despite the tone and readability concerns (and putting aside confidentiality concerns), 
the question arises as to whether the reports are able to overcome the differences that 
arise from the lack of alignment between the accounting and taxation systems. Without 
the connection being readily understood, it is questionable whether MTRs #% VTRs 
enable true 1%'&.3'%!&/9 to be achieved. However, the authors do not see this as being 
ultimately a goal of the policy-makers or businesses, as the basic position in Australia 
for tax affairs begins with a position of confidentiality.   

As Devos and Zackrisson have indicated,241 the tax-culture setting is highly important 
to the response to increased disclosure. As such, tax policy needs to reflect this setting, 
with any additional disclosures at risk of adding to a web of potentially disconnected 
and incomplete picture. However, the MTRs could be seen as improving the tax 
disclosures (via VTRs), and albeit with the ability of businesses to control the narrative 
through tone and readability, add value to the information environment.   

7.3 Limitations 
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impacts information disclosure – particularly in the COVID-19 and post COVID-19 
environment. The transparency of corporate tax information is becoming increasingly 
important to satisfy both government and community requirements. The authors note, 
however, that the approach in which this is achieved needs to be carefully assessed to 
determine whether disclosures are appropriate and fit for purpose, offering numerous 
avenues for future research.   

Further research should consider the alignment between the accounting and taxation 
systems, for example by assessing VTR output triangulated with the GPFS and MTR 
output. This would assist in assessing the extent to which complexity of disclosure 
regimes impacts the quality of information in a VTR. Moreover, examining company 
incentives behind signing on to the TTC will also be important, including determining 
to what extent they seek to control the narrative (for example, in order to manage 
reputational harm and to what extent the TTC allows for conservative voluntary 
disclosures to be made243), whether they perceive the disclosures as effective in better 
informing public scrutiny,244 and whether the process underpinning the TTC is fostering 
an internal culture that is shifting towards public transparency.245  

Additionally, expanding the analysis to examine the source of low (high) levels of tax 
payable is warranted, ie, examining whether proxies for tax aggressiveness impact the 
associations identified. As already indicated, this article does not extend the analysis to 
consider tax aggressiveness of the firms, as unlike in the study by Beuselinck and co-
authors246 it is considering 10!) 3$6(4/) 3!%/!314#& response. Further research should 
consider the impact of tone and readability in relation to the MTR/VTR comparison, 
bringing in the aggressiveness variable. 

In the above context, this research makes three contributions to the literature. First, the 
article extends existing research exploring complexity and VTR, falling within a 
contentious and critical area of thought: the corporate tax system. The TTC and its 
signatories create a novel data set, previously not available dealing with an area of 
business that faces particularly strong scrutiny: whether companies are 3!%/!47!5 (or 
'/1$'((9) contributing their ‘fair share’ of the tax burden. Secondly, the article extends 
existing research exploring readability and tone within the context of voluntary 
reporting. The authors find that the level of public exposure impacts the interplay 
between readability and tone of VTRs. Thirdly, this extends the research through 
considering how attention, such as government intervention, impacts such information 
disclosure. The authors posit that the interplay between MTR and VTR creates a 
positive outcome for limiting opportunities for obfuscation, supporting the hypotheses 
of the study. While the article sets out three key opportunities for companies to control 
the narrative, MTRs counter these opportunities, and despite the lack of alignment 
between MTRs and VTRs create a level of attention otherwise not present. 

 

  

 
243 Graham et al, above n 159, 1000. 
244 Australian Treasury, above n 52, 11. 
245 Board of Taxation, above n 11. 
246 See generally Beuselinck et al, above n 14. 
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Table A2: VTRs and Summary of Outcomes  
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1. INTRODUCTION 

The world has gone through several periods of rapid developments in technology over 
the years, commonly referred to as ‘Industrial Revolutions’. Historically, the positive 
effects of such technological developments on the economy have considerably 
outweighed the disruptive impact on employment.1 Each time, the world has benefited 
from greater aggregate economic output, a reduction in the need for menial labour, 
higher labour productivity and higher wages, as well as the creation of new job 
opportunities.2 
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model. Just like automation, emissions also raise an issue of ‘leakage’, where policies 
enacted in one jurisdiction may lead to the shifting of the externality to another 
jurisdiction. Section 4 of this article will analyse this model to see if any lessons in tax 
design 



 
 

eJournal of Tax Research  Taxation of automation and artificial intelligence as a tool of labour policy 

276 
 
 

‘Industrial Revolution exceptionalism’. In other words, people tend to think that ‘this 
time will be different’, even though the labour market does eventually adjust to the 
changes.8 

!"# $%&'(&)*+,-'.)/*/)0')1*/1)'12',.*1)134'

However, it is worth exploring the possibility that ‘
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artificial intelligence programs, which, due to their inherent speed, reliability, and 
scalability, now possess an advantage over humans in areas such as securities trading.13 

2.1.3 The internet of things (IoT) 

Sensors, processors, and networking capabilities are now sufficiently cheap and 
sufficiently miniaturised to be embedded into everyday objects, creating wide networks 
of interconnected objects that are able to independently collect, process and transmit 
information.14 

!"! $%&'3,0)/*.5&'12'*%&'(%,)0&'

While previous technological revolutions have also resulted in structural and frictional 
unemployment, it is likely that the present wave of automation will be more disruptive 
than before, for several reasons. First, while previous technological innovations did not 
eliminate the need for human labour to operate and control technology, the autonomous 
nature of the present wave of technologies threatens to substitute human labour to a 
greater extent by fully eliminating the need for human intervention in the autonomous 
execution of a given task.15 Secondly, unlike previous technological innovations that 
have been limited in the scope of their applicability, autonomous technology is a 
general-purpose technology with a much wider set of capabilities – ranging from 
physical action to information processing – and hence has greater potential for 
disruptive impact across a wider range of sectors.16 

!"6 '$%&'*/3&'5/3&)7/1)'
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social costs arising from the need to support and retrain displaced workers, which 
constitute a negative externality. Such market failures can be countered through the use 
of a Pigouvian tax. 

6"# 8.*13,*/1)',)5'&39-143&)*'

In the short-term, automation is likely to alter existing jobs by catalysing changes in the 
scope and nature of a large proportion of existing occupations. Automation is able to 
promis
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measures targeted at mitigating the impact of automation on specific sectors or job 
classes.  

In some sectors, technological advancements may make it feasible and economically 
compelling for companies to fully automate an entire class of jobs.25 A major problem 
ensues if the workers that perform these jobs are not typically required to possess skills 
that would allow them to perform alternative tasks or jobs. An archetypal example of 
this is the potential effect that self-driving trucks pose to truck drivers. Unlike other 
cases of automation like the introduction of automated teller machines, which were 
unable to perform all of the functions that human tellers performed, self-driving trucks 
could fully automate the roles of today’s truck drivers. Notwithstanding the fact that 
truck drivers may need to monitor self-driving trucks in the short
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pricing and automation taxation. Thus, it may be worthwhile studying the former, to see 
if it can serve as a useful model for automation taxation. Emissions pricing, or the 
imposition of a price on greenhouse gas emissions that is payable by emitters, is an 
example of a Pigouvian tax and has been adopted by several jurisdictions as a response 
to the negative externality of climate change arising from greenhouse gas emissions.35 
Analogously, a price could be imposed on the deployment of automated systems or 
equipment by firms, as a response to the negative externality of worker displacement 
caused by such automation. Just like automation, emissions also raise an issue of 
‘leakage’, where policies enacted in one jurisdiction may lead to the shifting of the 
externality to another jurisdiction.  

>"# $%&1+&*/(,-'19*/3,-/*4'12'@/01.</,)'*,=,*/1)'

A policy of pricing the externality by imposing a tax constitutes a market-based solution 
to the externality. The intended policy outcome of minimising the size of the externality 
is achieved not by prescribing or proscribing the actions of agents, but by adjusting the 
market prices associated with certain actions in order to fully reflect the externalities of 
these actions. While the intent is to influence agent behaviour by adjusting prices, these 
agents retain the ability to freely choose their actions and to generate the externality 
under market-based solutions. These market-based solutions have the advantage of 
achieving socially-optimal outcomes through the decentralised choices of independent 
and incentive-driven agents, eliminating the need for governments to undertake the 
challenging task of determining and dictating what the socially-optimal behaviour 
would be for each individual agent.36 The need to correct the market failure arising from 
the externalities generated by rapid and massive displacement of labour due to 
automation provides the theoretical justification for government intervention in the form 
of an automation tax.37 

>"! A39-&3&)*,*/1)',99+1,(%&7'

Regulators must determine the size of the externality generated by each agent, so as to 
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automation tax will be to decrease or increase employment in automation-intensive 
industries.  

Hence, unlike emissions pricing schemes that are theoretically effective as a means of 
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industries. While such an automation tax may serve as a direct remedy by slowing the 
pace of automation or by raising funds to support affected workers, it may also indirectly 
exacerbate the underlying problem by undermining the price competitiveness of their 
output and the creation of job opportunities in their sectors. In other words, automation 
is a double-edged sword for workers in automation-intensive industries: it threatens to 
displace their labour but compensates by safeguarding them from external competition 
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the potential employment-displacing effects of automation based on the intensity of 
automation implemented.57 
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and loss-making companies. The effect of the latter is to increase the pressure on 
st
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ideal robot tax would have to be complex enough to apply in all these different ways, 
and flexible enough to keep up with the rapid developments in automation technology. 
The demand for a system that works in precisely such a way is not new. Tax authorities 
around the world have long realised the inadequacies of general tax rules:65 draft them 
too broadly and there is no taxpayer certainty; draft them too narrowly and risk the loss 
of tax revenue.66 The solution was found to lie in the use of comprehensive schedules 
supported by general tax principles; each item on the schedule could be accorded 
different tax treatment depending on the governmental policy at the time.67 Such a 
system was applied to the tax treatment of assets acquired for use in businesses. The use 
of such systems diverged over time, with the United States labelling the concept 
‘depreciation of assets’ and the United Kingdom calling it ‘capital allowances’. This 
section explores the mechanism of ‘depreciation’, which has been used to provide tax 
incentives and disincentives arguably since 1878.68 It will argue that the schedular 
system used by depreciation is extraordinarily well suited for controlling the rate at 
which automation displaces human workers.  

G"6 $%&'(1)(&9*'12'5&9+&(/,*/1)'

The fundamental concept of depreciation is simple enough to grasp. A firm which 
invests in new capital for its business incurs an expense. However, most tax authorities 
do not allow the firm to deduct the full cost of the asset as an expense immediately as 
the firm still possesses the asset, which will continue to have value until the end of its 
working life. Thus, for tax accounting purposes, the firm must deduct the expense on a 



 
 

eJournal of Tax Research  Taxation of automation and artificial intelligence as a tool of labour policy 

295 
 
 

importance of such capital-intensive businesses eventually led to the implementation of 
various schemes to recognise the true costs of capital expenditure.73 The most extensive 
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6.5.1 Accelerated depreciation 

Accelerated depreciation is the allowance of deductions for declines in the value of an 
asset at higher rates than are expected to occur in practice.79 Conceptually, the total 
amount of tax deductions attributable to the capital expenditure does not change. 
Instead, the deductions are brought forward so that they can be made earlier.80 In effect, 
the taxpayer receives an interest-free loan from the government, equivalent to the 
amount of tax deferred as a result of the early deduction.81 Apart from the interest-free 
loan from the government, accelerated depreciation also offers firms several other 
benefits. First, as the value of money decreases over time due to inflation, the ability to 
defer one’s taxes raises the net present value of the capital asset,82 since the deduction 
is claimed in present dollars rather than in future dollars (which are worth less).83  

Second, while future tax deductions are uncertain since they may be affected by a 
variety of unexpected factors, claiming the deductions immediately locks in the effect 
of the tax deductions, reducing the risk for the business.84 Third, the early deduction of 
capital expenditure provides cash flow benefits, giving the firm more liquid cash and 
allowing the asset to break even at a faster rate.85 Finally, accelerated depreciation 
provides an important source of funds to firms and reduces the need to obtain external 
financing.86 Presently both the US MACRS and the UK capital allowances system have 
default depreciation rates that are accelerated.87 Nevertheless, the depreciation rates are 
frequently further accelerated to achieve economic objectives, particularly to stimulate 
capital investment during times of recession.88 

6.5.2 
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the firm’s capital investment decisions on employment, while the latter approach 
forecasts the likely effects of individual instances of capital investment based on the 
features of the asset purchased. 
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emissions remained within their allowances.100 The extent to which carbon leakage has 
actually blunted the impact of EU emissions policy is unclear.101  

The upshot is that the possibility of ‘automation leakage’ should be seriously considered 
by policy-makers when designing and implementing changes to the existing system of 
capital allowances. Notwithstanding this, the extent of any automation leakage is likely 
to be less than that of carbon leakage. The suppliers and contractors in the case of carbon 
leakage are likely to be based in less developed economies with a weaker incentive to 
implement stringent environmental regulations. In the case of automation leakage, 
however, the infrastructure, technological ecosystems, and highly specialised labour 
required for automation-intensive production are likely to be found in highly developed 
economies – the very economies with the strongest incentive to discourage excessive 
automation for fear of displacing domestic employment. This reduces the potential 
severity of the issue and creates the possibility of cooperation between developed 
economies to jointly tackle the related problems of automation-induced job 
displacement and automation leakage.  

In the event that the issue of automation leakage materialis
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7. CONCLUSION 

This article has argued that by using reverse depreciation/capital allowances, 
governments and tax authorities are able to make use of an existing and well established 
system that is especially well suited to deal with the problems of lack of precision and 
slowness of response to change. An automation tax could practically be implemented 
using reverse depreciation/capital allowances as a mechanism. As a useful tool for 
governments to have on hand, an automation tax can be quickly implemented by 
building on the existing depreciation/capital allowances framework where necessary. It 
can be used to manage the balance between the positive and negative externalities of 
automation and artificial intelligence by calibrating the level of their adoption through 
the use of these tax incentives. As the benefits from the efficiency savings from 
automation and artificial intelligence continue to be attractive to the majority of states, 
we do not anticipate that the robot tax will be adopted widely. However, it remains a 
useful policy tool in those select situations where social considerations may need to be 
prioritised. 

 

 

 
 


